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Learning Module 1

Introduction to Financial Statement Analysis 
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1: Describe the steps in the financial statement analysis framework 

Following is a six-step basic framework for financial analysis.


1.   Articulate the purpose and the context of the analysis

2.   Collect data

3.   Process the data

4.   Analyze and interpret the data

5.   Develop reports and communicate the conclusions 

6.   Follow up/update the analysis




1.  Articulate the purpose and the context of the analysis:  First of all, we need to articulate what is the purpose of our analysis. An analyst might be working on different perspectives to evaluate a company. These perspectives might include



Evaluation of a company as an equity investment, Potential acquisition, analysis of the company`s creditworthiness, or any other intentions given by the client.


2.  Collect data: At this stage, all the sources of information, like financial statements, management`s commentary, conference calls, etc., are needed to collect the data about a company.




3.  Process the data: At this stage, all the data collected in the previous stage is processed. We might be calculating financial ratios and common size statements, building models or forecasting etc.




4.  Analyze and interpret the data: At this stage, we start to build an assessment of the company. We answer the questions we were looking for in first stage.




5.  Develop reports and communicate the conclusions: At this stage, we draw conclusions, develop a report, and communicate it with the intended audience/client. The report must comply with Codes and Standards. 



6.  Follow up/update the analysis: At this stage we gather and update our previously collected data/information and update our conclusions. Updating might include repetition of some previous steps. 





2: Describe the roles of financial statement analysis 

Financial reporting: These are the methods a firm/company uses to explain its financial position and health.

The management prepares unaudited and audited financial statements for the general public and the users of financial statements. The financial statements include income statements, balance sheets, statements of cash flow, and other financial disclosures required by regulatory bodies/accounting standard-setting bodies. 

The users of financial statements are those who make economic decisions based on these reports, such as investors, lenders, company management, government, analysts, etc.

Financial statements analysis is about evaluating company performance using these published financial reports. The information in the statements and disclosures is used by analysts to evaluate the company`s current and past performance to make an opinion about the firm, like whether or not we should invest in this company. A bank can also think of whether or not they should pass the loan application of this particular company.

3: Describe the importance of regulatory filings, financial statement notes and supplementary information, management’s commentary, and audit reports 

There are two major company`s financial disclosures

Footnotes

The management's discussion and analysis.

The footnotes: The footnotes to the financial statements help us to understand the company`s position and performance. They give us information about the company`s fiscal year, standards used in the preparation of financial statements, accounting assumptions, insight about unique transactions and legal proceedings, employee benefit plans, contingencies and commitments, acquisitions, and disposals of businesses and segments of the firm. (We will discuss all of these later).

Management`s commentary:  Also known as the management's discussion and analysis (MD&A), management’s report, operating and financial review.

This is also a very crucial source of information for an analyst to understand financial reports. One thing to remember here, the MD&A is generally unaudited.

IFRS guidelines suggest the following information in this section,

Nature of the business, management objectives, company's past performance, current business environment and future outlook, the performance measures used, the company's essential relationships, resources owned by the company, and risks.

US GAAP requires that MD&A must include


❖  Significant Events and future uncertainties which will affect liquidity, capital resources and main operations of the firm. 




❖  Inflation and off-balance sheet items, obligations like purchase /sale agreements, or any other contractual agreement.




❖  Accounting policies are based on management`s judgment.




❖  Other important sources of information are Securities and Exchange Commission filings like



Form 8-K:  Under Form 8 K, the companies are required to disclose 

Acquisitions and disposals of major assets 

Changes in management or corporate governance.

This form is submitted when changes occur, so this is a very important one.

Quarterly financial statements are filed under Form 10-Q. This also includes any material changes in business and any new information regarding the company`s management. 

Form 10-k: It is filed with audited annual reports and information about the business, management, and legal matters.

Proxy statements: When matters require shareholder`s votes this statement is issued to them. These are matters like the election of the board of directors, their compensation, etc.

Audit: An audit is the inspection of financial statements and supporting documents by an independent body (an auditor or body of auditors).

Objective of audit: The objective of the audit is to create an opinion about the fairness and reliability of a set of financial statements and documents. 

4: Describe implications for financial analysis of alternative financial reporting systems and the importance of monitoring developments in financial reporting standards 

As Accounting standards continuously evolve, an analyst must remain updated about these changes and innovations. Analysts must visit professional journals, the IASB website (www.ifrs.org), and the FASB website (www.fasb.org). CFA Institute also issues position papers on financial reporting issues. 

Analysts must also check for the company`s disclosures for accounting standards used, accounting policies, and estimates.

