
CHAPTER 11

ANALYZING FINANCIAL STATEMENTS:
A MANAGERIAL PERSPECTIVE

Bill Reston is the chief operating officer of Valley Home Loans, a residential mortgage lender

located in Philadelphia, Pennsylvania.  His company has expanded rapidly in the last three years

and has just begun offering insurance and investment products as well as financial planning

services to consumers.  Bill believes that to be successful his company must focus on it’s core

business activities—especially its new product lines. With this in mind, he is considering

outsourcing the company’s Web site development and hosting to CosmosSolutions, Inc.  The

jobs to be performed by Cosmos will include development of IT systems and e-business

solutions, management of Valley’s consumer Web site, and integration with existing systems.  Bill

knows that the tasks to be performed by Cosmos are “mission critical” in that system failures

have tremendous costs to Valley Home Loans.  Thus it is important that Cosmos be a stable

company.  If Cosmos were to go out of business, and Valley had to transition to another Web

hosting company, it’s likely that the company’s Web site would experience technical difficulties

that would translate into a loss of business and reduced profitability for Valley.

Bill, or a member of his staff, will conduct an analysis of CosmosSolutions’ financial

statements to gain assurance that the company is financially viable and likely to continue in

existence in the next few years.  This chapter discuses ways to analyze financial statements that

provide insight into the viability of vendors—the type of insight that Bill Reston needs before

signing an agreement with CosmosSolutions.  Financial statements are also analyzed to evaluate

and control operations and to assess how one’s company appears to investors and creditors.

Each of these perspectives is discussed in the chapter.
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LEARNING OBJECTIVES

1. Explain why managers analyze financial statements.

2. Perform horizontal and vertical analysis of balance sheets and income statements and
horizontal analysis of statements of cash flows.

3. Discuss earnings management and the importance of comparing income from
operations to cash flow from operations.

4. Understand how MD&A, credit reports, and news articles can be used to gain
insight into a company’s current and future financial performance.

5. Calculate and interpret profitability ratios.

6. Calculate and interpret turnover ratios.

7. Calculate and interpret debt related ratios

LO 1 Explain why managers analyze financial statements

WHY MANAGERS ANALYZE FINANCIAL STATEMENTS

Managers analyze financial statements for a variety of reasons including: (1) To control

operations; (2) To assess the stability of vendors and other business partners; and (3) To assess

how their companies appear to investors and creditors.  In this section, we discuss each of these

motivations for analyzing financial statements.

Control of Operations

Managers frequently set goals and develop financial plans related to various aspects of their

businesses.  To gain insight into whether their goals have been achieved or the plans have been

successfully implemented, managers analyze financial statements.  In part, this is how they control
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operations.  Managers expect that successful implementation of their plan will be reflected in

subsequent financial information.  If the financial information is inconsistent with successful

implementation, managers launch an investigation to determine why this is the case.  On the other

hand, it the information is consistent with successful implementation, then managers assume that

their plan is working and direct their attention to other pressing issues.

For example, consider the case of Redmond Appliances.  During 2003, the company had

cost of goods sold of $80,000,000 and average inventory of $20,000,000.  Thus, inventory

turnover (the ratio of cost  of goods sold to average inventory) was 4.  Senior management of

Redmond Appliances knows that the industry average is closer to 6 and concludes that the

company has too much invested in inventory given its sales levels.  In light of this, the company

develops plans to better monitor inventory and sales data and gets commitments from suppliers to

provide merchandise on a timely basis.  This should allow Redmond to reduce the amount of

inventory it keeps on hand.  Has the plan been successful?  At the end of 2004 (or quarterly) the

company can monitor inventory turnover.  Suppose that during 2004, cost good sold was

$90,000,000 and average inventory was $15,700,000.  In this case, inventory turnover is 5.73

($90,000,000 ÷ $15,700,000), much closer to the industry average of 6.  Given this result, senior

management can reasonably conclude that its plans for controlling the amount invested in

inventory are achieving considerable success.

Assessment of Vendors and Other Business Partners

Another important reason for analyzing financial statements is to assess the stability of vendors

(i.e., suppliers) and other business partners.  Increasingly, companies are establishing strong

relationships with a relatively small number of vendors who are willing to commit to high quality

levels and short lead times.  In part, the short lead times are facilitated by sharing sales and other

key data with vendors.  Before committing funds to integrate the vendor’s systems with the

company’s systems (which facilitates data sharing and reduces lead times), managers want to be

confident that the vendor will be stable and continue in existence over the foreseeable future.  In
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short, managers want to avoid developing systems to coordinate with their vendor only to have

the vendor go out of business.

Many companies are also developing partnerships with other firms to produce and sell

products and services.  Obviously, they do not want to enter such a partnership with a firm that is

in financial difficulty.  How can a manager assess the financial stability of potential vendors and

partners?  Analysis of financial statements can be very helpful.  We will go into more detail in

following sections, but for now consider one financial ratio—times interest earned which is the

ratio of operating income to interest expense.  If this ratio is less than 1, it suggests that that the

company will not be able to make required debt payments, and this may lead to bankruptcy.

Thus, this ratio and others that we will be discussing, should be calculated for companies that are

potential vendors or business partners.

Assessment of Appearance to Investors and Creditors

Investors and creditors carefully analyze a company’s financial statements, and managers should

anticipate how their financial information will appear to these important stakeholders.  If, for

example, managers know that the financial statements will show a marked difference between

cash flow from operations and income from operations and that such a difference is likely to

cause investor concern, then they can communicate with investors via notes in the financial

statements, press releases or other news articles, explain the difference, and, hopefully, alleviate

concern.  Alternatively, they can avoid transactions leading to such differences.  In general,

managers should analyze financial statements from the perspective of their investors and creditors

so they can anticipate, and fully answer, questions from these stakeholders.



11: Analyzing Financial Statements: A Managerial Perspective                                           6

Copyright © by Professor James Jiambalvo, 2001

LO 2 Perform horizontal and vertical analysis of balance sheets and income
 statements and horizontal analysis of statements of cash flows.

HORIZONTAL AND VERTICAL ANALYSIS OF
FINANCIAL STATEMENTS

There are three basic financial statements: The Balance Sheet, The Income Statement, and The

Statement of Cash Flows.  Most of the readers of this book have already studied financial

accounting and are familiar with these statements.  Therefore, we will only review these

statements here and introduce you to the financial statements of The Home Depot, Inc., the

company we will be analyzing throughout the chapter.  The Home Depot is the world’s largest

home improvement retailer with more than 1,000 stores in the U.S., Puerto Rico, Chile and

Argentina.

