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LECTURE 1 – Introduction To Corporate Financial Analysis 
 

 Security Analysts: 

 Use financial statements to value business firm. 

 Predict future performance. 

 Measure value of shares. 

 Recommend buy/hold/sell. 

 Focus of this course: 

 Examine and value firms from the perspective of financial analyst reporting 
to an interested party. 

 The party may be interested in providing credit, assessing performance, 
valuing the firm. 

 5 steps of Financial Statement Analysis: 
1. Identify economic characteristics of an industry. 
2. Identify strategies that a firm pursues. 
3. Assess quality of financial statements.  
4. Analyse future profitability and risk.  
5. Value the firm. 

 
Identify Industry Economic Characteristics 

 Economic characteristics indicate what financial statement relationships are 
expected for companies in that industry and what trends are present for that 
company.  

  

 
 

 

 
 

 
Common Size 

 Different industries have different expectations. One can create common size 
financial statements to compare firms. 

 Divide all numbers on the financial statements by the total revenue of that firm: 

 Balance sheet: no limit on the percentage since possible to be greater than 
100% of revenue.  

 Income statement: top line is revenue and it is 100%, everything else is less. 
And hopefully net income is positive. 

 Or you can divide the balance sheet items by the total assets, and the income 
statement items by the total revenue. 

Balance Sheet 

What the Firm Owns 

Current Assets 

cash 

accounts receivable 

inventory 

Non-Current Assets 

Tangible assets 

Land/Buildings 

Intangible assets 

Trade Marks 

Goodwill 

What the Firms Owes 

Current Liabilities 

Non-Current Liabilities 

Includes long term debt 

Shareholders Funds 

Equity / Capital 
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 What is specific to each industry: 

 Grocery store chain: 
o High COGS, low profit margin. Profit is in volume. Turnover is high. Both 

asset and inventory turnover are high. 

 Pharmaceutical company: 
o High barriers to entry. Very high profit margins. High business risk. 

 Electric utility: 
o Capital intensive, often return determined by government body since 

monopoly position. There has been a slow de-regulation of the market 
reducing profit markets on these companies. 

 Commercial bank: 
o Financing to loan out is provided by deposits, and need to be liquid 

therefore high level in cash. Profit margin small on loans. High profit on 
fee based services. 

 
Tools For Examining Industry Economics 

 Value chain analysis: 

 Sequence or chain of events in creation, manufacture and distribution of 
product/service. 

 E.g. Pharmaceutical company: 
1. Research to discover drug. 
2. Approval of drug by government regulators. 
3. Manufacture drug. 
4. Creation of demand for drug. 
5. Distribution to consumers. 

 Porter’s Five Forces (analyses an industry and shows the attractiveness of it): 
1. Buyer Power. 
2. Supplier Power. 
3. Rivalry Among Existing Firms. 
4. Threat of New Entrants (barriers to entry). 
5. Threat of Substitutes. 

 Economic Attributes Framework: 

 Demand: 
o Price sensitive? Growth? Economic cycle? 

 Supply: 
o Competition? Barriers to entry? 

 Manufacturing: 
o Capital intensive? Labour intensive? 

 Marketing: 
o Create demand? Sales staff? 

 Investing and Financing: 
o Assets match liabilities: ST or LT? Low risk & high finance? 
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Identify Strategies That A Firm Pursues 

 Can firms create a competitive advantage: 

 Value of a brand name. 

 Reputation for quality. 

 But products can get copied: 
o Is it an advantage to be first? 
o Think Apple Macintosh vs. Microsoft Windows. 

 Framework for strategy analysis: 

 Nature of product or service: 
o Unique-high profit? Or commodity-low profit? 

 Degree of integration with value chains: 
o Vertical integration? Or certain phases? 

 Degree of geographical diversification: 
o Other countries = growth, but risk. 

 Degree of industry diversification: 
o Single or multiple industries? 

 
Assess Quality of Financial Statements 

 Are the statements in accordance with GAAP? 

 Trend toward harmonisation with International Accounting Standards (IAS). 

 Audit opinion? 

 Assets: 

 Future benefit but quantifiable 

 Brand names/intangibles are a problem area. 

 Different accounting treatments say for partial ownership of assets. 

 Liabilities: 

 Problem area is commitments to pay that correspond with future income – 
liability not recognised now. 

 Some companies take liabilities off books (e.g. Enron). 
 
Balance Sheet 

 Some assets will NOT appear on financial statements unless acquired from another 
firm, e.g. patents, brand names. 

 Assets acquired at historical cost but may have much higher market value today, e.g. 
Sydney real estate. 

 Some commitments to pay will not appear, e.g. airline lease payments off the books. 