5: Describe information sources that analysts use in financial statement analysis besides annual and interim financial reports

We know that companies must issue annual reports to show their financial results and performances. In the meantime, companies also release quarterly and semiannual reports, which analysts must consider while evaluating the performance of the company. These interim reports (generally unaudited) and their footnotes are a vital source of information to an analyst because these statements show major financial events during that interim.

Other important sources of information are Securities and Exchange Commission filings like

Form 8-K:  Under Form 8 K, the companies are required to disclose 

Acquisitions and disposals of major assets 

Changes in management or corporate governance.

This form is submitted when changes occur, so this is a very important one.

Quarterly financial statements are filed under Form 10-Q. This also includes any material changes in business and any new information regarding the company`s management. 

Form 10-k is filed with audited annual reports and information about the business, management, and legal matters.

Proxy statements: When there are matters which require shareholder`s votes this statement is issued to them. These are matters like the election of the board of directors, their compensation, etc. 

Sources of information other than SEC filings;

Press releases and corporate reports: Companies often release these items. They can be a source of information up to some extent.

Conference calls: This is another important source for an analyst. After earnings are announced, senior management answers the questions in a conference call.

Earnings guidance is given by the management to present its own performance expectations. 

Industry reports: the reports of the industry and especially the competitors are also good sources of information.

Analysts must also consider the economic conditions of businesses and countries in analyzing the companies. He/she can get more information from economic and business journals, statistical journals, and the government journals.
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Learning Module 2

Analyzing Income Statements 
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1: Describe general principles of revenue recognition, specific revenue recognition applications, and implications of revenue recognition choices for financial analysis

Remember, revenues do not depend upon cash. When goods are sold on credit, revenue is recognized when;


❖  Ownership of the goods changes hands from selling to buying party.

❖  When the risk and reward of owning goods has moved to a buying party.



With IFRS, we must recognize revenues in the sale of goods under the following conditions.


	When the risk and reward of owning goods has moved to a buying party.

	The selling party has no managerial influence/control over the goods.

	The expected revenue can be reliably measured.

	It is likely and probable that the economic benefit of the transaction will flow to the selling entity.

	The cost of the transaction can be reliably measured.




In case of the delivery of services, the following conditions are followed




	The expected revenue can be reliably measured.

	It is likely and probable that the economic benefits of transactions will flow to the selling party.

	The cost of the transaction can be measured.

	The stage of the completion of the transaction must be reliably measured. 



With GAAP, revenue must be recognized if it is

Realized, realizable, or earned.

These are some special cases in which revenue recognition becomes more difficult.

Exceptional cases can be


	long-term contracts

	Installment sales.

	Barter transactions.

	The gross and net reporting of revenue.



Long-term contracts: Long-term contracts mean revenue streams will cover multiple accounting periods (more than one year).

The issue is when we recognize the revenue. If we recognize it when the contract occurred, that will exaggerate reported income in the current period, and the income for subsequent years will be underweight.

So, we need to divide the overall revenue amount across multiple years, maybe an equal or prorated (unequal) distribution across each year, or maybe recognition should be based on our understanding of the underlying business circumstances using a method called 

Percentage of completion

It estimates the percentage of the contract that is complete. If the contract is 60 % complete, then the company should recognize 60 % of the revenue up to that point. We calculate the percentage of project completion by calculating the percentage of total cost we have spent. 

For example, a company has entered into a project which will take five years to complete.

Total cost of the project is estimated = $20 million 

The price at which it will be sold =$30 m.

In the first year, we spent 5 million, which is 25 percent of the overall cost.

So, the 25% of total revenues (25% of 30 m) should be reported for the first year and the same method for the next years.

If the outcome of the project is not actually known at the beginning (of long-term contract)

IFRS and U. S. GAAP differ in this circumstance.

Under IFRS, as long as we have sufficient incoming revenue to justify the level of spending, we can recognize revenue to the extent of the costs incurred. It means revenues =costs. Profit is only recognized at completion.

Under US GAAP, we use the completed contract method. The project doesn't go to the income statement at all. Only loss is recognized immediately. The cumulative cost is recorded on the balance sheet, where cash goes down as it is spent. And some other assets (inventory) are rising as the project is on its way to being completed. In the final year, we record total revenue and total cost. In years other than final, we do not recognize any cost or revenues under US GAAP.

Installment sales (Another long-term contract)

This situation is where sales proceeds will be received in installments over multiple periods.

Under IFRS, the expected installment payments are discounted back to their present value. That discounted amount is then recognized on the date of the sale as the sales price. The remainder, the difference between the simple sum of payments and the present value of those payments, will be recognized over time as an interest component.
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