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PREFACE

Welcome to the eleventh edition of Financial Statement Analysss. This book is the
product of extensive market surveys, chapter reviews, and correspondence with
instructors and students. I am delighted that an overwhelming number of instructors,
students, practitioners, and organizations agree with my approach to analysis of finan-
cial statements. This book forges a unique path in financial statement analysis, one that
responds to the requests and demands of modern-day analysts. From the outset, a
main goal in writing this book has been to respond to these needs by providing the
most progressive, accessible, current, and user-driven textbook in the field. I am
pleased that the book’s reception in the United States and across the world has
exceeded expectations.

Analysis of financial statements is exciting and dynamic. This book reveals keys to
effective analysis to give readers a competitive advantage in an increasingly competi-
tive marketplace. I know financial statements are relevant to the decisions of many
individuals including investors, creditors, consultants, managers, auditors, directors,
analysts, regulators, and employees. This book equips these individuals with the ana-
lytical skills necessary to succeed in business. Yet experience in teaching this material
tells us that to engage readers we must demonstrate the relevance of analysis. This
book continually demonstrates that relevance with applications to real world compa-
nies. The book aims to benefit a broad readership, ranging from those with a simple
curiosity in financial markets to those with years of experience in accounting and
finance.

ORGANIZATION AND CONTENT

This book’s organization accommodates different teaching styles. While the book is
comprehensive, its layout allows instructors to choose topics and depth of coverage as
desired. Readers are told in Chapter 1 how the book’s topics are related to each other
and how they fit within the broad discipline of financial statement analysis. The book is
organized into three parts:

1. Analysis Overview.
2. Accounting Analysis.
3. Financial Analysis.

ANALYSIS OVERVIEW

Chapters 1 and 2 are an overview of financial statement analysis. I introduce financial
statement analysis as an integral part of the broader framework of business analysis. I
examine the role of financial statement analysis in different types of business analysis
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such as equity analysis and credit analysis. I emphasize the understanding of business
activities—planning, financing, investing, and operating. I describe the strategies under-
lying business activities and their effects on financial statements. I also emphasize the
importance of accrual accounting for analysis and the relevance of conducting
accounting analysis to make appropriate adjustments to financial statements before
embarking on financial analysis. I apply several popular tools and techniques in analyz-
ing and interpreting financial statements. An important and unique feature is the use of
Colgate’s annual report as a means to immediately engage readers and to instill rele-
vance. The chapters are as follows:

* Chapter 1.1 begin the analysis of financial statements by considering their rele-
vance to business decisions. This leads to a focus on users, including what they
need and how analysis serves them. I describe business activities and how they are
reflected in financial statements. I also discuss both debt and equity valuation.

o Chapter 2. This chapter explains the nature and purpose of financial accounting
and reporting, including the broader environment under which financial state-
ments are prepared and used. I highlight the importance of accrual accounting in
comparison to cash accounting. I also introduce the concept of income and
discuss issues relating to fair value accounting. The importance and limitations of
accounting data for analysis purposes are described along with the significance
of conducting accounting analysis for financial analysis.

ACCOUNTING ANALYSIS

To aid in accounting analysis, Chapters 3 through 6 explain and analyze the accounting
measurement and reporting practices underlying financial statements. I organize this
analysis around financing (liabilities and equity), investing (assets), and operating
(income) activities. I provide insights into income determination and asset and liability
measurement. Most important, I discuss procedures and clues for the analysis and
adjustment of financial statements to enhance their economic content for meaningful
financial analysis. The four chapters are:

* Chapter 3. Chapter 3 begins the detailed analysis of the numbers reflecting financ-
ing activities. The focus is on explaining, analyzing, interpreting, and adjusting
those reported numbers to better reflect financing activities. Crucial topics include
debt financing, leases, off-balance-sheet financing, and shareholders’ equity. We
discuss postretirement benefits in the chapter’s appendix.

 Chapter 4. This chapter extends the analysis to investing activities. I show how to
analyze and adjust (as necessary) numbers that reflect assets such as receivables,
inventories, property, equipment, and intangibles. I explain what those numbers
reveal about financial position and performance, including future performance.

 Chapter 5. Chapter 5 extends the analysis to special intercompany investing activ-
ities. I analyze intercorporate investments, including marketable securities, equity
method investments and investments in derivative securities, and business com-
binations. Also, in an appendix I examine international investments and their
reporting implications for financial statements.

 Chapter 6. This chapter focuses on analysis of operating activities and income. I
discuss the concept and measurement of income as distinct from cash flows. I
analyze accrual measures in yielding net income. I stress the difference between
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comprehensive income and earnings during a period. Understanding recognition
methods of both revenues and expenses is stressed. I analyze and adjust the income
statement and its components, including topics such as restructuring charges, asset
impairments, employee stock options, and accounting for income taxes.