The Balance Sheet

Think of the balance sheet as a snapshot of a company.  At a given point in time, it shows a

company’s assets, its liabilities, and the ownership position of investors.  In essence, the balance

sheet presents the details of the so-called accounting equation:

ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY

This equation recognizes that a company has assets and there are claims on the assets by

creditors (measured in terms of the company’s liabilities) and company owners (measured in

terms of stockholders’ equity).  The balance sheet for The Home Depot is presented in

Illustration 11-1.  Because The Home Depot’s fiscal year ends in January, there may be some

confusion as to how to refer to the fiscal year.  The fiscal year ending January 28, 2001 is

referred to as fiscal 2000 while the fiscal year ending January 30, 2000 is referred to as fiscal

1999.  Note that as of the end of the fiscal year 2000, total assets are $21,385 million while total

liabilities are $6,381 (composed of $4,385 million of current liabilities; $1,545 million of long-

term debt; $245 million of other long-term liabilities; $195 million of deferred income taxes; and

$11 million of minority interest), and stockholders’ equity is $15,004 million.  Thus, for The

Home Depot, the accounting equation as of January 28, 2001 is:
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ASSETS = LIABILITIES + SHAREHOLDERS’ EQUITY
$21,385 = $6,381 + $15,004

Current and Noncurrent Assets an Liabilities.  The assets and liabilities on the balance sheet

are classified into two categories: current and noncurrent.  Current assets are those that will be

used up or converted into cash within one year, while noncurrent assets are all other assets.

Current liabilities are those liabilities that will be satisfied or paid within one year, while noncurrent

liabilities are all other liabilities.

Analyzing the Balance Sheet.  Let’s begin our analysis of The Home Depot by performing

two types of analyses: horizontal analysis and vertical analysis.  Horizontal analysis consists of

analyzing the dollar value and percentage changes in financial statement amounts across time.

Vertical analysis (also called common size analysis) consists of analyzing financial statement

amounts in comparison to a base amount (total assets when analyzing the balance sheet and net

sales when analyzing the income statement). The calculations for either horizontal or vertical

analyses are easy to do using a spreadsheet program.

The results of performing an horizontal analysis for The Home Depot are presented in

Illustration 11-1.  What are the major changes in Home Depot between fiscal 1999 and fiscal

2000?  Somewhat arbitrarily, we’ll define a major change to be a change exceeding $200 million

(obviously a very large amount, but keep in mind that total assets are over $21 billion).  For

assets, these changes relate to receivables, merchandise inventory, land, buildings, furniture and

fixtures, construction in progress, accumulated depreciation (all of which have increased). For

liabilities and stockholders’ equity, major changes relate to other accrued expenses, long-term

debt, paid in capital and retained earnings.

What can we conclude?  It appears that Home Depot is expanding (hence the increases

in land, buildings, and fixtures) and building up receivables and inventories.  The expansion is

partially funded by increased long-term debt, partly by issuing stock (hence the increase in paid-

in-capital)  and partly by internally generated funds (hence the increase in retained earnings).
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A vertical analysis of the balance sheets of The Home Depot is presented in Illustration

11-2.  Note that the base in this analysis is total assets.  The analysis indicates that the primary

asset accounts are merchandise inventory, land, and buildings (all approximately equal to or

greater than 20 % of total assets).  In terms of liabilities and shareholders’ equity balances, only

paid in capital and retained earnings exceed 20% of total assets (or alternatively 20% of liabilities

and owners’ equity which equals total assets).  Note that balances as a percent of total assets are

quite consistent between fiscal 1999 and fiscal 2000.

The Income Statement

While a balance sheet is like a snapshot at a point in time, an income statement (also called a

statement of earnings) covers a period of time showing how the company generated a profit (or

incurred a loss) for the period.  The relationships in an income statement are:

Cost of Operating Nonoperating Income
Sales  - Goods Sold  –   Expenses    + Income (Expense) -    Taxes      = Net Earnings

In the calculation of net earnings, the distinction between operating expenses and nonoperating

items is a bit confusing.  Operating expenses relate to activities having to do with selling and

administration.  Nonoperating items relate to financing charges (i.e., interest expense) and

investment income and investment losses.  The income statement for The Home Depot is

presented in Illustration 11-3.  For this company the key components of earnings for fiscal 2000

are:

Cost of Operating Nonoperating Income
Sales  - Goods Sold  -   Expenses   +  Income (Expense)  -  Taxes      = Net Earnings
$45,738 - $32,057     -   $9,490        +             $26                - $1,636      =      $2,581
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Illustration 11-1.  Horizontal Analysis of the Balance Sheets for The Home Depot

The Home Depot, Inc.
Consolidated Balance Sheets January 28 January 30 Percent 
(Amounts in millions) 2001 2000 Change Change

Assets
Current assets
  Cash and cash equivalents 167$        168$           (1)$      -0.60%
  Short-term investments 10             2                 8          400.00%
  Receivables, net 835           587             248      42.25%
  Merchandise inventories 6,556        5,489           1,067   19.44%
  Other current assets 209           144             65        45.14%

-------- -------- --------
Total current assets 7,777       6,390          1,387   21.71%

-------- -------- --------
Property and equipment:
  Land 4,230        3,248           982      30.23%
  Buildings 6,167        4,834           1,333   27.58%
  Furniture, fixtures and equipment 2,877        2,279           598      26.24%
  Leasehold improvements 665           493             172      34.89%
  Construction in progress 1,032        791             241      30.47%
  Capital leases 261           245             16        6.53%
Less accumulated depreciation and amortization (2,164)       (1,663)         (501)     30.13%

-------- -------- --------
Net Property and Equipment 13,068     10,227        2,841   27.78%

-------- -------- --------
Long-term investments 15             15               -       0.00%
Notes receivable 77             48               29        60.42%
Cost in excess of the fair value of net assets
  acquired, net of accumulated amortization 314           311             3          0.96%
Other 134           90               44        48.89%

-------- -------- --------
Total assets 21,385$   17,081$      4,304$ 25.20%

======== ================

(Continued on next page)
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Illustration 11-1.  Horizontal Analysis of the Balance Sheets for The Home Depot
(Continued)

Liabilities and stockholders' equity
Current liabilities
  Accounts payable 1,976$      1,993$        (17)       -0.85%
  Accrued salaries and related expenses 627           541             86        15.90%
  Sales taxes payable 298           269             29        10.78%
  Other accrued expenses 1,402        763             639      83.75%
  Income taxes payable 78             61               17        27.87%
  Current installments of long-term debt 4               29               (25)       -86.21%

-------- -------- --------
Total current liabilities 4,385       3,656          729      19.94%

-------- -------- --------
Long-term debt 1,545        750             795      106.00%
Other long-term liabilities 245           237             8          3.38%
Deferred income taxes 195           87               108      124.14%
Minority interest 11             10               1          10.00%

-------- -------- --------
Total liabilities 6,381       4,740          1,641   34.62%

