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LESSON 6
 ANALYSIS OF FINANCIAL STATEMENTS 
Lecturer: Dr. Charity Njoka (PhD)


By the end of this lecture, you should be able to,

1. Describe the meaning and relevance of financial analysis.
2. Discuss the users of financial statements.
3. Describe sources of financial statements.
4. Describe in detail financial ratios.
5.  Define financial forecasting.
6. Discuss the types of comparison used in financial statement analysis
7. Compute financial ratios and use them to evaluate financial strengths and weaknesses.
8.  Discuss the limitations of financial statement analysis

1.0 INTRODUCTION
Financial analysis is the process or critically examining in detail, accounting information given in financial statements and reports. It is a process of evaluating relationship between component parts of financial statements to obtain a better understanding of a firm’s performance. The measurement and interpretation of business performance is done through the use of ratios. The financial statements published by companies are too general to be used by the various of stakeholders and hence ratios are used to highlight the different aspects of business operations.
 A ratio may be expressed as a percentage, as a fraction, or a stated comparison between two amounts. Ratios focus attention on relationships which are significant but the full interpretation of a ratio usually requires, further investigation of the underlying data.   

2.0 USERS OF FINANCIAL STATEMENTS
Ratios act as a guide for decision making to various potential and actual users of the financial information. These users include:

1. Shareholders- they have invested in the firm and are the owners. They are interested in the profitability and survival of the firm and are interested in  dividends.
2.   Lenders-Lenders could be long-term or short-term lenders. They could be trade creditors, banks or bondholders. They are interested in the liquidity of the firm which affects the perceived risk of the firm.
3. Potential investors-An analysis of the firms profitability and risk would influence the decision on whether to invest in a company’s shares or not. They  make this decision by gauging the expected return on their investment whether its in terms of a share price gain(capital gain) or dividends.
4. The government-Government is mostly interested in a company’s tax liability. In the case of government owned corporations, it will be concerned in the survival and the continued ability of the company to provide the services it’s charged with providing especially for public utilities.
5. The company’s management-They are interested in the efficiency of the company in generating profits. The company’s general performance is often regarded as a reflection of the management’s effectiveness. The gearing ratios, profitability, liquidity and investor ratios are important for decision making.
6. Competitors-They use financial statements for comparison to see their competitive strength.
7. Consumers and potential consumers-They are interested in the company’s ability to continue providing for them the goods or services they require.

3.0 SOURCES OF INFORMATION.
[bookmark: _Toc176200042]The first procedure in financial statement analysis is to obtain useful information. The main sources of financial information include, but are not limited to, the following;
1. Published reports
Quoted companies/ listed at Securities exchanges normally issue both interim and annual reports, which contain comparative financial statements and notes thereto. Supplementary financial information and management discussion as well as analysis of the comparative years' operations and prospects for the future will also be available. These reports are normally made available to the public as well as the shareholders of the company.
2. Registrar of Companies                       
Public companies are required by law to file annual reports with the registrar of companies. These reports are available for perusal upon payment of a minimum fee.
3. Credit and Investment Advisory Agencies
Some firms specialize in compiling financial information for investors in annual supplements.. Major stock brokerage firms and investment advisory services compile financial information about public enterprises and make it available to their customers. 
4. Audit Reports                                             
When an independent auditor performs an audit the audit report-is usually addressed to the shareholders of the audited enterprise. The audit firms frequently also prepare a management report, which deals with a wide variety of Issues encountered in the course of the audit. Such a management report is not a public document, however, it is a useful source of financial information.
4.1 USE OF FINANCIAL RATIOS
1. For evaluating the ability of the firm to meet its short term financial obligation as and when they fall due
2. To interpret the performance of the firm over the period covered by the financial statements. 
3. For comparison of the performance of the firm this can be done in the following ways
	a) Cross sectional analysis-the performance of the firm in question is compared with that of individual competitive firms in the same industry.
	b) Trend/time series analysis-the firm’s performance is evaluated over time.
4. For predicting future performance of the firm.
5. To establish the efficiency of assets utilization to generate sales revenue
6. To establish the extent which the assets of the firm has been financed by fixed charge capital.

