B280 
Introduction to Financial Management

Unit 4
Financial Analysis and Planning

***By analyzing the past performance (“financial analysis”) of a firm, we want to project its future performance, especially the future financial position and financing needs (“financial planning”)***

Analyzing financial statements

1. Income Statement (P/L)

· Revenue/turnover

· Operating costs (e.g. Cost of good sold)

· Operating income

· Interest income/expense

· Income taxes

· Net income

2. Balance Sheet

· a glance at the financial position

· Total Assets = Total Liabilities + Owners’ equity

· Asset 

· current : cash, accounts receivable (AR), marketable securities, etc.

· long-term : machinery, property, plant & equipment, etc.

· Liability 

· current : short-term borrowings, accounts payable (AP), etc.

· long-term : long-term debt and obligations, commitments, etc.

· Shareholders’ equity

· preferred stock, common stock, retained earnings, etc.

3. Cash Flow Statement

· Cash flow from operating activities : start with Net income and make adjustments

· Cash flow from investing activities : acquisition and disposal of short and long-term assets

· Cash flow from financing activities : proceeds from issuance of stocks, redemption of borrowings

· Output : Total cashflow generated

Indexed financial statements

· to facilitate comparison of financial statements across time (trend analysis)

· useful for highlighting changes of financial variables over time

· select a base year (100%) and then express future year’s value as a % of the base year

Common-size financial statements

· common size balance sheet (total assets = 100%, all other items as % of total assets)
· common size income statement (sales = 100%, all other items as % of sales)
· useful for analyzing income statements : indicate how each $ of sales is divided into costs and profit
Financial ratios

· to use accounting data to identify financial strength and weakness of a company
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Liquidity ratios
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· the larger the ratio, the more liquid the firm

· strike a balance between 

(a) liquidity too high --- reduce profitability

(b) liquidity too low --- insolvency risk

2. Efficiency ratios

· how rapidly a firm to collect its credits
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relative liquidity of inventory

-
relationship between balance sheet items and sales (or COGS)

· the higher the ratio, the higher the profitability (or liquidity)
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3.
Leverage ratios

· Leverage : reflect the degree of a firm’s reliance on debt (e.g. lease obligations, bonds, L/T loans, Preferred stocks, etc.)

· the higher the leverage, the higher the financial risk (periodic interest payment burden)
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4.
Profitability ratios

Limitations of ratio analysis

· difficult to extract financial information of a business segment if the financial statements are prepared on a consolidated basis,

· differences in accounting practices and policies between companies,

· business seasonality and cyclical factors,

· financial ratios are based on book values rather than market values, which may give misleading information,

· **financial ratios only give a static picture of the firm rather than highlighting its changes over time**

· increased use of off-balance sheet items, e.g. derivatives, finance leases, etc. (( understate debt ratios)

Financial forecasting

· forecast on the future financing needs, i.e. cash flow needs,
· projected financing needs = projected total assets
· need to make assumptions on current asset (a/r, inventory, etc.), current liab. (a/p, accrued expenses), fixed assets, sources of financing, etc.

· steps :


(1) 
forecast sales and profit margin,

(2) 
estimate the required investments in net working capital and fixed assets,

(3) estimate the discretionary financing needs (e.g. notes payable, L/T debts/loans, common stocks, etc.
Discretionary financing needs

=
Projected change in assets

· Projected change in liab.

· Projected change in owners’ equity
Financial planning

· budgets,

· pro forma financial statements,

· spreadsheet models

· contingency planning

Assigned Reading

“Strategy for financial emergencies”

Key concepts :

· “The need for formal planning to cope with an unexpected deficit in funds flows takes on greater importance at this time…..as business uncertainties will increase as the nation attempts to readjust its commitments abroad and attack major social and economic problems at home.”

· “3 steps for dealing with financial emergencies (contingency planning) :

· “Start with the company’s information systems : it must have the ability to process data on the likely course of events in the future.  Management should examine in detail any contingencies it is concerned about, so it can understand their financial implications in advance for quicker identification and more rapid and confident response….A cash-flow computer model has the ideal capability for providing this kind of analytical flexibility.”

· “Need to prepare an inventory of the resources of financial mobility, i.e. the full range of alternatives available to meet unexpected deficit in funds flows, e.g. instant and negotiable reserves, a reallocation of certain budgeted flows, and the liquidation of idle and earning assets, etc.”

· “Formulate a strategy for dealing with the unknown.  This requires some judgements about the size and distribution of resources and particularly about the sequence in which they will be employed as contingent needs emerge.”
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