Stockholders' equity
  Common stock (2,324/2,304 million shares 116           115             1          0.87%
  outstanding at end of fiscal 2000/1999)
  Paid-in capital 4,810        4,319           491      11.37%
  Retained earnings 10,151      7,941           2,210   27.83%
  Accumulated other comprehensive income (67)           (27)              (40)       148.15%
  Less shares purchased for compensation plans (6)             (7)                1          -14.29%

-------- -------- --------
Total stockholders' equity 15,004     12,341        2,663   21.58%

-------- -------- --------
Total liabilities and stockholders' equity 21,385$   17,081$      4,304$ 25.20%

======== ================
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Illustration 11-2.  Vertical Analysis of the Balance Sheets for The Home Depot

The Home Depot, Inc.
Consolidated Balance Sheets January 28 % Total January 30 % Total
(Amounts in millions) 2001 Assets 2000 Assets

Assets
Current assets
  Cash and cash equivalents 167$        0.78% 168$           0.98%
  Short-term investments 10             0.05% 2                 0.01%
  Receivables, net 835           3.90% 587             3.44%
  Merchandise inventories 6,556        30.66% 5,489           32.14%
  Other current assets 209           0.98% 144             0.84%

-------- -------- -------- --------
Total current assets 7,777       36.37% 6,390          37.41%

-------- -------- -------- --------
Property and equipment:
  Land 4,230        19.78% 3,248           19.02%
  Buildings 6,167        28.84% 4,834           28.30%
  Furniture, fixtures and equipment 2,877        13.45% 2,279           13.34%
  Leasehold improvements 665           3.11% 493             2.89%
  Construction in progress 1,032        4.83% 791             4.63%
  Capital leases 261           1.22% 245             1.43%
Less accumulated depreciation and amortization (2,164)       -10.12% (1,663)         -9.74%

-------- -------- -------- --------
Net Property and Equipment 13,068      61.11% 10,227         59.87%

-------- -------- -------- --------
Long-term investments 15             0.07% 15               0.09%
Notes receivable 77             0.36% 48               0.28%
Cost in excess of the fair value of net assets 0.00% 0.00%
  acquired, net of accumulated amortization 314           1.47% 311             1.82%
Other 134           0.63% 90               0.53%

-------- -------- -------- --------
Total assets 21,385$   100.00% 17,081$      100.00%

======== ======== ======== ========
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Illustration 11-2.  Vertical Analysis of the Balance Sheets for The Home Depot
(Continued)

Liabilities and stockholders' equity
Current liabilities
  Accounts payable 1,976$      9.24% 1,993$        11.67%
  Accrued salaries and related expenses 627           2.93% 541             3.17%
  Sales taxes payable 298           1.39% 269             1.57%
  Other accrued expenses 1,402        6.56% 763             4.47%
  Income taxes payable 78             0.36% 61               0.36%
  Current installments of long-term debt 4               0.02% 29               0.17%

-------- -------- -------- --------
Total current liabilities 4,385       20.50% 3,656          21.41%

-------- -------- -------- --------
Long-term debt 1,545        7.22% 750             4.39%
Other long-term liabilities 245           1.15% 237             1.39%
Deferred income taxes 195           0.91% 87               0.51%
Minority interest 11             0.05% 10               0.06%

-------- -------- -------- --------
Total liabilities  6,381       29.83% 4,740          27.76%

-------- -------- -------- --------
Stockholders' equity
  Common stock (2,324/2,304 million shares 116           0.54% 115             0.67%
  outstanding at end of fiscal 2000/1999)
  Paid-in capital 4,810        22.49% 4,319           25.29%
  Retained earnings 10,151      47.47% 7,941           46.49%
  Accumulated other comprehensive income (67)           -0.31% (27)              -0.16%
  Less shares purchased for compensation plans (6)             -0.03% (7)                -0.04%

-------- -------- -------- --------
Total stockholders' equity 15,004     70.16% 12,341        72.25%

-------- -------- -------- --------
Total liabilities and stockholders' equity 21,385$   100.00% 17,081$      100.00%

======== ======== ======== ========
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Analyzing the Income Statement.  Similar to our analyses related to the balance sheet, let’s

perform horizontal and vertical analyses of the income statement.  The horizontal analysis is

presented in Illustration 11-3.  The most obvious change between fiscal 1999 and fiscal 2000 is

the $7,304 million increase in net sales.  This represents a 19 percent increase over fiscal 1999.

Cost of merchandise sold increased by $5,034 million and this was only a 18.63 percent

increase.  The result of these two changes is an increase in gross profit of 19.89 percent.  The

other major change is the $1,694 million increase in selling and store operating expenses.  This

increase was 24.84 percent exceeding the percentage increase in sales.  Overall, we can see that

Home Depot had a substantial increase in sales which was partially offset by increases in

expenses.  Net earnings for fiscal 2000 increased by $261 million, an 11.25 percent increase

over fiscal 1999.

A vertical (common size) analysis of the income statements is presented in Illustration 11-

4.  Note that in this analysis, the base is sales (in the analysis of the balance sheet, the base was

total assets).  Note also that net income has declined from 6.04%of sales to 5.64%.  What’s the

culprit for this decline?  The most obvious cause of the decline is the relative increase in selling

and store operating expenses.  This was only 17.74% in fiscal 1999 but it increased to 18.61% in

fiscal 2000.  While this may appear to be only a minor increase, remember that these values are

percentages of sales and sales are quite large (over 45 billion in fiscal 2000).
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Illustration 11-3.  Horizontal Analysis of the Income Statements for The Home Depot

The Home Depot, Inc.
Consolidated Statements of Earnings January 28 January 30 Percent 
(Amounts in millions) 2001 2000 Change Change

Net sales 45,738$     38,434$     7,304$       19.00%
Cost of merchandise sold 32,057       27,023       5,034         18.63%

-------- -------- --------
Gross profit 13,681      11,411      2,270         19.89%

-------- -------- --------
Operating expenses:
  Selling and store operating 8,513         6,819         1,694         24.84%
  Pre-opening 142            113            29              25.66%
  General and administrative 835            671            164            24.44%

-------- -------- --------
  Total operating expenses 9,490        7,603        1,887         24.82%

-------- -------- --------
Operating income 4,191        3,808        383            10.06%

-------- -------- --------
Interest income (expense)
  Interest and investment income 47              37              10              27.03%
  Interest expense (21)             (41)             20              -48.78%

-------- -------- --------
  Interest net 26             (4)              30              *

-------- -------- --------
Earnings before income taxes 4,217         3,804         413            10.86%

Income taxes 1,636         1,484         152            10.24%
-------- -------- --------

Net earnings 2,581$       2,320$       261$          11.25%
======== ======== ========

*  Percentage change from expense to income is not interpretable.