FINANCIAL ANALYSIS

Chapters 7 through 11 examine the processes and methods of financial analysis (including
prospective analysis). I stress the objectives of different users and describe analytical tools
and techniques to meet those objectives. The means of analysis range from computation
of ratio and cash flow measures to earnings prediction and equity valuation. I apply
analysis tools that enable one to reconstruct the economic reality embedded in financial
statements. I demonstrate how analysis tools and techniques enhance users’ decisions—
including company valuation and lending decisions. I show how financial statement
analysis reduces uncertainty and increases confidence in business decisions. This section
consists of five chapters and a Comprehensive Case:

Chapter 7. This chapter begins our study of the application and interpretation of
financial analysis tools. I analyze cash flow measures for insights into all business
activities, with special emphasis on operating activities. Attention is directed at
company and industry conditions when analyzing cash flows.

Chapter 8. Chapter 8 emphasizes return on invested capital and explains variations
in its measurement. Attention is directed at return on net operating assets and
return on equity. I disaggregate both return measures and describe their relevance.
I pay special attention to disaggregation of return on equity into operating and
nonoperating components, as well as differences in margins and turnover across
industries.

Chapter 9. 1 describe forecasting and pro forma analysis of financial statements. I
present forecasting of the balance sheet, income statement, and statement of cash
flows with a detailed example. I then provide an example to link prospective
analysis to equity valuation.

Chapter 10. This chapter focuses on credit analysis, both liquidity and solvency.
I first present analysis tools to assess liquidity—including accounting-based ratios,
turnover, and operating activity measures. Then I focus on capital structure and
its implications for solvency. I analyze the importance of financial leverage
and its effects on risk and return. Analytical adjustments are explained for tests
of liquidity and solvency. I describe earnings-coverage measures and their
interpretation.

Chapter 11. The final chapter emphasizes earnings-based analysis and equity valu-
ation. The earnings-based analysis focuses on earnings quality, earnings persis-
tence, and earning power. Attention is directed at techniques for measuring and
applying these concepts. Discussion of equity valuation focuses on forecasting
accounting numbers and estimating company value.

Comprehensive Case. This case is a comprehensive analysis of financial statements
and related notes. I describe steps in analyzing the statements and the essential
attributes of an analysis report. Analysis is organized around key components of
financial statement analysis: cash analysis, return on invested capital, asset utiliza-
tion, operating performance, profitability, forecasting, liquidity, capital structure,
and solvency.
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KEY CHANGES IN THIS EDITION

Many readers provided useful suggestions through chapter reviews, surveys, and corre-
spondence. I made several changes in response to their comments and suggestions.
The key changes to the eleventh edition are:

* Updating Accounting Pronouncements. | have updated the text to reflect the
latest standards and pronouncements of US GAAP. I have also adopted the new
codification system under US GAAP.

* Incorporating IFRS. IFRS has been growing in importance both in the United
States and around the world. While there are not too many differences between
IFRS and US GAAP, there do exist certain key differences. I have updated the text
so as to also include references to IFRS and highlight differences from US GAAP
when they occur. I have also added sections primarily devoted to certain items
where the treatment under IFRS is very different from that under US GAAP.

* Asset Revaluations under IFRS (Chapter 4). Unlike US GAAP, IFRS allows
upward revaluations of assets. I now include a separate section in Chapter 4 to
address this issue.

* Debt Financing (Chapter 3). Chapter 3 now has a detailed section on debt
financing, including accounting treatment, note disclosures, and analysis issues
related to debt financing.

* Restructuring Chapter 3. The chapter on financing activities has been restruc-
tured. First, the new section on debt financing has been included. Second, the
large section on postretirement benefits has now been moved to an appendix. This
allows the flexibility of allowing those instructors who wish to cover postretire-
ment benefits to do so, without burdening everyone with this complex topic.
Third, the section on shareholders’ equity has been updated and streamlined.

* Colgate Continues as Featured Company. I continue to use Colgate as our
feature company, but now use a more recent annual report. Colgate provides a sta-
ble consumer products company to illustrate the analysis; it is also used to explain
many business practices and is of interest to a broad audience. Campbell Soup is
retained as another company for illustrations and assignments.

* Streamlining and Updating the Text. Chapters 1 through 6 have been stream-
lined and updated to improve presentation and lucidity of the writing. Several
sections have been reorganized and rewritten to improve readability.

