Financial Statements

Disclaimer
This presentation was prepared exclusively for the benefit and use of the members of Western Capital Markets (“WCM”) for
the purpose of teaching and discussing financial and investment matters. This presentation is proprietary to WCM .
The information and any analyses contained in this presentation are taken from, or based upon, information obtained from
the WCM Executive Team or from publicly available sources. Any information taken from external literature is appropriately
referenced. The completeness and accuracy of this presentation cannot be assured by WCM.
To the extent projections and financial analyses are set forth herein, they may be based on estimated financial performance
prepared by WCM and are intended only to suggest reasonable ranges of results. Any calculations or value ranges indicated
herein are preliminary and should not be construed as opinions of WCM or their individual members as to value, fair market
value, or target prices at which a transaction would be considered fair from a financial point of view and must not be relied
upon or disclosed as constituting such a document or opinion.
WCM does not take liability for any inaccurate information, and is not liable for any investment advice. Before acting on any
information, from WCM or external sources, you should contact a Certified Financial Advisor.
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Financial Statements
SECTION I

Why Financial Statements Matter
§ Financial Statements give us a way to measure the economic performance of a company
§ To provide information to investors and stakeholders to give insight into management’s
performance
§ “Management’s report card”
§ There are three important statements, each of which provide different insight on how
management is doing
§ Income Statement
§ Balance Sheet
§ Statement of Cash Flows
§ Financial Statements of public companies are standardized
§ Must follow Generally Accepted Accounting Principles (GAAP)
§ Most Canadian companies will be switching over to International Financial Reporting
Standards (IFRS)
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Income Statement
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Income Statement
§ Statement of a company’s profitability over a specific period of time
§ Key points:
§ Revenue recognition is highly subjective
§ Based on Cash Received
§ Based on Products Sold
§ Based on Production
§ Cost of good sold depends on cost estimation and allocation methods
§ Depreciation depends on estimation of useful life and salvage value of asset
§ Adjustments can occur from technological advances and reliability issues
§ Taxes only paid on income, losses can be carried forward to offset future taxes
§ Earnings per Share (EPS) =
Net Income
Weighted Average Common Shares Outstanding
§ One of the most followed financial statistics
§ Operating Profit = Earnings Before Interest and Tax (EBIT)
§ Earnings Before Interest Tax Depreciation and Amortization (EBITDA)
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Balance Sheet
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Balance Sheet
§ Report a company’s assets, liabilities and equity at a specific point in time
§ Three parts:
§ Assets shows what a company owns
§ Shows what helps generate the company cash
§ Liabilities show what a company owes
§ Equity shows the owner’s claim on a company’s assets
§ Assets = Liabilities + Owners Equity (ALOE)
§ CASH IS KING
§ Cash (and Marketable Securities) is the most accurate and objective account in any set of
financial statements
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Statement of Cash Flows

10	
  

Statement of Cash Flows
§ If you could only choose two of the three financial statements to look at, which would you choose?

§ Statement of Cash Flows gives insight into a
company’s quality of earnings
§ Credit sales do not always necessarily
translate into cash
§ Also shows the amount a business needs to
invest in order to maintain level of income
§ High investment to generate minimal cash
flows is not a good business
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Financial Statement Relationships
§ The three financial statements are interrelated, try to figure out the example below:
§ Ex. What is the effect of $100 increase in Depreciation on the three financial statements?
§ Assume tax rate of 40%
§ First, start with Income Statement
§ Revenue is unchanged
§ Operating Expenses increase by $100
§ Operating Income decreases by $100
§ Tax decreases by $40
§ Net Income decreases by $60
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Financial Statement Relationships
§ Next, go to the Statement of Cash Flows
§ Net Income decreases by $60
§ Depreciation and Amortization (D&A) increases by $100
§ Taxes payable decreases by $40
§ Cash is unchanged
§ Lastly, go to the Balance Sheet
§ Assets
§ Accumulated Depreciation increases by $100
§ Net Assets decrease by $100
§ Liabilities
§ Taxes Payable decreases by $40
§ Equity
§ Retained Earnings decreases by $60
§ The fundamental equation holds: Assets = Liabilities + Equity
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Financial Ratios
SECTION II

Liquidity Ratios
§ What is liquidity?
§ Ability to meet short term obligations
§ Key ratios:
§ Current Ratio = Current Assets / Current Liabilities
§ Quick Ratio (Acid Test) = (Cash + Receivables) / Current Liabilities
§ Inventory Turnover = Cost of Goods Sold (COGS) / Average Inventory
§ Receivable Turnover = Net Credit Sales / Average Accounts Receivable
§ Payable Turnover = COGS / Average Accounts Payable
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Profitability Ratios
§ What is profitability?
§ How much of the revenue is translated into economic benefit
§ Key ratios:
§ Gross Profit Margin= Gross Profit / Sales
§ EBITDA Margin = EBITDA / Sales
§ Operating Profit Margin= Operating Profit/ Sales
§ Profit Margin= Net Income / Sales
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Asset Management Ratios
§ What is asset management?
§ Measurement of how well a company is utilizing it’s assets to generate profit
§ Key ratios:
§ Total Asset Turnover = Net Sales / Average Assets
§ Fixed Asset Turnover = Net Sales / Net Fixed Asset
§ Return on Asset = Net Income / Total Assets
§ Return on Equity = Net Income / Equity
§ Return on Capital = (Net Income + Interest) / (Debt + Equity)
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Debt Management Ratios
§ Why are debt management ratios important?
§ For two reasons:
1. Every company has an optimal capital structure; debt management ratios are a way
to compare a company to its peers in the industry
2. To measure the ability of a company to meet it’s interest obligations
§ Key ratios:
§ EBITDA Coverage = EBITDA/ Interest Expense
§ Interest Coverage = EBIT/ Interest Expense
§ Debt to EBITDA = Total Debt / EBITDA
§ Net Debt to EBITDA = Total Debt - Cash (Net Debt) / EBITDA
§ Debt to Assets = Total Debt / Total Assets
§ Debt to Equity = Debt / Equity
§ Debt to Capitalization = Debt / Capitalization (Debt + Equity)
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Fun with Return on Equity (ROE)
SECTION III

Fun with Return on Equity (ROE)
§ The seemingly innocent ratio of ROE is actually a powerful proxy of a company’s profitability
§ Extended Dupont Formula:
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Questions?
SECTION IV