11: Analyzing Financial Statements: A Managerial Perspective                                         15

Copyright © by Professor James Jiambalvo, 2001

Illustration 11-4.  Vertical Analysis of the Income Statements for The Home Depot

The Home Depot, Inc.
Consolidated Statements of Earnings January 28 January 30
(Amounts in millions) 2001 % of Sales 2000 % of Sales

Net sales 45,738$     100.00% 38,434$     100.00%
Cost of merchandise sold 32,057       70.09% 27,023       70.31%

-------- -------- -------- --------
Gross profit 13,681      29.91% 11,411      29.69%

-------- -------- -------- --------
Operating expenses:
  Selling and store operating 8,513         18.61% 6,819         17.74%
  Pre-opening 142            0.31% 113            0.29%
  General and administrative 835            1.83% 671            1.75%

-------- -------- -------- --------
  Total operating expenses 9,490        20.75% 7,603        19.78%

-------- -------- -------- --------
Operating income 4,191        9.16% 3,808        9.91%

-------- -------- -------- --------
Interest income (expense)
  Interest and investment income 47              0.10% 37              0.10%
  Interest expense (21)             -0.05% (41)             -0.11%

-------- -------- -------- --------
  Interest net 26             0.05% (4)              -0.01%

-------- -------- -------- --------
Earnings before income taxes 4,217         9.21% 3,804         9.90%

Income taxes 1,636         3.58% 1,484         3.86%
-------- -------- -------- --------

Net earnings 2,581$       5.63% 2,320$       6.04%
======== ======== ======== ========
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The Statement of Cash Flows

The statement of cash flows shows how the firm generated and used cash for a period of time.

Essentially, cash flows are related to three types of activities: Operating Activities, Investing

Activities, and Financing Activities.

Operating Activities.  Operating activities are core business activities such as buying

and selling goods and services.  Thus, the cash collected from sales of merchandise is an

operating cash inflow and cash paid to purchase merchandise is an operating cash outflow.  Cash

payments for general and administrative expenses are also operating cash outflows.

Investing Activities.  Investing activities are activities related to the buying and selling of

long-term assets such as property and equipment. They are called investing activities because a

company is altering its investment in assets.  When a company buys a machine, the cash outflow

related to the purchase is classified as a cash outflow under investing activities.  And, when a

company sells land, the related cash inflow is classified under investing activities.

Financing Activities.  Financing activities are activities related to acquiring capital and

paying off loans to debt holders and making payments to investors.  Thus, the proceeds related to

the sale of bonds would be a cash inflow classified under financing activities.  Cash payments for

dividends would be a cash outflow classified under financing activities.

Illustration 11-5 presents specific examples of activities and how they would be classified

with respect to operating, investing, and financing activities in the statement of cash flows.
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Illustration 11-5.  Examples of Operating, Investing, and Financing Activities

Operating Activities
Cash collected on sale of merchandise
Cash paid to purchase merchandise
Cash paid for general and administrative expenses
Cash paid for income taxes

Investing Activities
Cash paid to buy a machine
Cash paid to buy a building
Cash paid to buy a business
Cash received on the sale of a machine no longer in use

Financing Activities
Cash received from selling bonds
Cash received from using a line of credit
Cash received from issuing common stock
Cash paid to retire long-term debt
Cash dividends paid
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The statements of cash flows for The Home Depot for fiscal years 2000 and 1999 are presented

in Illustration 11-6.

Analyzing the Statement of Cash Flows.  Let’s perform a horizontal analysis and determine

the significant changes in cash flows between fiscal 1999 and 2000 for The Home Depot

(typically, vertical analysis is not performed for the statement of cash flows).  Note that cash

provide by operations increased by $350 million in fiscal 2000.  However, the company invested

$908 million more in fiscal 2000 (primarily in buildings and equipment which is called capital

expenditures in the statement).  Thus, without additional sources of cash, the company’s cash

balance would have decreased by $558 million ($908 - $350).  As indicated in the third section

of the statement, the company received $456 million of additional cash from financing activities.

The primary source of financing relates to issuing commercial paper (i.e., unsecured short-term

promissory notes).  Note that in fiscal 2000, the company also received $351 million from the

sale of stock and paid $371 million in dividends.  At the end of the year, the cash balance was

only $1 million less than at the start of the year.
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Illustration 11-6.  Horizontal Analysis of The Home Depot Statements of Cash Flows

The Home Depot, Inc.
Consolidated Statements of Cash Flows January 28 January 30
(Amounts in millions) 2001 2000 Change Percent

Cash provided from operations
Net earnings 2,581$        2,320$        261$    
Reconciliation of net earnings to 
  net cash provided by operations
Depreciation and amortization 601             463             138      
Increase in receivables (246)            (85)             (161)     
Increase in merchandise inventories (1,075)         (1,142)         67        
Increase in accounts payable 754             820             (66)       
Increase in income taxes payable 151             93               58        
Other 30               (23)             53        

--------- --------- ---------
Net cash provided by operations 2,796          2,446         350      14.31%

--------- --------- ---------
Cash flows from investing activities
Capital expenditures (3,558)         (2,581)         (977)     
Payments for businesses acquired (26)              (101)           75        
Proceeds from sales of property and equipment 95               87               8          
Purchases of investments (39)              (32)             (7)         
Proceeds from maturates of investments 30               30               -       
Advances secured by real estate (32)              (25)             (7)         

--------- --------- ---------
Net cash used in investing activities (3,530)        (2,622)       (908)     34.63%

--------- --------- ---------
Cash flows from financing activities -       
Issuance of commercial paper 754             (246)           1,000   
Proceeds from long-term borrowings 32               522             (490)     
Repayments of long-term debt (29)              (14)             (15)       
Proceeds from sale of common stock 351 267 84        
Cash dividends paid to stockholders (371)            (255)           (116)     
Minority interest contributions to partnership 7                 (7)         

--------- --------- ---------
Net cash provided by financing activities 737             281            456      162.28%

--------- --------- ---------
Effect of exchange rate changes on cash 
  and cash equivalents (4)                1                 (5)         

--------- --------- ---------
Decrease in cash and cash equivalents (1)                106             (107)     
Cash and cash equivalents at beginning of year 168             62               106      

-------- -------- --------
Cash and cash equivalents at end of year 167$           168$          (1)         -0.60%

======== ================
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LO 3 Discuss earnings management and the importance of comparing income from
operations to cash flow from operations.

