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  Learning Objectives

1.
Organize a systematic financial ratio analysis using common-size financial statements and the DuPont framework.

· The informativeness of financial ratios is greatly enhanced when they are compared with past values and with values for other firms in the same industry.

· Common-size financial statements are computed by dividing all financial statement amounts for a given year by sales for that year.

· This reveals the number of pennies of each expense for each dollar of sales.

· The asset section of a common-size balance sheet tells how many pennies of each asset are needed to generate each dollar of sales.

· The DuPont framework decomposes return on equity (ROE) into three areas:

· Profitability.  Return on sales is computed as (net income  sales) and is interpreted as the number of pennies in profit generated from each dollar of sales.

· Efficiency.  Asset turnover is computed as (sales  assets) and is interpreted as the number of dollars in sales generated by each dollar of assets.

· Leverage.  Assets-to-equity ratio is computed as (assets  equity) and is interpreted as the number of dollars of assets a company is able to acquire using each dollar invested by stockholders.

· The common-size income statement is the best tool for detecting which expenses are responsible for a company’s profitability problem.

· Financial ratios for detailed analysis of a company’s efficiency and leverage have been developed (refer to Exhibit 21-7).

· Margin is the profitability of each dollar in sales and turnover is the degree to which assets are used to generate sales.  Companies with a low margin can still earn an acceptable level of return on assets if they have a high turnover.

2.
Recognize the potential impact that differing accounting methods can have on the financial ratios of otherwise essentially identical companies.

· Ratio comparisons can yield misleading implications if the ratios come from companies with differing accounting practices.

· Adjustments for accounting differences should be made before financial ratios are compared.


3.
Understand how foreign companies report their financial reports to U.S. investors.

· Divergent rational accounting practices around the world have extremely significant impact on financial statements.

· Some companies voluntarily:

· Translate financial statements into another language.

· Denominate financial statement amounts to another currency.

· Partially or fully restate financial statements to a set of accounting principles in   another country.

· Foreign companies with shares traded in the United States must complete Form 20F which reconciles net income and stockholders’ equity under a foreign GAAP to what would have been reported under U.S. GAAP.


4.
Adjust reported financial statement numbers for the impact of inflation and for changes in the market values of specific assets.

· Historical cost financial statements do not reflect the impact of price changes subsequent to the transaction date.

· When market prices for assets increase significantly, or when high inflation reduces the ability to compare dollar amounts from one year with dollar amounts from another, traditional historical cost/nominal dollar financial statements can be seriously deficient.

· Accounting for the change in the general price level of all commodities and services is referred to as constant dollar accounting, or general price-level adjusted accounting.

· Accounting for the changes in prices of specific items is referred to as current cost accounting, or current value accounting.

· The general formula for restatement of nominal dollar amounts into constant dollar amounts is:  Nominal dollar amount x (Price index converting to  Price index converting from) = Constant dollar amount.

· Monetary items are those assets and liabilities that are denominated in terms of a specific number of dollars, no matter what happens to the general price level (such as accounts receivable and accounts payable).

· With the number of dollars relating to monetary items remaining fixed, purchasing power gains and losses arise as the general price level changes.

· The net purchasing power gain or loss for a period depends on a company’s net monetary position.

· Under current cost accounting, changes in asset values during a period are recognized whether the assets are sold or not.

· Realized holding gains and losses indicate the differences between the current costs and the historical costs of assets sold or used during a period.

· Unrealized holding gains and losses are increases (or decreases) in the current values of assets held during a period but not sold or used.


5.
Convert foreign currency financial statements into U.S. dollars using the translation method.

· A foreign subsidiary’s functional currency is the currency in which most of the subsidiary’s transactions are denominated.  If the functional currency is the local currency, the subsidiary is considered to be self-contained and its financial statements are converted into U.S. dollars through a process called translation.

· With translation,

· Assets and liabilities are translated using the current exchange rate prevailing as of the balance sheet date.

· Income statement items are translated at the average exchange rate for the year.

· Dividends are translated using the exchange rate prevailing on the date the dividends were declared.

· Capital stock is translated at the historical rate, i.e., the rate prevailing on the date the subsidiary was acquired or the stock was issued.

· Retained earnings is translated in the first year using historical rates, but in subsequent years, it is computed by taking the balance in retained earnings from the prior period’s translated financial statements, adding translated net income, and subtracting translated dividends.

· The translation adjustment is a balancing figure and can be thought of as a deferred gain or loss stemming from the impact of exchange rate changes on the value of the U.S. parent’s investment in the foreign subsidiary.