* EOC Material Streamlined and Updated. End-of-chapter material has been
streamlined and updated to reflect changes to the text. I have also added many
new problems and cases to respond to readers’ suggestions.

* Book Is Focused and Practical. I continue to emphasize a streamlined and con-
cise book with an abundance of practical applications and directions for analysis.

INNOVATIVE PEDAGOGY

People learn best when provided with motivation and structure. The pedagogical fea-
tures of this book facilitate those learning goals. Features include:

* Analysis Feature. An article featuring an actual company launches each chapter
to highlight the relevance of that chapter’s materials. In-chapter analysis is per-
formed on that company. Experience shows readers are motivated to learn when
their interests are piqued.
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* Analysis Objectives. Chapters open with key analysis objectives that highlight
important chapter goals.

* Analysis Linkages. Linkages launch each chapter to establish bridges between
topics and concepts in prior, current, and upcoming chapters. This roadmap—
titled .4 Look Back, A Look at This Chapter, and A Look Ahead—provides structure
for learning.

* Analysis Preview. A preview kicks off each chapter by describing its content and
importance.

* Analysis Viewpoint. Multiple role-playing scenarios in each chapter are a
unique feature that show the relevance of financial statement analysis to a wide as-
sortment of decision makers.

* Analysis Excerpt. Numerous excerpts from practice—including annual report
disclosures, newspaper clippings, and press releases—illustrate key points and
topics. Excerpts reinforce the relevance of the analysis and engage the reader.

* Analysis Research. Multiple short boxes in each chapter discuss current re-
search relevant to the analysis and interpretation of financial statements.

* Analysis Annotations. Each chapter includes marginal annotations. These are
aimed at relevant, interesting, and topical happenings from business that bear on
financial statement analysis.

* Analysis Feedback. End-of-chapter assignments include numerous traditional
and innovative assignments augmented by several cases that draw on actual
financial statements such as those from American Airlines, Best Buy, Campbell
Soup, Cendant, Citicorp, Coca-Cola, Colgate, Delta Airlines, Kimberly-Clark,
Kodak, Marsh Supermarkets, Merck, Microsoft, Newmont Mining, Philip Morris,
Quaker Oats, Sears, TYCO, Toys “R” Us, United Airlines, Walt Disney, and Wal-
Mart. Assignments are of four types: Questions, Exercises, Problems, and Cases. Each
assignment s titled to reflect its purpose—many require critical thinking, commu-
nication skills, interpretation, and decision making. This book stands out in both
its diversity and number of end-of-chapter assignments. Key check figures are
selectively printed in the margins.

* Analysis Focus Companies. Entire financial statements of two companies—
Colgate and Campbell Soup—are reproduced in the book and used in numerous
assignments. Experience shows that frequent use of annual reports heightens in-
terest and learning. These reports include notes and other financial information.

TARGET AUDIENCE

This best-selling book is targeted to readers of all business-related fields. Students and
professionals alike find the book beneficial in their careers as they are rewarded with an
understanding of both the techniques of analysis and the expertise to apply them. Re-
wards also include the skills to successfully recognize business opportunities and the
knowledge to capitalize on them.

The book accommodates courses extending over one quarter, one semester, or two
quarters. It is suitable for a wide range of courses focusing on analysis of financial state-
ments, including upper-level “capstone” courses. The book is used at both the under-
graduate and graduate levels, as well as in professional programs. It is the book of choice
in modern financial statement analysis education.
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SUPPLEMENT PACKAGE

This book is supported by a wide array of supplements aimed at the needs of both stu-
dents and instructors of financial statement analysis. They include:

* Book Website. [http://www.mhhe.com/subramanyam11e] The Web is increas-
ingly important for financial statement analysis. This book has its own dedicated
Online Learning Center, which is an excellent starting point for analysis resources.
The site includes links to key websites as well as support materials for both in-
structors and students.

¢ Instructor’s Solutions Manual. An Instructor’s Solutions Manual contains com-
plete solutions for assignments. It is carefully prepared, reviewed, and checked for
accuracy. The Manual contains chapter summaries, analysis objectives, and other
helpful materials. It has transition notes to instructors for ease in moving from the
tenth to the eleventh edition. It is available on the Online Learning Center.

* Test Bank. The Test Bank contains a variety of test materials with varying levels
of difficulty. All materials are carefully reviewed for consistency with the book and
thoroughly examined for accuracy. It is available on the Online Learning Center.

* Chapter Lecture Slides. A set of PowerPoint slides is available for each chapter.
They can be used to augment the instructor’s lecture materials or as an aid to stu-
dents in supplementing in-class lectures. It is available on the Online Learning
Center.

