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MGM 227  Lecture 4
Financial Statements Analysis and its
Interpretation
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Financial Statements Analysis and Its

Interpretation
(Part two)

Ratio Analysis
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Ability to meet
short-term
obligations and
to efficiently
generate
revenues

Ability to provide
financial rewards
sufficient to
attract and retain
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Ability to
generate future
revenues and
meet long-term
obligations

Ability to

generate
positive
market
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Financial Statements Analysis and Interpretation

. ° Income Statement o| In Ormatlon Or Ana ySIS

Notes

Balance Sheet o

@ Statement of ®

e Statement of Cash °
® Flows ®
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Let’s use the following financial
statements for Norton Corporation for
our ratio analysis. —
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"Tools of Analysis
Using key relations

among financial
statement items
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Liquidity and efficiency
Ratios

Analyze the ability to meet short-term obligations and to efficiently
generate revenues
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Liquidity and Efficiency
~ \\ Inventory Turnover |
——— @
‘ Acid-test I w4 Days’ Sales
Ratio : Uncollected

Accounts Receivable
Turnover Days’ Sales in
Inventory

| Total Asset Turnover I
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BY EVERYONE'S SMART UNIVERSITY
NORTON CORPORATION
2002
Cash $ 30,000

Use this information tO Accounts receivable, net

calculate the liquidity | Z°9'""in9 ofvear 20,000

and efficiency ratios [[inventory

for Norton Beginning of year 10,000
Corporation End of year 12,000

Total current assets 65,000
Total current liabilities 42.000
Total assets

Beginning of year 300,000

End of year 346,390
Revenues 494,000
Cost of sales 140,000
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Working Capital
Working capital represents current assets financed

from long-term capital sources that do not require
near-term repayment.

Dec. 31, 2002
Current assets $ 65,000
Current liabilities (42,000
Working capital 23,000

e e—
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Current Ratio

Current Current Assets
Ratio Current Liabilities

Current _ $65,000 _

1.55: 1

This ratio measures the
short-term debt-paying

ability of the company.

Ratio $42,000
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Acid-Test _ _ Quick Assets Acid-Test Ratio
Ratio Current Liabilities

Quick assets are Cash, Short-Term Investments,
Accounts Receivable and Notes Receivable.

Acid-Test — $50:000 = 1.19 - 1

Ratio $42,000

This ratio is like the current
ratio but excludes current assets
such as inventories and prepaid
expenses that may be difficult to

quickly convert into cash.
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Accounts Receivable Turnover
Sales on Account
Average Accounts Receivable

Accounts
Receivable =
Turnover

Accounts $494 000

Receivable = ¢317 000 + $20,000) = 2
Turnover

= 26.7 times

cash each year.

This ratio measures how many times a
company converts its receivables into
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Inventory Turnover
Inventory _ Cost of Goods Sold

Turnover Average Inventory

Inventory _ $140,000

=12.73 times

Turnover ~ ($10,000 + $12,000) = 2

This ratio measures the number
of times merchandise
is sold and replaced during the year.
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Days’ Sales Uncollected
Days’ Sales _ Accounts Receivable

Uncollected Net Sales x 365

Days’ Sales $20,000

Uncollected  $494,000 x 365 = 14.8 days

This ratio measures the
liquidity of receivables.
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YS Sales in Inventory
Days’ S Ending Inventory x 365

In Inventory Cost of Goods Sold

Days’ Sales _ $12,000
in Inventory  $140,000 x365 = 31.29 days

This ratio measures the liquidity
of inventory.

www.midocean.ae

_____ MIDOCEA

UNIVEQSITY

)




|
MIDOCEAI\!

Total Asset Turnover
Total Asset Net Sales

Turnover  Average Total Assets

Total Asset _ $494.000
Turnover ($300,000 + $346,390) = 2

= 1.53 times
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Solvency Ratios

Analyze the ability to generate future revenues and meet long-term
obligations
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Use this information to calculate the solvency ratiosfor =~ MIDOCEA

UNIVERSITY

EEEEEEEEEE 'S SMART UNIVERSITY

NORTON CORPORATION
2002

Net income before interest
expense and income taxes 384,000

Interest expense 7,300
Total shareholders' equity 234,390
Total liabilities 112,000
Total assets 346,390
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Debt Rat,;gbt _ Total Liabilities o

Ratio Total Assets

Ratio  ¢346,390

= 32.3%

company’s assets are contributed by
creditors.

This ratio measures what portion of a | =

X
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Equity _ Total Equity

Ratio Total Assets

$234,390

Equity _ = 67.7%
Ratio  $346,390

[ This ratio measures what portionofa| ¢
company’s assets are contributed by '

owners.
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Pledged Assets to Secured Liabilities

Pledged
Assets to _ Book Value of Pledged Assets

Secured Book Value of Secured Liabilities
Liabilities

This ratio measures the protection to
secured creditors.
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“ Times Interest Earned
Net Income before Interest Expense

Times and Income Taxes

Interest =
Earned

Interest Expense

Times ¢34 000
Interest = = 11.51
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Profitability Ratios

Ability to provide financial rewards sufficient to attract and retain financing
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Use this
information to
calculate the
profitability
ratios for Norton
Corporation.
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NORTON CORPORATION

2002

Number of common shares
outstanding all year

Net income
Shareholders' equity
Beginning of year

End of year
Revenues
Cost of sales
Total assets
Beginning of year

End of vear
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$

27,400
53,690

180,000
234,390
494,000
140,000

300,000
346,390




Profit Margin
Profit _ Net Income
Margin  Net Sales

Profit _ $53,690
Margin $494,000

=10.87%

R |
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Gross Margin o e .
Gross _ Net Sales - Cost of Sales

Margin Net Sales

Gross _ $494,000 - $140,000
Margin $494,000

=71.66%
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Return on Total Assets
Return on _ Net Income

Total Assets Average Total Assets

Return on _ $53.690
Total Assets ($300,000 + $346,390) = 2

=16.61%
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Return on Common Stockholders® Equity

" Return on
Common _ Net Income - Preferred Dividends

Stockholders’ Average Common Stockholders
Equity Equity

Return on

Common = $53,690 - 0
Stockholders’ ($180,000 + $234,390) + 2

= 25.9%
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Book Value per Common Share

Book Value Shareholders’ Equity Applicable to
per _ Common Shares

Common Number of Common Shares
Share Outstanding

Bl
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Basic Basic Earnings per Share
Earnings _ Net Income - Preferred Dividends

per Weighted-Average Common
Share Shares Outstanding

Basic
Earnings _ $53,690 -0
per - 27,400
Share

www.midocean.ae

= $1.96 per share
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Market Ratios

Ability to generate positive market expectations
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Use this
information to
calculate the
market ratios

for Norton Market Price

Corporation. ||Annual Dividend per Share

NORTON CORPORATION
December 31, 2002

Earnings per Share
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Price-Earnings Ratio

Price-Earnings _ Market Price Per Share
Ratio Earnings Per Share

Price-Earnings _ $15.00

= $1.96 = 7.65 times

This measure is often used by investors as a general guideline
in gauging stock values. Generally, the higher the price-
earnings ratio, the more opportunity a company has for growth.
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Dividend Yield

Dividend _ Annual Dividends Per Share
Yield Market Price Per Share

Dividend _ $2.00
Yield $15.00

=13.3%

This ratio identifies the return, in terms of cash
dividends, on the current market price of the
stock.
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Thank you
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