· The translation adjustment is recognized as a separate component of the U.S. parent company’s stockholders’ equity.


6.
Incorporate material from the entire text into the preparation of a statement of cash flows.

· Preparation of a complex statement of cash flows is greatly aided by T-account analysis of each balance sheet account.

· Once the cash flow implications of each balance sheet account change have been categorized, the formal statement of cash flows can be prepared from the summary T-accounts for operating, investing, and financing activities.

  Chapter Review Outline
I.
Framework for Financial Statement Analysis (p. 1186).

A.
Financial statement analysis is the examination of both the relationships among financial statement numbers and the trends in those numbers over time.


1.
Financial statement analysis is both diagnostic, identifying where a firm has problems, and prognostic, predicting how a firm will perform in the future.


2.
The informativeness of financial ratios is greatly enhanced when they are compared with past values and with values for other firms in the same industry.


3.
The SEC requires comparative financial reporting to enhance users’ ability to do time-series comparisons.  At a minimum, the SEC requires:


a.
Income statements and cash flow statements for three years.


b.
Balance sheets for two years.


4.
Industry comparisons.


a.
Compare financial statements of specific companies.


b.
Compare company ratios to overall industry averages.


c.
One source of industry data is COMPUSTAT.  Other sources for industry benchmarks include VALUELINE and DUN & BRADSTREET.


5.
The APB stated that comparisons between financial statements are most informative and useful under the following conditions.


a.
The presentations are in good form.


b.
The content of the statements is identical.


c.
Accounting principles are not changed; if they are, the effects of the changes are disclosed.


d.
Changes in circumstances or in the nature of the underlying transactions are disclosed.


e.
If criteria are not met, comparisons may be misleading.


6.
Consistent practices and procedures are important, especially when comparisons are made for a single enterprise.


7.
Financial statement analysis is more than simply computing ratios.

B.
Common-size financial statements.


1.
Financial statements standardized by a measure of size, either sales for the income statement or total assets for the balance sheet.


2.
All amounts are stated in terms of a percentage of the size measure.


3.
A full analysis of common-size financial statements requires a comparison to industry averages.


4.
Additional information is acquired by asking management, reading press releases, talking to financial analysts who follow the firm, reading industry newsletters, etc.


5.
These statements also express each balance sheet amount  as a percentage of sales for the year.


6.
The most informative section of the common-size balance sheet is the asset section, which can be used to determine how efficiently a company is using its assets.

C.
DuPont framework.


1.
Systematic approach to identifying general factors impacting return on equity, decomposes return on equity into profitability, efficiency, and leverage components.


2.
Also provides a framework for computation of financial ratios to yield more in-depth analysis of a company’s strengths and weaknesses.


3.
Return on equity (net income ( equity)—the single measure that summarizes the financial health of a company.


a.
ROE can be interpreted as the number of cents of net income an investor earns in one year by investing one dollar in the company.


b.
ROE consistently above 15% is a sign of good health.


c.
Three ROE components:


(1)
Return on sales—net income ( sales (the number of pennies in profit generated by each dollar of sales).


(2)
Asset turnover—sales ( assets (the number of dollars in sales generated by each dollar of assets).


(3)
Assets-to-equity ratio—assets ( stockholders’ equity (the number of dollars of assets a company is able to acquire using each dollar invested by stockholders).

4.
Profitability ratios.


a.
The return on sales gives an overall indication of whether a firm has a problem with the profitability of each dollar of sales.


b.
The common-size income statement can be used to pinpoint exactly which expenses are causing the problem.

5.
Efficiency ratios.


a.
Accounts receivable turnover.


(1)
Sales ( average accounts receivable for the year.


(2)
Represents the average number of sales/collection cycles completed by the firm during the year.


(3)
The higher the turnover, the more rapid is a firm’s average collection period for receivables.


(4)
The average accounts receivable balance is used in the calculation because of the desire to compare sales, which were made throughout the year, with the average level of receivables outstanding throughout the year.


(5)
It is a way to adjust for changes in the size of a business during the year.


b.
Average collection period.


(1)
Shows the average time required to collect receivables.


(2)
Average receivables outstanding ( average daily sales.


(3)
Or, the number of days in a year ( the receivables turnover.


(4)
A reasonable value varies by company and industry.


c.
Inventory turnover.


(1)
Number of purchase/sale cycles completed during the year.


(2)
Cost of goods sold ( average inventory.


(3)
Sometimes computed as sales ( average inventory, although not correct.


d.
Number of days’ sales in inventory.