* Casebook Support. Some instructors augment the book with additional case ma-
terials. While practical illustrations and case materials are abundant in the text, more
are available. These include (1) Create custom case selection [www.mcgrawhillcreate
.com] and (2) Financial Shenanigans—ISBN: 978-0-07-138626-5(0-07-138626-2).

* Customer Service. 1-800-331-5094 or access http://www.mhhe.com
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A LOOK AT THIS CHAPTER o
We begin our analysis of financial
statements by considering its
relevance in the broader context of
business analysis. We use Colgate
Palmolive Co. as an example to help us
illustrate the importance of assessing
financial performance in light of
industry and economic conditions.
This leads us to focus on financial
statement users, their information
needs, and how financial statement

analysis addresses those needs. We
describe major types of business
activities and how they are reflected
in financial statements. A preliminary
financial analysis illustrates these
important concepts.

A LOOK AHEAD >
Chapter 2 describes the financial
reporting environment and the
information included in financial
statements. Chapters 3 through 6
deal with accounting analysis, which
is the task of analyzing, adjusting,
and interpreting accounting numbers
that make up financial statements.
Chapters 7 through 11 focus on
mastering the tools of financial
statement analysis and valuation.

A comprehensive financial statement
analysis follows Chapter 11.

2

CHAPTER ONE

OVERVIEW OF FINANCIAL
STATEMENT ANALYSIS

ANALYSIS OBJECTIVES

® Explain business analysis and its relation to financial statement
analysis.

e |dentify and discuss different types of business analysis.

® Describe component analyses that constitute business analysis.

e FExplain business activities and their relation to financial
statements.

® Describe the purpose of each financial statement and linkages
between them.

e |dentify the relevant analysis information beyond financial
statements.

e Analyze and interpret financial statements as a preview to more
detailed analyses.

e Apply several basic financial statement analysis techniques.
e Define and formulate some basic valuation models.

e FExplain the purpose of financial statement analysis in an
efficient market.
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Analysis Feature

Something to Smile About?

Colgate has been creating smiles
the world over for the past 200
years. However, the smiles are not
limited to users of its immensely
popular toothpaste. Colgate’s
financial and stock price perfor-
mance during the past decade has
given plenty for its shareholders to
smile about. Stock price appreci-
ated 60% over this period, gener-
ating average returns for Colgate’s
stockholders to the tune of about
7% per year, many times higher
than that on the S&P 500 over a
comparable period. Earnings have
almost doubled during the past
decade, which has witnessed the
worst economic times since the
Great Depression of the 1930s.

One of the world’s oldest cor-
porations, Colgate today is a truly
global company, with a presence
in almost 200 countries and sales
revenues of about $17 billion. Its

Source: Company’s 10-Ks.

brand name—most famously asso-
ciated with its toothpaste—is one
of the oldest and best recognized
brands in the world. In fact, the
brand has been so successful that
“Colgate” has become a generic
word for toothpaste in many
countries, spawning imitations
over which the company has been
engaged in bitter legal disputes.
Colgate leverages the popular-
ity ofits brand as well as its interna-
tional presence and implements a
business strategy that focuses on
attaining market leadership in cer-
tain key product categories and
markets where its strengths lie. For
example, Colgate controls almost a
third of the world’s toothpaste
market, where it has been gaining
market share in the recent past!
Such market leadership allows it
pricing power in the viciously
competitive consumer products

PREVIEW OF CHAPTER 1

Financial statement analysis is an integral and important part of the broader field
of business analysis. Business analysis is the process of evaluating a company’s eco-

nomic prospects and
risks. This includes an-
alyzing a company’s
business environment,
its strategies, and its

markets. A total consumer orienta-
tion, constant innovation, and re-
lentless quest for improving cost
efficiencies have been Colgate’s
hallmarks to success.

Another key feature in Col-
gate’s strategy has been its ex-
tremely generous dividend policy;
over the past ten years Colgate has
paid out almost $15 billion to its
shareholders through cash divi-
dends and stock buybacks, which
is significantly more than the
money it has raised from its share-
holders in its entire history! Col-
gate’s dividend policy reflects its
management philosophy of stay-
ing focused on generating superior
shareholder returns rather than
pursuing a strategy of misguided
growth. Small, in Colgate’s case,
has certainly been beautiful!