Earnings Management and the Need to
Compare Earnings and Cash Flow Information

It is well known that accounting earnings can be managed to make financial performance appear

stronger than it actually is, and recent allegations of financial improprieties have been leveled

against such well know firms as Cendant, Sunbeam, Waste Management, Kroger, Computer

Associates and Lucent.  Jonathan Ziegler, an analyst with Deutsche Bank in San Francisco,

noted: “We are getting so much of this accounting irregularities stuff.  As an analyst, it spooks you

because you don’t know how much of this is really going on behind the scenes.”1   A “red flag”

suggesting that accounting irregularities may be a problem is a substantial difference between

reported income and operating cash flows.  Why is this comparison informative?  Suppose a firm

records fictitious sales.  Earnings will increase, but operating cash flows will not be affected (since

companies don’t collect cash from fictitious sales!) and, thus, there will be a difference between

earnings and operating cash flows.  Likewise, if a company understates expenses (which

increases income) but still makes payments related to the understated expense, there will be a

difference between earnings and operating cash flows.  In the case of The Home Depot, net

earnings for fiscal 2000 were $2,581 million while net cash provided by operations was $2,796

million.  Since the cash flow number is actually greater than the earnings number, there is no

indication that earnings have been managed upward at The Home Depot.

                                                
1  “Kroger Restates Profits, Cites Accounting Issues,” Los Angeles Times, Tuesday, March 6, 2001, Business,
p. 1
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LO 4 Understand how MD&A, credit reports, and news articles can be used to gain insight
into a company’s current and future  financial performance.

OTHER SOURCES OF INFORMATION ON FINANCIAL PERFORMANCE

In addition to analyzing the basic financial statements there are a number of additional information

sources that can be used to gain insight into a company’s current and future financial performance.

Here, we will discuss three such sources: management discussion and analysis; credit reports; and

news articles.

Management Discussion and Analysis

The annual report of public companies contains a section called Management Discussion and

Analysis (abbreviated as MD&A).  In this section, management can provide stockholders and

other financial statement users with explanations for financial results that are not obvious from

simply reading the basic financial statements.  Illustration 11-7 provides excerpts from the

MD&A of The Home Depot in the annual report for fiscal 2000.  Note that the information is

consistent with our brief analysis of the financial statements which indicated that The Home Depot

is engaged in substantial expansion.
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Illustration 11-7.  Excerpts from the MD&A of The Home Depot

Fiscal Year ended January 28, 2001 compared to January 30, 2000  Net sales for fiscal
2000 increased 19.0% to $45.7 billion from $38.4 billion in fiscal 1999.  This increase was
attributable to, among other things, full year sales from the 169 new stores opened during fiscal
1999, a 4% comparable store-for-store sales increase and 204 new store openings.
Gross profit as a percent of sales was 29.9% for fiscal 2000 compared to 29.7% for fiscal 1999.
The rate increase was primarily attributable to a lower cost of merchandise resulting from product
line review, benefits from global sourcing programs and an increase in the number of tool rental
centers from 150 at the end of fiscal 1999 to 342 at the end of fiscal 2000.

Operating expenses as a percent of sales were 20.7% for fiscal 2000 compared to 19.8% for
fiscal 1999.  Selling and store operating expenses as a percent of sales increased to 18.6% in
fiscal 2000 from 17.8% in fiscal 1999.  The increase was primarily attributable to higher store
selling payroll expenses resulting from market wage pressures and an increase in employee
longevity.  In addition, medical costs increased due to higher family enrollment in the Company’s
medical plans, rising health care costs and higher prescription drug costs.  Finally, store
occupancy costs, such as property taxes, property rent, depreciation and utilities, increased due
to new store growth and energy rate increases.
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Credit Reports

A number of firms sell credit reports that provide information on a company’s credit history.  An

example of an on-line service, credit-fyi, providing such information is presented in Illustration

11-8.  Note that for a fee, the company will provide a credit history and credit risk rating (low,

moderate, high) which evaluates the likelihood that a company will pay its bills on time.

News Articles

News articles are another very valuable source of financial information.  Nexis-Lexis is a

company that, for a fee, provides access to articles from major newspapers, magazines, and news

wire.  A free service, and one that is targeted at financial performance, is provided by Yahoo!

Finance (http://finance.yahoo.com/).  On this Web site, you can search for news articles for

publicly traded companies by inserting their stock ticker symbol.  For The Home Depot, the

symbol is HD.  A search of news articles in June, 2001 revealed that Mark Baker, Home

Depot’s chief operating officer had resigned.  Such a departure could be a signal of serious

internal problems.  However, the article noted that The Home Depot is deep in talent in

merchandising.  And the company’s stock price actually increased the day of the announcement

indicating that the stock market did not view the departure as a major negative event.
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Illustration 11-8.  Example of an On-Line Credit Evaluation Service
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LO 5 Calculate and interpret profitability ratios

PROFITABILITY RATIOS

To control operations, to assess the stability of vendors and other business partners, and to

assess how their companies appear to investors and creditors, managers frequently perform

financial analysis using various ratios.  We will examine a number of ratios in common use, and

group them into three categories: those dealing with the profitability of a company, those dealing

with turnover, and those dealing with a company’s debt-paying ability.

Let’s begin by examining the profitability ratios presented in Illustration 11-9 using the

data for The Home Depot (see Illustrations 11-1, and 11-3).  The first ratio we will examine, is

earnings per share (EPS) calculated as net income less preferred dividends divided by the number

of shares of common stock that are outstanding.  Note that the number of shares of common

stock increased.  However, the increase in income was large enough to result in an increase in

EPS from 1.03 to 1.12 between fiscal 1999 and fiscal 2000.

The second profitability ratio is the price-earnings ratio calculated as the market price per

share divided by earnings per share.  For The Home Depot, this ratio has declined from 53.68 to

40.55 due to a substantial decrease in the market price per share.  While a variety of factors

affect the market price, including interest rates and other factors that relate to general economic

conditions, a major factor is market expectations of future profitability.  In this case, it appears

that the market as of the end of fiscal 2000 anticipated a decline in the future profitability of the

company.  This could be due to anticipated competition from other companies (such as The

Home Depot’s chief competitor, Lowe’s Companies Inc.).

The gross margin percentage is simply the gross margin divided by net sales which

provides a rough estimate of the incremental profit generated by each dollar of sales.  This ratio

has stayed constant at .30 between fiscal 1999 and fiscal 2000.

Return on total assets is equal to net income (adjusted for interest expense net of taxes)

divided by average total assets.  The adjustment for interest is made so that the assessment of
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profitability is independent of how the firm is financed.  (Recall that debt financing reduces income

(due to interest expense) but equity financing does not reduce reported income.)  The tax rate is

determined by dividing income taxes ($1,636 million in fiscal 2000) by earnings before income

taxes ($4,217 million in fiscal 2000) yielding a tax rate of 39%.  Return on total assets was .15 in

fiscal 1999 and .13 in fiscal 2000.  Thus, while income increased in fiscal 2000, it did not increase

in proportion to the increase in the level of total assets.

The final profitability ratio that we will examine is return on common stockholders’ equity

which is equal to net income less preferred dividends divided by average common stockholders’

equity.  Consistent with the decline in the return on total assets, the return on common

stockholders’ equity has declined from .22 in fiscal 1999 to .19 in fiscal 2000.