(1)
Average inventory ( average daily cost of goods sold.


(2)
Average number of days’ sales on hand in inventory.


(3)
Also obtained by the number of days in the year ( the inventory turnover rate.


(4)
A meaningful conclusion requires comparing the ratio value to an industry benchmark.


e.
Fixed asset turnover.


(1)
Sales ( average long-term assets.


(2)
Number of dollars of sales generated by each dollar of fixed assets.


f.
Other measures of activity.


(1)
There are no rules limiting the ratios that can be computed.


(2)
Some examples are average weekly sales per store and annual sales per square foot of store space.


g.
Margin vs. turnover.


(1)
Return on assets.


(a)
Number of pennies of net income generated by each dollar of assets.


(b)
Net income ( total assets.


(c)
Impacted by both the profitability of each dollar of sales and the efficiency of using assets to generate sales.


(2)
Margin.


(a)
Profitability of each dollar in sales.


(b)
Another term for return on sales.


(3)
Turnover—degree to which assets are used to generate sales.


(4)
When evaluating companies, the important thing is how margin and turnover combine to generate return on assets.


6.
Leverage ratios.


a.
An indication of the extent to which a company is using other people’s money to purchase assets.


b.
Leverage—borrowing to purchase more assets than can be purchased using only stockholders’ investment.


c.
Higher leverage increases ROE.


(1)
More borrowing means that more assets can be purchased without any additional equity investment by stockholders.


(2)
More assets means that more sales can be generated.


(3)
More sales means that net income should increase.


d.
Investors generally prefer high leverage to increase the size of their company without increasing their investment.


e.
Lenders prefer low leverage to increase the safety of their loans.


f.
Corporate finance deals with how to optimally balance these opposing tendencies and choose the optimal capital structure for a firm.


g.
Debt ratio.


(1)
Total liabilities ( total assets.


(2)
Percentage of total financing that was obtained through borrowing.


h.
Debt-to-equity ratio.


(1)
Total liabilities ( total equity.


(2)
Number of dollars of borrowing for each dollar of equity investment.


i.
Times interest earned.


(1)
Operating income ( interest expense.


(2)
Number of times that interest payments could be covered by operating earnings.


(3)
This reflects the company’s ability to meet interest payments and the degree of safety afforded the creditors.


(4)
Pretax income is used in the computation since income tax applies only after interest is deducted, and it is pretax income that protects creditors.


(5)
The appropriate level of times interest earned represents a balancing of the desire of investors to leverage their investment with the desire of creditors for safety concerning the collection of their loans.


(6)
Fixed charge coverage.


(a)
Include such obligations as interest on bonds and notes, lease obligations, and any other recurring financial commitments.


(b)
(Fixed charges + pretax income) ( fixed charges.

D.
Other common ratios.


1.
Current ratio.


a.
Current assets ( current liabilities.


b.
Measure of liquidity—a company’s ability to meet its current obligations.


c.
A current ratio below 2.0 suggest the possibility of liquidity problems.


d.
Technology has allowed successful companies to keep this ratio less than 1.0.


2.
Cash flow adequacy ratio.


a.
Cash from operations ( capital expenditures, debt repayments, and dividend payments.


b.
Number of times that cash from operations can cover predictable cash requirements.


3.
Earnings per share (refer to Chapter 19).


a.
Net income ( shares outstanding.


b.
Dollars of net income attributable to each share of common stock.


4.
Dividend payout ratio.


a.
Cash dividends ( net income.


b.
Percentage of net income paid out as cash dividends.


c.
High growth firms have low dividend payout ratios; low-growth, stable firms have higher dividend payout ratios.


5.
Price-earnings ratio.



a.
Price per share ( earnings per share.


b.
Amount investors are willing to pay now to buy one dollar of earnings per share, reflecting attitudes about potential future earnings growth.


c.
High P/E ratios are generally associated with firms for which strong growth is predicted in the future.


6.
Book-to-market ratio.


a.
Total equity ( total market value of shares outstanding.


b.
Number of dollars of book equity for each dollar of market value.


c.
Almost always less than 1, because many assets are reported at historical cost, which is usually less than market value, and other assets are not included in the balance sheet at all.


d.
Firms with high book-to-market ratios tend to have high stock returns in future years, indicating that the market is currently undervaluing a company


e.
Refer to Exhibit 21-7 for a summary of these financial ratios.

II.
Impact of Alternative Accounting Methods (p. 1200).

A.
An example illustrating the differences in accounting methods.


1.
Ratio comparisons can yield misleading implications if the ratios come from companies with differing accounting practices.