Overview of Financial Statement Analysis

financial position and

Financial

performance. Business
analysis is useful in a
wide range of busi-
ness decisions, such as
whether to invest in
equity or in debt se-
curities, whether to
extend credit through
short- or long-term

Business Analysis

Statements—
Basis of Analysis

Financial Statement
Analysis Preview

Textbook
Organization

Introduction to
business analysis

Types of business
analysis

Components of
business analysis

Business activities

Financial
statements and
business activities

Additional
information

Analysis tools

Basic valuation
models

Analysis in an
efficient market

Part 1: Overview

Part 2: Accounting
analysis

Part 3: Financial
analysis
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loans, how to value a business in an initial public offering (IPO), and how to evaluate
restructurings including mergers, acquisitions, and divestitures. Financial statement
analysis is the application of analytical tools and techniques to general-purpose finan-
cial statements and related data to derive estimates and inferences useful in business
analysis. Financial statement analysis reduces reliance on hunches, guesses, and intu-
ition for business decisions. It decreases the uncertainty of business analysis. It does not
lessen the need for expert judgment but, instead, provides a systematic and effective
basis for business analysis. This chapter describes business analysis and the role of
financial statement analysis. The chapter also introduces financial statements and
explains how they reflect underlying business activities. We introduce several tools and
techniques of financial statement analysis and apply them in a preliminary analysis of
Colgate. We also show how business analysis helps us understand Colgate’s prospects
and the role of business environment and strategy for financial statement analysis.

=annsnaBUSINESS ANALYSIS

This section explains business analysis, describes its practical applications, identifies sep-
arate analyses that make up business analysis, and shows how it all fits in with financial
statement analysis.

Introduction to Business Analysis

Financial statement analysis is part of business analysis. Business analysis is the evalua-
tion of a company’s prospects and risks for the purpose of making business decisions.
These business decisions extend to equity and debt valuation, credit risk assessment,
earnings predictions, audit testing, compensation negotiations, and countless other
decisions. Business analysis aids in making informed decisions by helping structure the
decision task through an evaluation of a company’s business environment, its strategies,
and its financial position and performance.

To illustrate what business analysis entails we turn to Colgate. Much financial infor-
mation about Colgate—including its financial statements, explanatory notes, and
selected news about its past performance—is communicated in its annual report repro-
duced in Appendix A near the end of this book. The annual report also provides
qualitative information about Colgate’s strategies and future plans, typically in the
Management Discussion and Analysis, or MD&A, section.

An initial step in business analysis is to evaluate a company’s business environment
and strategies. We begin by studying Colgate’s business activities and learn that it is a lead-
ing global consumer products company. Colgate has several internationally well-known
brands that are primarily in the oral, personal, and home care markets. The company has
brands in markets as varied as dental care, soaps and cosmetics, household cleaning prod-
ucts, and pet care and nutrition. The other remarkable feature of Colgate is its compre-
hensive global presence. Almost 80% of Colgate’s revenues are derived from international
operations. The company operates in 200 countries around the world, with equal pres-
ence in every major continent! Exhibit 1.1 provides key financial details of Colgate’s op-
erating divisions.

Colgate’s strengths are the popularity of its brands and the highly diversified nature
of its operations. These strengths, together with the static nature of demand for con-
sumer products, give rise to Colgate’s financial stability, thereby reducing risk for its
equity and debt investors. For example, Colgate’s stock price weathered the bear mar-
ket of 2008-2009, when the S&P 500 shed half its value (see Exhibit 1.2). The static
nature of demand in the consumer products markets, however, is a double-edged
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Colgate’s Operating Divisions Exhibit 1.1

(2011 AMOUNTS IN $ MILLION)

Net Operating Total

Sales Profit Assets

Oral, personal, and home care
North America* ...................... $ 2,995 $ 791 $ 2,288
Latin America ....................... 4778 1,414 3,636
Europe/South Pacific .................. 3,508 715 3,555
Greater Asia/Africa ................... 3,281 807 2,069
Total oral, personal, and home care ....... 14,562 3,727 11,548
Pet nutrition™ .......... ... . 2,172 560 1,078
Corporate ..o N/A (446) 98
Totalnetsales......................... $16,734 $3,841 $12,724

*Net sales in the United States for oral, personal, and home care were $2,567.
"Net sales in the United States for pet nutrition were $1,032.