Financial Leverage.  Note that the return on common equity is higher than the return on assets

(.19 versus . 13 in fiscal 2000).  This indicates that the company is making good use of financial

leverage which relates to the use of debt financing to acquire assets.   Let’s consider a simplified

example to see why this is the case.  Suppose a company can earn 20% on it’s assets of $100

and the company finances assets only with equity (i.e., the company only uses funds from

shareholders).  Since all financing comes from equity holders, stockholders equity equals assets

and the return on assets (20%) equals the return on equity (20%).  However, suppose the

company finances its assets of $100 using 60% equity and 40% debt and the debt financing has a

cost of 10%.  In this case, the return on assets is still 20%, but the return on equity is higher.

Income will equal $20 (20% x $100) less the interest cost of $4 ($40 x .10) or $16.  However,

now equity is only $60 so the return on equity is 26.67% ($16 ÷ $60).  Whenever, the cost of

debt is less than the return that the company can earn on its assets, financing with debt will

increase the return to shareholders.

Summary of the Profitability Ratios.  Let’s summarize what we’ve learned from the

profitability ratios.  It appears that the profit of The Home Depot has increased.  However, the

return on total assets and the return to common equity holders have decreased.  This may, in part,
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account for the decline in stock price which is reflected in the decline in the price-earnings ratio.
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Illustration 11-9.  Profitability Ratios for The Home Depot

Earnings per share  (Net income – Preferred dividends)
  ÷ Average number of common shares outstanding

Fiscal year ended ($2,581 – 0)
 January 28, 2001   ÷ ((2,324 + 2,304) ÷2)

1.12

Fiscal year ended ($2,320 – 0)
 January 30, 20001   ÷ ((2,304 + 2,213) ÷2)

1.03

Price-earnings ratio Market price per share ÷ Earnings per share

Fiscal year ended
 January 28, 2001 $45.42 ÷ $1.12

40.55

Fiscal year ended
 January 30, 2000 $55.29 ÷ $1.03

53.68

(Continued)
                                                
1  The number of shares outstanding at the end of fiscal 1998 (equal to 2,213 million) was obtained from the
fiscal 1998 annual report which is not provided here.
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Illustration 11-9.  Profitability Ratios for The Home Depot
(Continued)

Gross margin percentage Gross margin ÷ Net sales

Fiscal year ended
 January 28, 2001 $13,681 ÷ $45,738

.30

Fiscal year ended
 January 30, 2000 $11,411 ÷ $38,434

.30

Return on total assets [Net income + (Interest expense x (1 - Tax rate))]
  ÷ Average total assets

Fiscal year ended ($2,581 + $21 (1 - .39))
 January 28, 2001   ÷ (($21,385 + $17,081) ÷ 2)

.13

Fiscal year ended ($2,320 + $41 (1 - .39))
 January 30, 20001   ÷ (($17,081 + $13,465) ÷ 2)

.15

Return on common (Net income – Preferred dividends)
  stockholders’ equity   ÷ Average common stockholders’ equity

Fiscal year ended ($2,581 – 0) ÷ (($15,004 + $12,341) ÷ 2)
 January 28, 2001 .19

Fiscal year ended ($2,320 – 0) ÷ (($12,341 + $8,740) ÷ 2)
 January 30, 20002 .22

                                                
1  Total assets at the end of fiscal 1998 ($13,465 million) was obtained from the fiscal 1998 annual report which
is not provided here.
2  Common stockholders’ equity at the end of fiscal 1998 ($8,740 million) was obtained from the fiscal 1998
annual report which is not provided here.
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LO 6 Calculate and interpret turnover ratios

TURNOVER RATIOS

Turnover ratios reveal the efficiency with which a company uses its assets in generating sales.  The

turnover ratios we will use in examining The Home Depot are presented in Illustration 11-10.

The first turnover ratio is asset turnover defined as net sales divided by average total assets.  Note

that this ratio has declined from 2.52 to 2.38 suggesting a decline in the efficient use of assets.

Now let’s take a look at two particular assets: accounts receivable and inventory.

The accounts receivable turnover ratio is defined as net credit sales divided by the

average balance in accounts receivable.  Generally, financial statements do not indicate the

breakdown of credit and cash sales so most analysts assume that all sales are credit sales.  This

assumption, however, would not be reasonable for The Home Depot since, for this company,

cash sales predominate.  Recall from Illustration 11-2 that receivables are relatively unimportant

for The Home Depot since they make up less than 4% of total assets.   Thus, the fact that we

cannot obtain credit sales information that facilitates calculation of the accounts receivable

turnover ratio is not troubling.

While the assumption that total sales is roughly equivalent to credit sales is inappropriate

for The Home Depot, let’s make it simply to illustrate the calculation of the accounts receivable

turnover ratio.  Making the assumption, we can see that the turnover in receivables has declined

from 72.79 in fiscal 1999 to 64.33 in fiscal 2000.  Additional insight into receivables can be

achieved by converting the accounts receivable turnover ratio into a measure of how many days

sales are in receivables.  This is done by dividing the turnover ratio into 365 days.  As indicated,

in Illustration 11-10, the days sales in receivables was 5.01 days in fiscal 1999 and 5.67 days in

fiscal 2000.  These values are quite low and reflect the fact that most sales are actually cash sales.

For a company that had credit sales with payment due in 30 days, we would expect to see values

in the 30-50 day range.

A measure of the efficient use of inventory is provided by the inventory turnover ratio
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defined as cost of goods sold divided by the average inventory balance.  This ratio declined from

5.53 to 5.32.  We can also convert this ratio into a days sales in inventory measure by dividing

365 days by the inventory turnover ratio.  This reveals that The Home Depot has 68.61 days of

sales in inventory for fiscal 2000 compared to only 66 days for fiscal 1999.
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Illustration 11-10.  Turnover Ratios for The Home Depot

Asset turnover Net sales ÷ Average total assets

Fiscal year ended $45,738 ÷ (($21,385 + $17,081) ÷2)
 January 28, 2001   2.38

Fiscal year ended $38,434 ÷ (($17,081 + $13,465) ÷2)
 January 28, 20011   2.52

Accounts receivable
  turnover Net credit sales ÷ Average accounts receivable balance

Fiscal year ended $45,738 ÷ (($838 + $587) ÷2)
 January 28, 2001   64.33

Fiscal year ended $38,434 ÷ (($587 + $469) ÷2)
 January 28, 20012   72.79

(Continued)
                                                
1 Total assets at the end of fiscal 1998 ($13,465 million) was obtained from the fiscal 1998 annual report which
is not provided here.
2 The accounts receivable balance at the end of fiscal 1998 ($469 million) was obtained from the fiscal 1998
annual report which is not provided here.
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Illustration 11-10.  Turnover Ratios for The Home Depot
(Continued)