2.
Frequently, financial ratios from companies are compared without adjusting for underlying accounting differences.

B.
Financial statement users need to be aware and careful.

III.
Foreign Reporting to U.S. Investors (p. 1204).

A.
Many non-U.S. companies list their securities and borrow from U.S. financial institutions.

B.
SEC requires foreign companies with securities traded in the U.S. to report and reconcile the differences in their reported net income to see what it would have been using U.S. GAAP.

C.
Meeting the needs of international investors.


1.
A growing number of companies prepare specialized financial statements and annual reports.


a.
Statements translated into the local language (e.g., English).


b.
Statements denominated in the local currency (e.g., U.S. dollars).


c.
Statements partially or fully restated (e.g., in U.S. GAAP).


2.
Mutual recognition of financial statements—regulators of country A for stock listing purposes simply accept financial statements prepared under the accounting standards of country B.


3.
Prepare financial statements according to international accounting standards.

IV.
Impact of Changing Prices on the Financial Statements (p. 1209).

A.
Historical cost/nominal dollar statements.


1.
Financial statements in the United States report unadjusted original dollar amounts.


2.
Nominal dollar—a dollar that has not been adjusted for the impact of inflation.


3.
The justification for reporting original dollar amounts is objectivity.


4.
Historical costs generally are based on arm’s-length transactions that are considered to measure appropriate exchange values at the transaction date.


5.
Historical cost statements do not reflect the impact of price changes subsequent to the transaction date.


6.
When high inflation reduces the ability to compare dollar amounts from one year with those from another, traditional historical cost/nominal dollar financial statements can be deficient.

B.
Inflation-adjusted accounting.


1.
Not currently part of GAAP.


2.
Current value and inflation-adjusted accounting are important concepts in understanding the deficiencies of U.S. practice and in understanding financial statements from countries that do practice these concepts.

C.
Alternative reporting of the effects of changing prices.


1.
Constant dollar accounting—accounting for the impact of inflation, or the change in the general level of prices.


2.
Current cost accounting—accounting for the impact of changes in the prices of specific items.


3.
Refer to text illustration on page 1210 for classification of the major financial reporting alternatives, including the currently used historical cost/nominal dollar basis.

D.
Constant dollar accounting.


1.
Recording transactions in terms of the number of nominal dollars exchanged ignores the fact that the dollar is not a stable monetary unit.


2.
As a unit of measurement, the dollar has significance only in reference to a particular price level.


3.
Thus, nominal dollar measurements represent diverse amounts of purchasing power.


4.
Adding unadjusted historical costs incurred in different years is misleading because inflation causes a dollar spent in one year to represent a different amount of purchasing power than a dollar spent in another year.


5.
Price indexes.


a.
Measure of the amount of change in the price level.


b.
Prices in a subsequent period are expressed as a percentage of prices in some base period.


c.
The value or purchasing power of a monetary unit is related to the goods or services for which it can be exchanged.


d.
Market basket—used to construct a price index.


e.
Several factors can cause this measure of inflation to be a poor indicator of the actual inflation faced by a particular individual or company.


(1)
Not everyone purchases the market basket—a price index is only an accurate measure of inflation if the sample market basket matches the buying patterns of the individual or company using the index.


(2)
Purchase mix—the buying patterns of individuals and companies change.


(3)
Product improvements—product quality is difficult to quantify.


f.
More common and useful price indexes.


(1)
Consumer Price Index (Bureau of Labor Statistics).


(2)
Wholesale Price Index (Bureau of Labor Statistics).


(3)
GNP Implicit Price Deflator (Department of Commerce).


6.
Mechanics of constant dollar restatement.


a.
Nominal dollar amounts must be restated to equivalent purchasing power units, i.e., constant dollars.


b.
Constant dollar amount = nominal dollar amount x (price index converting to  price index converting from).


c.
A year-end price index is used to adjust balance sheet accounts for the effects of a change in the general price level since balance sheet amounts reflect year-end balances.


d.
When adjusting income statement amounts, usually an average price index for the year would be used since revenues and expenses occur evenly throughout the year.


7.
Purchasing power gains and losses.


a.
When a price index increases, money not invested suffers a purchasing power loss.


b.
When a price index increases, money owed results in a purchasing power gain.


c.
Monetary items—assets, liabilities, and equities whose values and settlement amounts are fixed in terms of numbers of dollars.


d.
Regardless of changes in the general price level, these balances are fixed and provide for the recovery of neither more nor less than the stated number of dollars.


e.
Net monetary position—the difference between a company’s monetary assets and its monetary liabilities.


f.
With the number of dollars relating to monetary items remaining fixed and reflecting current dollars, purchasing power gains and losses arise as prices change.