Colgate Stock Price Growth versus the S&P 500 Exhibit 1.2
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sword: while reducing sales volatility, it also fosters fierce competition for market share.
Colgate has been able to thrive in this competitive environment by following a carefully
defined business strategy that develops and increases market leadership positions in cer-
tain key product categories and markets that are consistent with the company’s core
strengths and competencies and through relentless innovation. For example, the com-
pany uses its valuable consumer insights to develop successful new products regionally,
which are then rolled out on a global basis. Colgate also focuses on areas of the world
where economic development and increasing consumer spending provide opportuni-
ties for growth. Despite these strategic overtures, Colgate’s profit margins are continu-
ously squeezed by competition. The company was thus forced to initiate a major
restructuring program in 2004 to reduce costs by trimming its workforce by 12% and
shedding several unprofitable product lines.
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Colgate’s brand leadership together with its international diversification and sensible
business strategies have enabled it to become one of the most successful consumer
products companies in the world. In 2011, Colgate earned $2.43 billion on sales rev-
enues of $16.73 billion. During the past decade, Colgate’s operating profit margin has
averaged above 20% of sales, which translates to an average return on assets of almost
30%, suggesting that its business is extremely profitable. Colgate then uses its small eq-
uity base and significant amount of debt financing to leverage its return on equity to
above 100%, one of the highest of all publicly traded companies. The stock market has
richly rewarded Colgate’s excellent financial performance and low risk: the company’s
price-to-earnings and its price-to-book ratios are, respectively, 19 and 21, and its stock
price has significantly outperformed the broader market.

In our discussion here, we reference a number of financial performance measures,
such as operating profit margins, return on assets, and return on equity. We also refer to
certain valuation ratios such as price-to-earnings and price-to-book, which appear to
measure how the stock market rewards Colgate’s performance. Financial statements
provide a rich and reliable source of information for such financial analysis. The state-
ments reveal how a company obtains its resources (financing), where and how those re-
sources are deployed (investing), and how effectively those resources are deployed (op-
erating profitability). Many individuals and organizations use financial statements to
improve business decisions. Investors and creditors use them to assess company
prospects for investing and lending decisions. Boards of directors, as investor represen-
tatives, use them to monitor managers’ decisions and actions. Employees and unions use
financial statements in labor negotiations. Suppliers use financial statements in setting
credit terms. Investment advisors and information intermediaries use financial state-
ments in making buy-sell recommendations and in credit rating. Investment bankers use
financial statements in determining company value in an IPO, merger, or acquisition.

To show how financial statement information helps in business analysis, let’s turn to
the data in Exhibit 1.3. These data reveal that over the past ten years Colgate’s net
income increased by 89%. Much of this growth was fueled by a significant growth in

Exhibit 1.3 Colgate’s Summary Financial Data (in billions, except per share data)
EEEEEENR

201 2010 2009 2008 2007 2006 2005 2004 2003 2002
Continuing Operations
Netsales .................... $16.73  $15.56  $15.33  $15.33  $13.79  $12.24  $11.40  $1058  $9.90  $9.29
Gross profit .................. 9.59 9.20 9.01 9.01 8.22 7.21 6.62 6.15 5.75 5.35
Operating income ............. 3.84 3.49 3.62 3.33 2.96 2.57 2.37 2.20 2.14 2.02
Netincome .................. 2.43 2.20 2.29 1.96 1.74 1.35 1.35 1.33 1.42 1.29
Total assets .................. 12.72 11.17 11.13 9.98 10.11 9.14 8.51 8.67 7.48 7.09
Total liabilities . ............... 10.18 8.36 7.88 7.94 1.72 7.62 7.05 7.21 6.38 6.53
Long-termdebt ............... 4.43 2.82 2.82 3.59 3.22 2.72 2.92 3.09 2.68 3.21
Shareholders’ equity ........... 2.38 2.68 3.12 1.92 2.29 1.41 1.35 1.25 0.89 0.35
Treasury stock atcost .......... 12.81 11.31 10.48 9.70 8.90 8.07 7.58 6.97 6.50 6.15
Basic earnings per share........ 4.98 4.45 4.53 3.81 3.35 2.57 2.54 2.45 2.60 2.33
Cash dividends per share ....... 2.27 2.03 1.72 1.56 1.40 1.25 111 0.96 0.90 0.72
Closing stock price ............ 92.39 80.37 82.15  68.54 77.96 65.24 54.85 51.16  50.05 5243
Shares outstanding (billions) .... 0.8 0.49 0.49 0.50 0.51 0.51 0.52 0.53 0.53 0.54
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revenues (80%). Colgate pays generous dividends: over the past 10 years it has paid
$7 billion in cash dividends and almost $8 billion through stock repurchases (see move-
ment in treasury stock). Therefore, Colgate has returned almost $15 billion to its share-
holders over the past decade, an amount which comprises most of its earnings during
this period. By paying out most of its earnings, Colgate has been able to maintain a
small equity base. A closer look suggests that most of the increase in Colgate share-
holders’ equity occurred during the financial crisis (2007-2009), when companies were
conserving cash because of uncertainty regarding credit availability. Since then, Colgate
has been decreasing its shareholders’ equity, which is consistent with its overall strategy
of leveraging high shareholder returns through a small equity base. Consequently,
Colgate’s return on equity is once again approaching the 100% mark (it was 96% in
2011). One downside of maintaining a small equity base is Colgate’s riskiness that arises
through its high financial leverage. For example, the company’s ratio of total liabilities
to equity is almost 5. However, the extremely stable nature of its operating performance
allows Colgate to leverage returns for its equity shareholders through having a high
proportion of debt in its capital structure.