4.2 LIMITATIONS OF FINANCIAL RATIOS
1. Ratios are computed at a specific point in time.
2. Ratios ignore the effect of inflation in performance which is a vital part in the daily business management
3. The comparison between firms is often done even for firms with differences in size and technology
4. Ratio analysis engages the use of historical data contained in financial statements which may be irrelevant in decision making.
5. The different accounting policies applied by firms in similar industries say in depreciation calculation is a hindrance to comparison.
[bookmark: _Toc176848749]5.0 TYPES OF RATIOS
Ratios are broadly classified into 5 categories
1. Liquidity ratios
2. Efficiency/turnover  ratios
3. Profitability ratios
4. Gearing ratios
5. Investor ratios

5.1. Liquidity Ratios
Liquidity refers to an enterprise's ability to meet its short-term obligations as and when they fall due. Liquidity ratios are used to assess the adequacy of a firm’s working capital.. They are also known as working capital ratios. They are;

a) Current ratio =   Current assets
                              Current liabilities

This ratio indicates the number of times the current liabilities can be paid from current assets before these assets are exhausted. It is recommended that the ratio be at least 2.0 i.e. the current assets must be at least twice as high as current liabilities.
[bookmark: _GoBack]Illustration  
          2023                  2022
             $.                       $.
       Current assets                26,400              15,600
      Current liabilities           (13,160)            (6,400)
     Net working capital       13,240                   9,200.
Required: Compute the Current liquidity ratio for the company.  And analyze the ratios.
Solution
In the year 2022 $.9,200 of working capital is available to repay $.6,400 of current liabilities and in 2023,  $.13,240 is available of working capital to pay $ l3, 160 of current liabilities. This reflects a strong liquidity position in the years. This can be further explained using a current liquidity ratio.
	Current Ratio  =  Current Assets / Current Liabilities
                      2023                                 2022 
            26400 /13,160              15600/6400
                   = 2: 1                               = 2.4: 1
Observation
The enterprise appears to have a strong liquidity position. There has been, however, a slight drop from year 2022 to year 2023

b) Quick/acid test ratio = current assets- stock
				Current liabilities
It is a more refined ratio than the current ratio in which the stocks are excluded as they may not be easily converted to cash. The ratio indicates the firm’s ability to pay the current liabilities from the more liquid assets of the firm.

c) Cash ratio = cash + short term marketable securities
		         Current liabilities
This is a refinement of the quick ratio indicating the ability of the firm to meet its current liabilities from its most liquid resources. Short term marketable securities include commercial paper and treasury bills and other short term investments.

5.2. Turnover Ratios
They are also known as efficiency or activity ratios. They indicate the efficiency with which the firm has utilized the assets or resources to generate sales revenue/turnover.
a) Stock/inventory turnover  = cost of sales
				         Average stock
It indicates the number of times the stock was turned into sales in the year. The higher the ratio, the better the firm and the higher the sales. A low stock turnover ratio indicates that the stock levels are either very high or they are slow. 
Note: the average stock is the average of the opening and closing stock.

b) Stock holding period  =       360 Days               x  average stock
			                 Cost of sales
Indicates the number of days the stock was held in the warehouse before being sold.

c) Debtors turnover  =   Annual credit sales
			            Average debtor
This ratio indicates the number of times debtors come to buy on credit after paying their dues to the firm. The average debtor is the average of the opening and closing debtor balances. If no opening debtors are given use the closing debtors to represent average debtors.

d) Debtors or average collection period  =            360  Days                 
					                   Debtor’s turnover
This refers to the credit period that was granted to the debtors or the period within which they were to pay their dues to the firm.

e) Creditors/ accounts payable turnover  =  Annual credit purchases
                                                                                 Annual creditors
It indicates the number of times the firm bought goods on credit after paying its suppliers. If its high then payment was made within a short period of time.

f) Creditors payment period   =            360           
					Creditor’s turnover


                             =          360                x   Average creditors
                                 Annual credit purchases
This ratio indicates the credit period granted by suppliers.

g)  Total assets turnover = Annual sales
                                          Total assets
This ratio indicates the amount of sales revenue generated from utilization of one dollar of total assets.