 Non-current liabilities use historical discount %. 

 The further down the balance sheet one goes, the more questionable the values 
become. 
 
Income Statement 

 Unusual items that are not part of operations are separate: 

 Discontinued, extraordinary, and adjustments. 

 Accrual basis of accounting used in order to match costs with revenues. 

 Reported income may not recur and should not be used in forecasting. 

 Earnings may be managed. 
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Cash Flow Statement 

 Reveals where the funds came from and what they were applied to. 

 Identifies sources and uses of funds/cash: 

 Increase in assets    =  Use of Funds. 

 Decrease in liability   =  Use of Funds. 

 Increase in liabilities   =  Source of Funds. 

 Decrease in assets    =  Source of funds. 

 Cash timing may not agree with income. 

 May need cash for large expenditure. 
 

Analyse Profitability and Risk 

 Tools of profitability and risk analysis. 

 Common-size financial statements (change from year to year). 

 Percentage change statement: 

 (Pend – Pbeg) / Pbeg 

 Highlights magnitude of changes in financial statements over time. 

 Financial Statement Ratios: 

 Profitability ratios: EPS, ROCE. 

 Risk ratios: standard deviation of ROCE, D/E. 
 
Commonly Used Ratios 

 Current ratio = Current Assets / Current Liabilities. 

 Debt/Equity = Total Debt / Total Equity. 

 Inventory Turnover = Cost of Good Sold / Inventory. 
or Day's Sales Inventory =  365 days / Inventory Turnover. 

 Receivable Turnover = Sales (Credit) / Accounts Receivable. 
or Average Collection Period = 365 days / Receivable turnover. 

 Payables Turnover = Cost of Goods Sold / Creditors. 

 Profit margin = Net Profit(Income) / Sales. 

 Return on Assets (ROA) = Net Profit / Total Assets. 

 Return on Equity (ROE) = Net Profit / Total Equity. 

 Price Earnings Ratio (P/E) = Price Per Share / Earnings Per Share. 

 Market-to-Book Ratio = Market Price Per Share / Book Value Per Share. 

 Earnings Per Share = Net Profit Less Pref. Dividends / Number of Ordinary Shares. 
 

Value The Firm 

 Valuation models. 

 Forecast key accounting data. 

 Link between key accounting data and positive excess returns (those returns in 
excess of what is expected based on risk). 

 Ball and Brown (1968) if earnings increased then stock returns exceeded 
market average returns. 
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Role of Financial Statement Analysis With Market Efficiency 

 Market efficiency – stock prices reflect all available, relevant information. 

 Even if perfect market efficiency, someone (i.e. financial analyst) has to do the 
analysis to bring about the appropriate prices. 

 Capital markets may be efficient on average, but possible to have mispriced firms. 

 If perfectly efficient, then no incentive to do analysis, leading to inefficiencies and an 
incentive to do analysis, etc. 

 Equity markets not perfectly efficient: 

 Some under-reaction, overreaction, sometimes a lag in reaction. 

 Management manipulation – ‘corporate governance’ to combat self-serving 
management: 

 May be biased financial statements, being improved with latest legislation 
(Sarbanes-Oxley Act 2002 – aka SOX). 

 Financial statement analysis valuable in credit analysis and competitor analysis. 
 

Sources For Financial Statement Information 

 Web search annual reports direct from companies. 

 Government filings. 

 Prospectus/registration if new security. 

 ASX website for announcements and links. 
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LECTURE 2 – Analyse Corporate Performance I 
 

Financial Statements 

 Statement of earnings. 

 Statement of financial position (a.k.a. balance sheet). 

 Statement of cash flows. 

 Statement of changes in shareholders’ equity. 

 Footnotes. 
 

Users of Financial Statements 

 Customers: 

 Want to buy from strong companies (warranties, reputation). 

 Suppliers: 

 Good and services, capital. 

 Employees: 

 Supply labour. 
 

Financial Statement Analysis 

 Factors to consider: 

 All information is historical. 

 Subject to accounting principles: 
o Inventory methods. 
o Purchase accounting. 

o Lease accounting. 
o Revenue recognition. 

 Timing of reporting affected by seasonality. 
 
Inventory Methods 

 Different income and inventory values: 

  
 

 
 
 
 
 
 

 
 

Key Ratios 

 A financial analyst must know the nature of the business to interpret ratios, not just 
report them. 