Further examination of Exhibit 1.3 reveals that Colgate’s earnings growth over the
past decade has not occurred evenly. After dropping slightly in 2004, net income re-
mained stagnant for the next couple of years, and Colgate was able to achieve modest
growth in earnings per share over this period only by reducing its equity base. However,
this earnings stagnation is partly because of costs related to Colgate’s restructuring pro-
gram that commenced in 2004. Earnings before the restructuring charge actually grew
by 12% between 2004 and 2006. The restructuring program appears to have paid off
handsomely. Colgate’s earnings grew spectacularly during the next three years, at the
height of the financial crisis!

Is the summary financial information sufficient to use as a basis for deciding whether
or not to invest in Colgate’s stock or in making other business decisions? The answer is
clearly no. To make informed business decisions, it is important to evaluate Colgate’s
business activities in a more systematic and complete manner. For example, equity in-
vestors desire answers to the following types of questions before deciding to buy, hold,
or sell Colgate stock:

e What are Colgate’s future business prospects? Are Colgate’s markets expected to
grow? What are Colgate’s competitive strengths and weaknesses? What strategic FALLING STAR
initiatives has Colgate taken, or does it plan to take, in response to business op- - aulators slapped a fine
portunities and threats? on Merrill Lynch and

e What is Colgate’s earnings potential? What is its recent earnings performance?  banned one of its star
How sustainable are current earnings? What are the “drivers” of Colgate’s prof-  analysts from the securities
itability? What estimates can be made about earnings growth? industry for life for privately

e What is Colgate’s current financial condition? What risks and rewards does gtuoisg Ixﬂli?fhaetghet;?gy
Colgate’s financing structure portray? Are Colgate’s earnings vulnerable to vari-  pgosted it
ability? Does Colgate possess the financial strength to overcome a period of poor
profitability?

* How does Colgate compare with its competitors, both domestically and globally?

e What is a reasonable price for Colgate’s stock?

Creditors and lenders also desire answers to important questions before entering into
lending agreements with Colgate. Their questions include the following:

e What are Colgate’s business plans and prospects? What are Colgate’s needs for
future financing?
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RATINGS INFO

One can find company
debt ratings at
standardandpoors.com,
moodys.com, and
fitchratings.com.

BOND FINANCING
As of 2009, the size of the
worldwide bond market
(total debt outstanding) is
an estimated $82.2 trillion,
of which the size of the
outstanding U.S. bond
market debt was $31.2
trillion according to

Bank for International
Settlements (BIS), or
alternatively $35.2 trillion
as of Q2 2011 according to
Securities Industry and
Financial Markets
Association (SIFMA).
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e What are Colgate’s likely sources for payment of interest and principal? How
much cushion does Colgate have in its earnings and cash flows to pay interest and
principal?

e What is the likelihood Colgate will be unable to meet its financial obligations?
How volatile are Colgate’s earnings and cash flows? Does Colgate have the finan-
cial strength to pay its commitments in a period of poor profitability?

Answers to these and other questions about company prospects and risks require analy-
sis of both qualitative information about a company’s business plans and quantitative
information about its financial position and performance. Proper analysis and interpre-
tation of information is crucial to good business analysis. This is the role of financial
statement analysis. Through it, an analyst will better understand and interpret both
qualitative and quantitative financial information so that reliable inferences are drawn
about company prospects and risks.

Types of Business Analysis

Financial statement analysis is an important and integral part of business analysis. The
goal of business analysis is to improve business decisions by evaluating available infor-
mation about a company’s financial situation, its management, its plans and strategies,
and its business environment. Business analysis is applied in many forms and is an
important part of the decisions of security analysts, investment advisors, fund managers,
investment bankers, credit raters, corporate bankers, and individual investors. This
section considers major types of business analysis.

Credit Analysis

Creditors lend funds to a company in return for a promise of repayment with interest.
This type of financing is temporary since creditors expect repayment of their funds with
interest. Creditors lend funds in many forms and for a variety of purposes. Trade
(or operating) creditors deliver goods or services to a company and expect payment
within a reasonable period, often determined by industry norms. Most trade credit is
short term, ranging from 30 to 60 days, with cash discounts often granted for early pay-
ment. Trade creditors do not usually receive (explicit) interest for an extension of credit.
Instead, trade creditors earn a return from the profit margins on the business transacted.
Nontrade creditors (or debtholders) provide financing to a company in return for a
promise, usually in writing, of repayment with interest (explicit or implicit) on specific
future dates. This type of financing can be either short or long term and arises in a vari-
ety of transactions.