5.3 Profitability Ratios
Profitability ratios evaluate the firm’s earnings with respect to a given level of sales, a certain level of assets, the owner’s investment, or share value. The ratios are of importance to long term creditors, shareholders, suppliers, employee’s and their representative groups. All these parties are interested in the financial soundness of an enterprise. The ratios commonly used to measure profitability include:

a)  Gross profit margin = Gross profit    x 100
                                              Sales
It indicates the efficiency with which management produces each unit of a product i.e. by controlling the cost of sales.

b) Net profit margin     = Profit after tax   x100
			                    Sales
It indicates the ability of the firm to control financing expenses in particular interest expense

c) Operating profit margin = Operating profit/earning before interest and tax     x 100
                                                                              Sales
This ratio indicates the firm’s ability to control its operating expenses such as electricity, rent, rates and other costs.

d) Return on investment/return on total assets = Net profit        x 100
                                                                               Total assets
This ratio indicates the return on profit from investment of one dollar in total assets
e) Return on equity = net profit        x 100
                                      Equity
This ratio indicates the return of profitability on one dollar of equity capital contributed by shareholders.

f) Return on capital employed (ROCE)  = net profit    x  100
                               		  Net assets (capital employed)

5.4. Gearing/ Leverage Ratios
These ratios are used as a measure of the extent to which the company is financed by borrowed and owners’ funds.
a) Debt to equity ratio  =  long term debt  x  100
                                       Common equity capital
Long term debt is sometimes referred to as fixed charge capital.

b) Debt to total capital ratio  = long term debt   x  100
                                                   Total capital

c) Debt ratio  =  Total debt(current plus long term liabilities)
                                      Total assets

This ratio indicates the proportion of total assets that has been financed using long term and current liabilities.

d) Times interest earned ratio = Profit before interest and tax
                                                      Interest charges
The interest coverage ratio shows the number of times that interest can be paid from the firm’s earnings.

e)   Equity ratio = capital employed
                          Common equity capital
5.5. Investor Ratios
They are also known as market or valuation ratios. 
Illustration 
Karine centre ltd has the following data.
Profit after tax   $.30, 000,000
Total dividend for the year    $.18, 000,000
Market price per share (MPS) $.20
Number of ordinary shares   6,000,000
Required:
Using this data, determine the following investor ratios and explain their significance:

a) Earnings per share (EPS)
b) Dividend per share (DPS)
c) Price earnings ratio (P/E)
d) Dividend payout ratio
e) Retention ratio
f) Dividend yield
g) Earnings yield
h) Dividend covers
 Solution
a) EPS  = profit after interest, tax and preferred dividend
                   No. of ordinary shares issued
           = 30,000,000       =$ 5
              6,000,000
This ratio indicates the earnings power of the firm i.e. how much earnings or profits are attributed to every share held by an investor. The higher the ratio, the better the firm.

b) DPS =             dividend paid           
                 No. of ordinary shares issued
             =    18,000,000    =$. 3
                    6,000,000
It indicates the cash dividend received for every share held by an investor. If all earning attributable to ordinary shareholders were paid out as dividends then, EPS=DPS

c) P/E ratio   =    MPS
                            EPS
              = 20   =$ .4
                  5
The MPS is the price at which a new share can be bought. EPS is the annual income from each share. Hence, P/E ratio indicates the number of years it will take to recover MPS from the annual EPS of the firm. As will be observed in the earnings yield (EY) the price earnings ratio is a reciprocal of EY.