 
 
 
 
 
 

FIFO LIFO Average 

Cost 

Buy 10@$10 100 100 100 

Buy 10@$15 150 150 150 

Inventory value 250 250 250 

Use 10 and sell -100 -150 -125 

Inventory value 150 100 125 

Revenue 250 250 250 

COGS 

INCOME 

100 

150 

150 

100 

125 

125 
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Profitability Ratios 

 Return On Sales (ROS) or Net Profit Margin: 

 
Net Income

Net Sales
 

 Amount available from each dollar for the owners. 

 Each industry may have a different average. 

 Can change over time, i.e. vary with business cycle. 

 Gross Margin: 

 
Gross Profit

Total Revenues
 

 Shows amount used to cover costs of producing. 

 Operating Profit / Sales: 

 
Operating Profit

Sales
 

 All expenses except taxes. 

 EBIT / Sales: 

 
Earnings Before Interest & Taxes

Sales
 

 Profitability before financing and taxes. 

 EBITDA / Sales (uses ‘real cash earnings’): 

 
Earnings Before Interest, Taxes, & Depreciation and Amortisation

Sales
 

 Eliminates outside influence on profitability. 

 Profitability analysis using common-size statements: 

 Identify and analyse large changes (>5%). 

 Identify and analyse trends. 

 Profitability using growth rates: 

 How rapidly is there growth in: 
o Revenues? (Top line) 
o Expenses? 
o Net income? (Bottom line) 

 Easy to see change in each item: 
o Credit expense up not necessarily bad since credit sales could be 

responsible for growth. 

 Changes in numbers may be misleading year to year if expansion or 
acquisition: 
o One way to fix it is to look at same store sales. 

 Inflation can distort growth rates: 
o Nominal growth rates include inflation. 
o Real growth rates subtract inflation. 
o To remove inflation, subtract that percent from growth. 
o It is not important when very low but can be important when high or 

affects specific categories such as wages, prices of supplies. 

 Profitability: 

 We can examine profitability related to any variable: 
o Return on assets. 
o Return on equity. 
o Return on sales. 

o Return per employee. 
o Return per location.

 We usually use net income as return for these types of ‘return’ calculations. 
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Asset Utilisation/Efficiency Ratios 

 Total Asset Turnover (TATO): 

 
Net Sales

Assets
 

 Which asset number to use: 

 If stable, then using the year end (y/e) number is ok. 

 If changes in the year, then the average is better. 

 Interpretation depends on the industry (capital intensive vs. labour intensive). 

 TATO reports degree of operating leverage: 

 
Net Income

Assets
=

Net Income

Net Sales
×

Net Sales

Assets
 

 

     ROA      =      ROS      ×   TATO 

 Measure of the extent of fixed costs. 

 If higher operating leverage, then once fixed costs are covered, much higher 
EBIT with increased sales, ex high depreciation vs. high COGS. 

 Inventory turnover: 

 
Cost of Sales

Inventory
 

 How many times the inventory turns over. 

 Discount retailer = fast, luxury goods = slow (depends on the profit margin 
per item). 

 Compare to industry average and competitors. 

 Inventory value changes during the year so use average. 

 Inventory valuation can affect ratio. 

 Days’ inventory: 

 
Inventory

Cost of Sales
 × 365 

 Accounts Receivable Turnover: 

 
Net Sales

Accounts Receivable
 

 Accounts receivable to sales: 

 
Accounts Receivable

Net Sales
 

 Days’ sales outstanding: 

 
Accounts Receivable

Net Sales
 × 365 

 Accounts payable to cost of sales: 

 
Cost of Sales

Accounts Payable
 

 Payables payment period: 

 
Account Payable

Cost of Sales
 × 365 

 Again, if changes in the year, average or monthly may be better especially if 
inflation. 
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Capitalisation or Financial Leverage Ratios 

 Financial leverage: 

 
Assets

Shareholders' Equity
 

 Indicates how much leverage (if 100%, then all financed by shareholders). 

 Shows source of the financing and how much financial risk. 

 If income is greater than cost of debt, equity holders benefit from financing 
(or gearing). 

 Use balance at end of year (non-year end reports are not audited). 

 Return On Assets (ROA): 

 
Net Income

Net Sales
 ×  

Net Sales

Assets
=

Net Income

Assets
 

     ROS       ×    TATO 

 Return On Equity (ROE): 

 
Net Income

Assets
 ×  

Assets

Equity
=  

Net Income

Equity
 

     ROA      ×  Financial leverage 

 Leverage is good when return on assets is higher than cost of debt (magnify the 
gain), but if return on assets is lower than debt, leverage can magnify the losses. 

 So variability of return on assets impacts on how much leverage a company uses. 

 Lenders are interested in leverage. 

 Calculate ratios directly (include leases in long-term debt): 

 
Long-term Debt

Equity
 

 
Long-term Debt

Assets
 

 
Long-term Debt

Long-term Debt + Equity
 

 If leverage is a concern, can they pay their most immediate obligations? 