In pure credit financing, an important element is the fixed nature of benefits to cred-
itors. That is, should a company prosper, creditors’ benefits are limited to the debt con-
tract’s rate of interest or to the profit margins on goods or services delivered. However,
creditors bear the 775% of default. This means a creditor’s interest and principal are jeop-
ardized when a borrower encounters financial difficulties. This asymmetric relation of a
creditor’s risk and return has a major impact on the creditor’s perspective, including the
manner and objectives of credit analysis.

Credit analysis is the evaluation of the creditworthiness of a company. Credstworthiness
is the ability of a company to honor its credit obligations. Stated differently, it is the abil-
ity of a company to pay its bills. Accordingly, the main focus of credit analysis is on risk,
not profitability. Variability in profits, especially the sensitivity of profits to downturns
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in business, is more important than profit levels. Profit levels are important only to the
extent they reflect the margin of safety for a company in meeting its obligations.

Credit analysis focuses on downside risk instead of upside potential. This includes
analysis of both liquidity and solvency. Liquidity is a company’s ability to raise cash in
the short term to meet its obligations. Liquidity depends on a company’s cash flows and
the makeup of its current assets and current liabilities. Solvency is a company’s long-
run viability and ability to pay long-term obligations. It depends on both a company’s
long-term profitability and its capital (financing) structure.

The tools of credit analysis and their criteria for evaluation vary with the term
(maturity), type, and purpose of the debt contract. With short-term credit, creditors are
concerned with current financial conditions, cash flows, and the liquidity of current
assets. With long-term credit, including bond valuation, creditors require more detailed
and forward-looking analysis. Long-term credit analysis includes projections of cash
flows and evaluation of extended profitability (also called sustainable earning power).
Extended profitability is a main source of assurance of a company’s ability to meet long-
term interest and principal payments.

Equity Analysis

GREATEST
Equity investors provide funds to a company in return for the risks and rewards of ~ |NVESTORS
ownership. Equity investors are major providers of company financing. Equity financ-  The “top five” greatest

ing, also called egusty or share capital, offers a cushion or safeguard for all other forms of ~ equity investors of the
financing that are senior to it. This means equity investors are entitled to the distribu- Iznozhscuerctet;ry as compiled
tions of a company’s assets only after the claims of all other senior claimants are met, '

. . . .. .. . 1. Warren Buffett,
including interest and preferred dividends. As a result, equity investors are said to hold Berkshire Hathaway

a residual interest. This implies equity investors are the first to absorb losses when a com- 2. Peter Lynch,

pany liquidates, although their losses are usually limited to the amount invested. How- Fidelity Funds

ever, when a company prospers, equity investors share in the gains with unlimited 3. John Templeton,

upside potential. Thus, unlike credit analysis, equity analysis is symmetric in that it must . TB?[:],Z'?J?“" GGrEaOr:]apm .

assess both downside risks and upside potential. Because equity investors are affected " David Dodd,

by all aspects of a company’s financial condition and performance, their analysis needs professors

are among the most demanding and comprehensive of all users. 5. George Soros,
Individuals who apply active investment strategies primarily use technical analysis, Soros Fund

fundamental analysis, or a combination. Technical analysis, or charting, searches for
patterns in the price or volume history of a stock to predict future price movements.
Fundamental analysis, which is more widely accepted and applied, is the process of
determining the value of a company by analyzing and interpreting key factors for the
economy, the industry, and the company. A main part of fundamental analysis is
evaluation of a company’s financial position and performance.

A major goal of fundamental analysis is to determine intrinsic value, also called
fundamental value. Intrinsic value is the value of a company (or its stock) determined
through fundamental analysis without reference to its market value (or stock price).
While a company’s market value can equal or approximate its intrinsic value, this is not
necessary. An investor’s strategy with fundamental analysis is straightforward: buy
when a stock’s intrinsic value exceeds its market value, sell when a stock’s market value
exceeds its intrinsic value, and hold when a stock’s intrinsic value approximates its
market value.

To determine intrinsic value, an analyst must forecast a company’s earnings or cash
flows and determine its risk. This is achieved through a comprehensive, in-depth analy-
sis of a company’s business prospects and its financial statements. Once a company’s


http://www.downloadslide.com