d) Dividend payout ratio =  DPS   x  100
                                               EPS
                        = 3    x 100 = 0.6
                           5
It represents the proportion of earnings that was paid out as dividend.
e) Retention ratio =1- dividend payout ratio (DPR)
                   = 1-0.6
                   =0.4
f) Dividend yield = DPS   x 100
                                 MPS
                   = 3 x 100
                      20
                      =15%
g) Earnings yield  =  EPS       x100
                                  MPS
                   =     5       x 100
                        18
                          =27.8%
It shows the investors total return on his investment.
h) Dividend cover = EPS 
                                DPS
                  =    5                                                                                                               
                        3
                  = 1.67 times
 It shows the number of times that the dividend can be paid from current year earnings.
[bookmark: _Toc176848750]6.0 FINANCIAL FORECASTING.
It involves determining the future financial requirements of the firm. This requires financial planning using budgets.

6.1 Importance of financial forecasting.
· Facilitates financial planning i.e. determination of cash surplus or deficit that are likely to occur in future.
· Facilitates control of expenditure so as to minimize wastage of financial resources.
· Forecasting using targets and budgets acts as a motivation to employees who aim at achieving targets set

[bookmark: _Toc176848751]6.2 Methods used in Financial Forecasting.
 1. Use of cash budgets 
A cash budget is a financial statement indicating sources of revenue, the expected expenditure and any anticipated cash deficit/ surplus.
2. Regression analysis
It is a statistical method which involves identification of dependent and independent variables to form a regression equation y=a + bx on which forecasting is based.
3. Percentage of sales method
 One of the items that have a great influence on forecasting is sales. Hence items in the balance sheet/statement of financial position which re related to sales are expressed as a percentage of sales. The following steps are involved:

a) Identify balance sheet / statement of financial position items that are directly related to sales
  -Net fixed assets-say acquisition of new machinery which increase production hence increase sales.
  -Current assets-an increase in sales due to increased in stock raw materials, work in progress and finished goods. Increased credit sales will increase debtors while more cash will be required to buy more raw materials in cash.
  -Current liabilities-increased sales will lead to purchase of more raw materials.
  -Retained earnings-this will increase with sales if and only if, the firm is operating at a profit.
Long term capital items such as ordinary share capital, preference share capital and  debentures are not directly impacted by an increase in sales as they are used to finance long term projects. 
b) Express the above identified items as a percentage of sales i.e determine the relationship between the item and current sales.
c) Determine the increase in total assets as a result of increase in sales.
d) Determine total increase in spontaneous sources of finance (current liabilities) and increase in retained earnings.
Retained earnings = net profit - dividend paid
Net profit margin = Net profit
                                    Sales
Therefore net profit = net profit margin x sales

e) Get the external financing needed which is the difference between increase in users of funds(c) and (d)
f) Prepare the proforma financial statements- these are projected statements at the end of the forecasting period.
Note: information could be given which necessitates the determination of forecast sales, this will be determined using the following formula:
                Sn =So(1+ g)n
Where:    Sn = sales n years from now
           So=current sales
           g=growth rate
           n= forecasting period

Assumptions of percentage of sales method.
· The fundamental assumption is that there's no inflation in the economy .i.e. the increase in sales is caused by an increase production and not increase in selling price.
· The firm is operating at full capacity. hence, the increase in production will require an increase in fixed assets
· The capital remains constant during the forecasting  period i.e. no issue of ordinary or preference shares and debentures
· That the relationship between the balance sheet/ statement of financial position items and sales remains the same during the forecasting period.
· The net profit margin will be achieved and shall remain constant during the forecasting period
[bookmark: _Toc176200043]7.0 COMPARISONS IN FINANCIAL ANALYSIS
The figures in the financial statements are rarely significant or important in themselves. It is their relationships to other quantities, amounts and the direction of change from one point in time to another point in time that is of importance. It is only through comparison of data that one can gain insight and make intelligent judgments. Analysis thus involves establishing significant relationships that point to changes as well as trends. The two comparisons widely used for analytical purpose involve trend and cross-sectional analyses.
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This is also known as time series analysis, horizontal analysis or temporally analysis. It involves the comparison of the present performance with the result of previous periods for the same enterprise. Trend analysis is therefore usually employed when financial data is available for three or more periods. Developing trends can be seen by using multiyear comparisons and knowledge of these trends can assist in controlling current operations and planning for the future. It can be carried out by computing percentages for the element of the financial statement that is under observation. Trend percentage analysis states several years' financial data in terms of a base year, which is set to be equal to 100%.
In conducting trend analysis the following need to be taken into account:
(i) Accounting principles and policies employed in the preparation of financial Statement must be followed consistently for the periods for which an analysis is being made to allow comparability.
(ii) The base year selected must be normal and a representative year.
(iii) Trend percentages should be calculated only for these items, which have logical relationship.
(iv) Trend percentages should be carefully studied after considering the absolute figures; otherwise they may lead to misleading conclusions.
(v) To make meaningful comparisons, trend percentage should be adjusted in light of price changes to the base year.
Illustration
Assume that the following data is extracted from the books of ABSAD  Ltd.