 Current ratio: 

o 
Current Assets

Current Liabilities
 

 Acid-test ratio: 

o 
Current Assets – Inventories

Current Liabilities
 

 

o 
Cash + Marketable Securities + Accounts Receivable

Current Liabilities
 

 

 Inventory is the riskiest current asset. 

 Coverage ratios (debt-service ratios): 

 EBIT coverage: 

o 
Earnings Before Interest & Taxes

Interest Expense
 

 Cash flow coverage: 

o 
EBIT + Depreciation

Interest Expense
 

 Debt-service coverage: 

o 
EBIT

Interest + [Principal Payments / (1 – Tax Rate)]
 

 Banker wants coverage to be high to protect loan. 
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Sustainable Growth Rates 

 Dividend payout ratio (DPO): 

 
Dividends Paid

Net Income
 

 Earnings retention: 

 
Net Income – Dividends

Net Income
 

 1 – Dividend payout ratio. 

 Sustainable growth rate (SGR) or self-sustainable growth rate (SSGR): 

 
Net Income

Sales
 ×  

Sales

Assets
 ×  

Assets

Equity
 ×  

Earnings Retained

Net Income
 

   =      ROS       ×  TATO × Leverage × Retention ratio 
          =      ROE × (1 – DPO) 

 The maximum rate a company can grow using internally generated funds. 
 
Capital Market Ratios 

 Most on a per share basis. 

 Earnings per share: 

 
Net Income

Number of Shares Outstanding
 

 Price/earnings ratio: 

 
Price Per Share

Earnings Per Share
 

 How much investors are willing to pay for one dollar’s worth of earnings. 

 Market price/EBIT: 

 
Market Price Per Share

EBIT Per Share
 

 Market price/EBITDA: 

 
Market Price Per Share

EBITDA Per Share
 

 Market price/sales: 

 
Market Price Per Share

Sales
 

 Market price/cash flow: 

 
Market Price Per Share

Earnings Per Share + Non-cash Charges Per Share
 

 Market to book value: 

 
Market Value Per Share

Book Value Per Share
 

 Dividend yield: 

 
Dividends Per Share

Market Price Per Share
 

 
Return Vs. Risk Performance Ratios 

 Spread = Returnequity – Required Returnequity 

 Return on equity is often adjusted for non-cash accruals like depreciation. 

 Compare with market to book ratio (higher the spread, higher the market to book). 

 EVA Analysis = Invested Capital × (ROIC × WACC): 

 ROIC (Return On Invested Capital) = NOPLAT (adjusted for tax cash 
only)/Beginning of Year Invested Capital. 

 NOPLAT = Earnings before interest charges and before non-cash impact 
charges. 
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Comparative Ratio Analysis 

 With all these ratios, the critical item is the analyst’s interpretation. 

 Compare across: 

 Time periods. 

 Companies in the same industry. 

 Average performance in the industry. 

 Companies in other industries. 

 Explain the differences.  
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LECTURE 4 – Cash Flow Analysis 
 

 The financial analyst’s goal is to take all the changes on the balance sheet and 
allocate to: 

 Operating  Investing  Financing 

 Then use these classifications to better understand cash flows. 

 Different possible focuses for analysis: 

 Cash flow from operations. 

 Cash flow from working capital changes. 

 Cash flow from long term investments. 

 Free cash flow left over for debt holders and equity holders. 

 Free cash flow left over for equity holders only. 

 What we are interested in: 

 Strength of internal cash flow generation. 

 Can the company manage working capital? 

 Can company meet short-term obligations? 

 How does the company finance growth? 

 How does the company pay for dividends? 

 What type of external financing is used? 

 Is there free cash flow?  
 

Income Statement Vs. Cash Flow 

 Income statement uses accrual accounting to match revenues and costs and ignores 
timing of cash receipts. 

 Why income does not match cash flows: 

 Cash receipts different. 

 Cash expenditures different. 

 Cash flows relating to investing/financing do not immediately flow through to 
the income statement. 

 
Indirect Method 

 Preparation of cash flow statement: 
1. Start with net income. 
2. Add back non-cash expenses. 
3. Adjust for sales of items (difference between book value and accounting gain 

and actual cash proceeds). 
4. Adjust for equity income accruals to reflect actual cash. 
5. Other non-cash adjustments. 
6. Allocate each change to operations, investing and financing. 

 Use information from the financial statements: 

 Assets = Liabilities + Equity. 

 ∆ Assets = ∆ Liabilities + ∆ Equity. 