8.
Arguments for and against constant dollar accounting.


a.
Proponents’ claims.


(1)
Meaningful comparisons of accounting data are not possible unless the measuring units are comparable.


(2)
The purchasing power of the dollar is not stable, fluctuating with changes in the general price level.


(3)
Constant dollar accounting corrects this deficiency by measuring transactions in terms of equivalent purchasing power units, thus giving proper recognition to changes in the general price level.


(4)
Recognition of purchasing power gains and losses highlights the impact of inflation with respect to monetary assets, liabilities, and equities.


(5)
Constant dollar information is relevant to decision makers and can be provided on a reliable basis without undue cost.


b.
Opponents’ claims.


(1)
Constant dollar information reflects only changes in the general price level.


(2)
It ignores many underlying reasons for specific price changes (such as those due to improvements in quality and specialized industry circumstances).


(3)
The general price index used may not be relevant to particular industries.


(4)
The price indexes are based on statistical averages and have many weaknesses.


(5)
The reliability of the data is questioned, especially if used indiscriminately.


(6)
The benefits may not exceed the costs of providing constant dollar data—companies may incur substantial costs, only to have users of the data be confused by or uninterested in the information.

E.
Current cost accounting.


1.
Objective of current cost accounting.


a.
To measure the current values of assets, liabilities, and equities.


b.
The current values may be measured in nominal dollars or in constant dollars, but they are intended to represent the current exchange prices of goods or services, not historical costs.


2.
Holding gains or losses.


a.
Current cost accounting makes it possible to isolate any gains or losses resulting from holding nonmonetary assets.


b.
Changes in assets values during a period are recognized whether the assets are sold or not.


c.
Realized holding gains and losses—indicate the differences between the current costs and the historical costs of assets sold or used during a period.


d.
Unrealized holding gains and losses—increases (decreases) in the current values of assets held during a period but not sold or used.


e.
Two primary impacts:


(1)
Realized holding gains are reported separately.


(2)
The recognition of a unrealized holding gains.


f.
The FASB has not shown any indication that it will soon apply the concept of current cost accounting to inventory and to property, plant, and equipment.


3.
Arguments for and against current cost accounting.


a.
Proponents’ claims.


(1)
Historical cost financial statements, even if adjusted for general price-level changes, do not adequately reflect the economic circumstances of a business.


(2)
The balance sheet is deficient because only historical costs are presented, and these measurements do not reflect the current financial picture of a company.


(3)
The income statement is deficient because charges against revenues are based on historical costs that may differ from current costs.


(4)
Increases in net asset values are not recognized at the time of a change in asset value but must await realization at time of sale.


(5)
Assets are reported at their current values, thus more closely reflecting the actual financial position of a business.


(6)
Expenses are based on the expiration of current costs of assets utilized, thus providing a more meaningful income measure, and changes in values of assets held are recognized as they occur.

b.
Opponents’ claims.


(1)
Determining current values is too subjective—the current cost of a particular item may not be readily available and may have to be determined by appraisal or estimation.


(2)
It may be difficult or impossible to even find an identical replacement item to consider its replacement cost.


(3)
If an identical asset is not used, a subjective adjustment for differences in the quality of a similar but not identical item would have to be made.


(4)
The increased subjectivity of the income measurement if changes in current values are recognized as income prior to transactions that confirm arm’s-length exchange values.


(5)
The lack of understanding of current cost financial statements.


(6)
The question of whether the benefits are worth the extra costs involved.


(7)
The uncertainty of whether financial statement users will be better served.


4.
Current cost/constant dollar accounting.


a.
Some accountants argue that each approach solves only one of the problems of accounting for changing prices.


b.
Constant dollar accounting adjusts for general price changes; current cost accounting recognizes the impact of specific price changes.


c.
Current cost/constant dollar accounting combines both approaches and reflects current cost valuation on a constant dollar basis.


d.
Recognizes that adjustments for specific and general price changes are neither mutually exclusive nor competing alternatives.


e.
Its primary disadvantage is its complexity.


f.
Refer to text example on page 1217.

F.
Summary.


1.
U.S. financial statements do not include any adjustments for inflation.


2.
Many items are not reported at their current values.


3.
Sales numbers over time are not adjusted for inflation.


4.
The distorting impact of changing prices does not impact all companies equally—a company with older property, plant, and equipment has financial statement numbers that differ more from current values than does a company with newer assets.
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