	
	2024
	2023
	2022
	2021
	2020

	
	$. 'M'
	$. 'M'
	$. 'M'
	$ 'M'
	$. 'M'

	Sales 
	725
	700
	650
	575
	500

	Net Income
	99
	97.5
	93.75
	86.25
	75


From the above absolute figures, there appears to be a general increase in sales and income over the years. When expressing the above date in terms of percentages with 2020 being the base year, the following trend percentage is observed.
	
	2024
	2023
	2022
	2021
	2020

	Sales
	145%
	140%
	130%
	115%
	100%

	Net Income
	132%
	130%
	125%
	115%
	100%

	Net income/Sales
	13.70%
	13.90%
	14.40%
	15%
	15%



From the above table it can be observed that:
i) Sales and net income have grown over the years but at a 'increasing rate,
ii)  Net income has not kept pace with growth in sales. When net income is expressed as a percentage of rates, 
iii) It is further observed that net income as a percentage of sates is decreasing over the years and this needs to be investigated.
Financial statement analysis is not an end by itself; rather the analyses enable the right questions, for which management has to look for answers.
Problems of Trend analysis
1. To ensure comparability of figures, the results of each year will have to be adjusted using consistent accounting policies. The task of adjusting statements to bring them to a common basis could be taunting. 
2. Comparison becomes difficult when the unit of measurement changes in value due to general inflation. Comparisons become quite difficult over time. 
3. If the enterprise's environment changes over time with the result that performance                  that was considered satisfactory in the past may no longer be considered so. More   specific measures rather than general trends may be preferred in such instances.
[bookmark: _Toc176200045]7.2 Cross Sectional Analysis
This involves the comparison of the financial performance of a company against other companies within its industry or industry averages at the same point in time. It may simply involve comparison of the present performance or a trend of the past performance. The idea under this approach is to use bench-marking, whereby areas in which the company excels benchmark companies are identified, and more importantly areas that need improvement highlighted. The typical bench-marks used in cross-sectional analysis may be a comparable company, a leader in the industry, an average firm or industry norms (averages). 
Problems of Cross Sectional Analysis
1. It is difficult to find a comparable firm within the same industry. This is because firms may have businesses which are diversified to a greater or lesser extent. Further, industry averages are not particularly useful when analyzing firms with multi-product lines. The choice of the appropriate benchmark industry for such firms is a difficult task.
2. Businesses operating in the same Industry may be substantially different in that, they may manufacture same product but one may be using rented equipment while the uses its own making comparison difficult.
3. Two firms may use accounting policies, which are quite different resulting in difference in financial statements. It is usually very difficult for an external user to identify differences in accounting policies yet one must bear them in mind when interpreting two sets of accounts.
4. The analyst must recognize that ratios with large deviations from the norm are only the symptoms of a problem. Once the reason for the problem is known management must develop prescriptive actions for eliminating it. The point to keep in mind is that ratio analysis merely directs attention to potential areas of concern; it does not provide conclusive evidence as to the existence of a problem.
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