 ∆ Cash = ∆ Liabilities + ∆ Equity – ∆ Non-cash Assets. 
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Type of Business Affects Cash Flow 

 Firm life cycle will influence cash needs and cash generation: 

 High growth firm may need extra cash flow. 

 Value firm may be in mature industry and may generate lots of cash. 

 Strategy of growth may influence cash needs: 

 Organic growth acquisitions limit growth potential. 

 Over the long run, net income = cash. 
 

Relating Cash Flows 

 Similar to product life cycle (i.e. Introduction, Growth, Maturity, Decline). 

 The type of product influences how long in each stage. 

 Net income varies as well: 

 Usually negative at introduction and early part of growth stage. 

 Peaks in maturity stage then declines. 

 Financing needed during early stages. 

 Operations start generating positive cash in the middle of the growth stage. 

 Investing negative (using cash) early and positive (providing cash) at the middle of 
the maturity stage. 

 If it’s a multi-product firm, one product could provide cash for another product 
(otherwise financing is needed at start up). 

 The extent of financing is dependent on capital intensity. 

 Cash flow pattern changes dramatically as it moves through the maturity phase. 

 Operations become net provider of cash. 

 Invest to maintain (not to grow). 

 During decline, financing paid off, and operations and investment drops. 
 

Working Capital 

 If a firm is growing rapidly, then cash from operations will not be sufficient to fund 
operations: 

 These growth firms will have large changes in Accounts Receivable, 
Inventories, and Current Liabilities 

 If these firms use working capital to finance growth then changes in working 
capital will be approximately equal to cash from operations. 

 The length of the operating cycle is the period from manufacture to sale: 

 Could cause differences between cash flow from operations and working 
capital: 
o A long cycle means a lag between the purchase of raw materials and 

collection of cash from sales. 
o A short cycle means no lag. 

 Cash flow is negative when paying for raw materials, then back to positive plus profit 
after item is in Inventory and in Accounts Receivable: 

 If Days in Payables increases then adds to WC. 

 If Days in Inventory or Accounts Receivable increases then decreases WC. 

 If inflation increases, then by the time collecting Accounts Receivable, new raw 
material prices may not be reflected in revenue. 
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Start up Growth Mature declining 

Cash from operations -20 200 250 150 

Cash from investing -400 -900 -200 30 

Cash from financing 500 800 -60 -300 

Yr 3 Yr 2 Yr 1 

Cash from operations -120 -130 -91 

Cash from investing -253 163 -952 

Cash from financing 90 656 1104 

Yr 3 Yr 2 Yr 1 

Cash from operations 511 3142 2264 

Cash from investing -4691 -3275 -3450 

Cash from financing 4211 137 1184 
Typical company profiles indicate distinct patterns 
  

Growth company 

Mature company 

Airline company 

Service company 

Working Capital Risks 

 Variable demand: 

 Need to be able to respond to seasonality and cyclicality. 

 Shifts in economy. 

 What is the source of the working capital? 

 Financing can be ‘sticky’ (i.e. only able to get big chunks at certain times). 

 Optimal capital structure? 

 Pecking order of financing? 

 Are there lines of credit in place? (what does the annual report tell you?) 
 

‘Good’ Cash Flow 

 Minimum: be able to pay the bills. 

 Compare to industry peers. 

 Calculate operating cash flow ratio: 

 Cash flow from operations/Current Liabilities. 

 Ensure debt payments can be made (as well as having a cushion). 

 Need to be cash flow positive at some point but not usually in the start up phase. 

 If later stage, then cash flow ratios may be better at valuation than earnings ratios. 
 

Cash Flow Analysis 

 Free cash flow – cash available for spending or returning to owners (i.e. pay back 
loans OR available for discretionary spending). 

 Jensen’s (1986) agency costs of free cash flow: 

 Hypothesis: firms with too much free cash flow will have high agency costs. 

 Managers are owner’s agents – are they acting in their best interests? 

 Cash flow is integral to the operations of the firm and drives much of the financing: 

 Cash flow analysis provides clues about financial well being sometimes even 
before earnings. 

 Poor management can cause company failure. 

 Good management is necessary but not sufficient condition for long term 
profitability. 

 Understanding cash flow gives insight into the firm. 
 

Examples 
 

 
 
 
  
 
 
 
 
 

 
 

Yr 3 Yr 2 Yr 1 

Cash from operations 9080 7687 6131 

Cash from investing -4312 -3641 -2817 

Cash from financing -5160 -3531 -3898 

Yr 3 Yr 2 Yr 1 

Cash from operations 149 607 769 

Cash from investing -697 -1092 -525 

Cash from financing 639 182 13 