Day’s sales in
  receivables 365 ÷ Accounts receivable turnover

Fiscal year ended 365 ÷ 64.33
 January 28, 2001 5.67

Fiscal year ended 365 ÷ 72.79
 January 30, 2000 5.01

Inventory turnover Cost of goods sold ÷ Average inventory balance

Fiscal year ended $32,057 ÷ (($6,556 + $5,489) ÷2)
 January 28, 2001   5.32

Fiscal year ended $27,023 ÷ (($5,489 + $4,293) ÷2)
 January 28, 20011 5.53

Day’s sales in
  inventory 365 ÷ Inventory turnover

Fiscal year ended 365 ÷ 5.32
 January 28, 2001 68.61

Fiscal year ended 365 ÷ 5.53
January 30, 2000 66.00

                                                
1 Total inventory balance at the end of fiscal 1998 ($4,293 million) was obtained from the fiscal 1998 annual
report which is not provided here.
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Summary of Turnover Ratios.  From the turnover ratios, we can see that The Home Depot

appears to be less efficient in its use of assets in fiscal 2000 compared to fiscal 1999.  Asset

turnover has declined and this decline is due in part to a decline in the turnover of inventory.

Given the high dollar value of inventory, it is appropriate to note especially that days sales in

inventory has increased by 2.61 days from fiscal 1999 to fiscal 2000.

LO 7 Calculate and interpret debt related ratios

DEBT RELATED RATIOS

The last set of ratios we will examine relate to the amount of debt a company has and its ability to

repay its obligations.  The debt related ratios we will use to examine The Home Depot are

presented in Illustration 11-11.

The current ratio is computed as current assets divided by current liabilities, and it

provides an indication of a company’s ability to meet it short-term obligations.  For The Home

Depot, the current ratio increased from 1.75 to 1.77.  Given that the ratio is substantially greater

than 1, it appears that there is little doubt that The Home Depot will be able to pay its current

liabilities.

A more stringent test of short-term debt paying ability is provided by the acid test ratio

(also known as the quick ratio).  This ratio compares cash, marketable securities and short-term

receivables to current liabilities.  Note that the numerator of this ratio only includes a company’s

most liquid assets.  For The Home Depot, this ratio increased slightly from .21 to .23.  For some

companies, an acid test ratio less than 1 would be troubling.  However, this is not the case for

The Home Depot which is able to quickly covert its inventory into sales to satisfy current

liabilities.  Recall that the company has only 68 days sales in inventory implying that the company

can convert its inventory into sales in a little over two months to help satisfy current liabilities.
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The debt-to-equity ratio is calculated as the ratio of total liabilities to stockholders’ equity,

and it provides an assessment of a company’s debt position.  The higher the ratio, the more debt

the company has and the more risky the company becomes because it must continue to make

principal and interest payments on its debt even if sales decline.  Further, potential creditors

hesitate to grant additional financing to a company with a high debt-to-equity ratio since

repayment is at least somewhat doubtful.  For The Home Depot, the ratio increased from .38 to

.43 consistent with the increase in debt that we noted in the horizontal analysis of its balance

sheets.

In conjunction with the debt-to-equity ratio, it is useful to examine the ratio referred to as

times interest earned.   This ratio is computed as operating income divided by interest expense.

For The Home Depot, the ratio is quite high and actually increased from 92.88 to 199.57.  Since

the level of operating income is so high compared to the amount of interest expense that the

company has incurred, it seems highly likely that the company will be able to make its debt

payments in spite of the fact that debt financing has increased.
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Illustration 11-11.  Debt Related Ratios for The Home Depot

Current ratio Current assets ÷ Current liabilities

Fiscal year ended $7,777 ÷ $4,385
 January 28, 2001 1.77

Fiscal year ended $6,390 ÷ $3,656
 January 30, 2000 1.75

Acid test (Cash + Marketable securities + Short-term receivables)
  (Quick ratio)   ÷ Current liabilities

Fiscal year ended ($167 + $10 + $835) ÷ $4,385
 January 28, 2001   .23

Fiscal year ended ($168 + $2 + $587) ÷ $3,656
 January 30, 2000   .21

Debt-to-equity ratio Total liabilities ÷ Stockholders’ equity

Fiscal year ended ($21,385 - $15,004) ÷ $15,004
 January 28, 2001 .43

Fiscal year ended ($17,081 - $12,341) ÷ $12,341
 January 30, 2000 .38

Times interest earned Operating income ÷ Interest expense

Fiscal year ended $4,191 ÷ $21
 January 28, 2001 199.57

Fiscal year ended $3,808 ÷ $41
 January 30, 2000 92.88
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Summary of Debt Related Ratios.  From the debt related ratios, we can see that The Home

Depot has current assets in excess of current liabilities indicating that the company should be able

to cover it short-term obligations.  And, while debt financing has increased, the company has

operating income many times higher than the amount of interest it must pay on its debt.  Thus, it

appears that the company will be quite able to satisfy its long term obligations as well as its short-

term obligations.

A MANAGERIAL PERSPECTIVE ON THE ANALYSIS
OF THE HOME DEPOT’S FINANCIAL STATEMENTS

At the start of the chapter, we noted that managers analyze financial statements for three reasons:

(1) To control operations; (2) To assess the stability of vendors and other business partners; and

(3) To assess how their companies appear to investors and creditors.  Now let’s see how these

objectives would be addressed in terms of the analyses we’ve performed for The Home Depot.

Control of Operations

Suppose that at the start of fiscal 2001, The Home Depot decided to press for discounts from

supplies and work to reduce selling and store operating expenses.  Has the company been

successful in achieving these goals?  Our analysis suggests that it’s plans have not been effective.

The gross margin percentage has remained at .30 which implies that cost of merchandise sold is

the same percent of sales in fiscal 2000 as in fiscal 1999.  Further, selling and store operating

expenses have actually increased as a percent of sales.  Thus, financial analysis would suggest that

management of The Home Depot reexamine it’s plans and their implementation.

Stability of Vendors and Other Business Partners

Suppose a company was considering a strategic partnership with The Home Depot.  For

example, John Deere might be interested in developing a line a power mowers, edgers, and

blowers that would be marketed exclusively at The Home Depot with special pricing.  In this

arrangement, Deere might consider linking its information system to the information systems at the

more than 1,000 Home Depot locations so it could track sales and efficiently schedule its
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production.  Should Deere be concerned about the financial stability of The Home Depot?  Our

analysis suggests that the stability of The Home Depot is not in question since the company is

reasonably profitable and in no danger of failing to meet its financial obligations.  Thus, Deere

should not be concerned that an alliance with The Home Depot will be jeopardized by financial

instability.

Note that in the opening vignette to the chapter Bill Reston, chief operating officer of

Valley Home Loans, was concerned about outsourcing IT services to CosmosSolutions, Inc.

What type of analysis should Bill perform before entering an agreement with this company?  All of

the techniques we’ve discussed would be useful including horizontal and vertical analysis of the

Cosmos’ balance sheets and income statements, horizontal analysis of its statement of cash flows

and analysis of profitability, turnover, and debt related ratios.

Appearance to Investors and Creditors

Suppose you were the CEO at The Home Depot, and you were going to meet with shareholders

and financial analysts.  Given the analysis we’ve performed, what questions would you anticipate?

Quite possibly, questions would focus on the decline in the return on assets and return on equity.

The decline in these ratios is likely due to the company’s expansion to new locations which

increases investment in assets (funded in part by additional equity).  The new locations are, in the

short-run, not as profitable as established stores.  If this is the case, you would want the

shareholders and analysts to understand the situation so they would not form erroneous

expectations of future profitability.  The important point to remember is that by performing

financial analysis, a manager can anticipate questions from investors and be prepared with solid

answers.  The same point would hold in regard to a meeting with creditors.
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SUMMARY OF ANALYSES

Let’s briefly summarize the types of analyses we’ve performed in this chapter.  We began by

performing horizontal and vertical analyses of the balance sheets and income statements.  We then

performed a horizontal analysis of the statements of cash flows.  Finally, we performed ratio

analysis.  The ratios we examined were grouped into three categories: Profitability Ratios (which

provide insight into the overall profitability of a company), Turnover Ratios (which provide insight

into the efficient use of assets), and Debt Related Ratios (which provide insight into a company’s

ability to satisfy its short-term and long-term obligations).  The specific formulas for the ratios

we’ve covered are summarized in Illustration 11-12.

When conducting financial analysis, it is important to get “beyond the numbers.”  As we

discussed, it is often useful to read the MD&A section of the annual report to learn management’s

explanation for financial results.  Also, news articles and credit reports can provide insight into

current and future firm performance.  Additional useful information can often be found in the

footnotes to the financial statements.  An example of an important disclosure in the footnotes is

information on what earnings would have been if employee stock options were treated as an

expense (which is generally not the case).  In Apple Computer’s report for its fiscal year ending

September 30, 2000, net income was $786 million.  However, proforma disclosure in the

footnotes indicates that net income would be only $483 million if options granted were expensed

at their fair market value.  The fact that income is “overstated” by 39% is of obvious interest to

shareholders or other stakeholders interested in Apple’s profitability.
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Illustration 11-12.  Summary of Ratio Formulas

Profitability Ratios

Earnings per share  (Net income – Preferred dividends)
  ÷ Average number of common shares outstanding

Price-earnings ratio Market price per share ÷ Earnings per share

Gross margin percentage Gross margin ÷ Net sales

Return on total assets [Net income + (Interest expense x (1 - Tax rate))]
  ÷ Average total assets

Return on common (Net income – Preferred dividends)
  stockholders’ equity   ÷ Average common stockholders’ equity

Turnover Ratios

Asset turnover Net sales ÷ Average total assets

Accounts receivable
  turnover Net credit sales ÷ Average accounts receivable balance

Day’s sales in
  receivables 365 ÷ Accounts receivable turnover

Inventory turnover Cost of goods sold ÷ Average inventory balance

Day’s sales in
  inventory 365 ÷ Inventory turnover

Debt Related Ratios

Current ratio Current assets ÷ Current liabilities

Acid test (Cash + Marketable securities + Short-term receivables)
  (Quick ratio)   ÷ Current liabilities

Debt-to-equity ratio Total liabilities ÷ Stockholders’ equity

Times interest earned Operating income ÷ Interest expense
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Link

To

Practice

Comparative Ratio Data

In this chapter, we’ve gained insight into The Home Depot by comparing its ratios in fiscal 2000
to its ratios in fiscal 1999.  It’s also useful to compare a company’s ratios to those of its primary
competitor or to industry averages.  Here’s how to find competitors (the process may seem
involved, but it will take less than 5 minutes!).

1.  Go to Yahoo! Finance (http://finance.yahoo.com)
2.  Insert the ticker symbol of the company you are analyzing (HD for The Home Depot).
3.  Under More Info, click Profile.
4.  Under Market Guide , click Highlights
5.  Under Analysis, click Comparisons

This will lead you to a list of competitors sorted by market value.  In the case of The Home
Depot, it’s largest competitor is Lowe’s Companies Inc. (ticker symbol is LOW).

Once you have determined the competitor of interest, go to that company’s Web site to obtain its
annual report, or go to the SEC (Securities and Exchange Commission) Web site where you can
download the company’s form 10K (the annual filing with the SEC that contains the company’s
financial statements and a great deal of additional information that would be useful in analysis.
The SEC Web site (known as EDGAR) is found at
http://www.sec.gov/cgi-bin/srch-edgar

Industry ratios can be found in the Annual Statement Studies published by RMA (The Risk
Management Association, formerly known as Robert Morris Associates).  This publication is
available in many libraries or by subscribing on-line.
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SUMMARY

1. Explain why managers analyze financial statements.  Managers analyze financial

statements for three reasons: (1) To control operations; (2) To assess the stability of vendors and

other business partners; and (3) To assess how their companies appear to investors and

creditors.

2. Perform horizontal and vertical analysis of balance sheets and income statements

and horizontal analysis of statements of cash flows.  Horizontal analysis involves comparing

the dollar value of balances and percentage changes between years while vertical analysis involves

comparing individual balances to total assets (when analyzing balance sheet accounts) or sales

(when analyzing income statement balances).

3. Discuss earnings management and the importance of comparing income from

operations to cash flow from operations.  In analyzing financial information, it is important to

recognize that earnings can be managed in an effort to make a company appear more profitable.

Thus, it is useful to compare earnings to cash flow from operations since cash flow is more

difficult to manage.  Income much higher than cash flow suggests that the earnings information is

not reliable.

4. Understand how MD&A, credit reports, and news articles can be used to gain

insight into a company’s current and future financial performance.  In addition to the

insights from analyzing the basic financial statements, useful information can be obtained from the

section of the annual report titled management discussion and analysis (MD&A), from credit

reports, and from news articles.  A good source of news articles is the Web site Yahoo! Finance.

5. Calculate and interpret profitability ratios.  The profitability ratios are earnings per

share, the price-earnings ratio, the gross margin percentage, return on total assets, and return on

common stockholders’ equity.  These ratios can be used to assess the overall profitability of a

firm.

6. Calculate and interpret turnover ratios.  The turnover ratios are asset turnover,
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accounts receivable turnover (and the related ratio—day’s sales in receivables), and inventory

turnover (and the related ratio—day’s sales in inventory).  These ratios can be used to asses

whether a company uses its assets to generate sales in an efficient manner.

7. Calculate and interpret debt related ratios.  The debt related ratios are the current

ratio, the acid test ratio (also known as the quick ratio), the debt-to-equity ratio, and times

interest earned.  These ratios can be used to assess a company’s ability to meet its obligations to

short-term and long-term creditors.


