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Overview of General Issues
Financial Analysis in General 

Â Examine past and current financial data to evaluate past 
performance and future risks

Balance Sheet Analysis 

Â Financial snapshot

Â Assets = Liabilities + Equity

Income Statement Analysis 

Â Flow of Resources over Time

Â Sales ïCOGS ïOperating Expenses = Pretax profit

Cash Flow Analysis

Â Sources and Uses of Funds: Operating, Investing, and Financing 

Case Study
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Financial Analysis in General

Course Scope

Outline

Checklist of Analysis Tools
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Financial Analysis in General ï
Qualitative Analysis

Users of 

Accounting

Information

User -Specific

Qualities UNDERSTANDABILITY

Pervasive

Criterion

Primary 

Qualities

Ingredients of 

Primary 

Qualities

Predictive 

Value

Feedback 

Value Timelines Verifiability

Representational

Faithfulness Neutrality

Secondary

Qualities Comparability Consistency

A Hierarchy of Accounting Qualities

DECISION MAKERS

AND THEIR CHARACTERISTICS

COSTS < BENEFITS

(Pervasive Constraint)

MATERIALITY

(Threshold for Recognition)

RELEVANCE RELIABILITY

Constraints

DECISION USEFULNESS
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Financial Analysis in General ï
Qualitative Analysis

Bias: Bias in measurement is the tendency of a measure to fall more 
often on one side than the other of what it represents instead of being 
equally likely to fall on either side.  Bias in accounting measures means 
a tendency to be consistently too high or too low.

Comparability:  The quality of information that enables users to 
identify similarities in and differences between tow sets of economic 
phenomena.

Completeness:  The inclusion in reported information of everything 
material that is necessary for faithful representation of the relevant 
phenomena.

Conservatism:  A prudent reaction to uncertainty to try to insure that 
uncertainty and risks inherent in business situations are adequately 
considered.  
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Financial Analysis in General ï
Qualitative Analysis

Misrepresentation 

ÂDeliberately manipulating financial 
statements

Adjustments 

ÂNonrecurring or non-business items.  
Assets/Liabilities to market value.
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Financial Analysis in General ï
Qualitative Analysis

Considerations in using financial ratios:

Â Ratios are only as relevant and reliable as the data that 
goes into them

Â Ratios can be difficult to interpret

Â Ratios have certain limitations:

ÈReflect past conditions, transactions, and events

ÈReflect book values, not real or economic values

ÈComputation of ratios is not completely standardized

ÈApplication of accounting principles vary among firms, 
and changes in their application affect the ratios

ÈRatio analysis may be affected by seasonal factors

ÈInter -company comparisons are difficult when companies 
are diversified or have different risk characteristics
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Balance Sheet Analysis

Balance Sheet Review

ÂWorking Capital Analysis

ÂTangible Fixed Asset Analysis

Â Intangible Asset Analysis

ÂLong-term debt Analysis

Assets = Liabilities + Stockholders Equity

(Investing) = (Financing)
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Balance Sheet Analysis

A. Assets

1. Current Assets

a) Cash

b) Receivables

c) Inventory

d) Prepaid Expenses

2. Long-Term Assets

a) Tangible Fixed Assets

b) Intangible Assets

3. Other Assets

a) Contingent Assets

b) Investment assets not employed in the main business of the 
company
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Balance Sheet Analysis

B. Liabilities

1. Current Liabilities

a) Short-term debt

b) Payables

c) Accrued Expenses

2. Long-Term Liabilities

a) Long-term loans, mortgages, notes, bonds

b) Long-term capitalized leases

c) Liabilities under defined benefit pension plans and other post-
retirement plans

3. Other Liabilities

a) Contingent Liabilities

(1) Debt Guarantees

(2) Earnouts

(3) Lawsuits
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Balance Sheet Analysis

A. Hybrid Funding Sources

1. Is it equity or is it debt?

a) Long-term loans from shareholders in a privately 

held company

b) Convertible debt or Convertible preferred stock

B. Stockholdersô/Partnersô/Membersô Equity
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Balance Sheet Analysis

Eyeball Analysis
Cash 600           400           800$         

Accounts Receivable 750           1,200        1,350        

Inventories 600           775           890           

Prepaid Expenses 280           310           330           

   Current Assets 2,230        2,685        3,370$      

Property, Plant and Equipment 1,800        2,500        2,700        

Less: Accumulated Depreciation 900           (1,050)       (1,200)       

Intangible assets (Goodwill) -            1,000        1,000        

Other Assets 350           425           500           

   Total Assets 5,280        5,560        6,370$      
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Balance Sheet Analysis

Eyeball Analysis
LIABILITIES & EQUITY

Short-term debt 500          600          790          

Accounts Payable 1,000        900          1,540        

Accrued Expenses 200          200          -           

   Current Liabilities 1,700$      1,700$      2,330$      

Long-term debt 2,400        3,100        2,600        

   Total Liabilities 4,100$      4,800$      4,930$      

Common Stock 200          200          200          

Retained Earnings 980          560          1,240        

   Total Equity 1,180$      760$         1,440$      

   Total Liabilities & Equity 5,280$      5,560$      6,370$      
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Balance Sheet Analysis

Common-size Statements

12/31/2006 12/31/2006

ASSETS LIABILITIES & EQUITY

Cash 800$         13% Short-term debt 790          12%

Accounts Receivable 1,350        21% Accounts Payable 1,540       24%

Inventories 890           14%    Current Liabilities 2,330$      37%

Prepaid Expenses 330           5%

   Current Assets 3,370$       53% Long-term debt 2,600       41%

   Total Liabilities 4,930$      77%

Property, Plant and Equipment 2,700        42%

Less: Accumulated Depreciation (1,200)       -19% Common Stock 200          3%

Intangible assets (Goodwill) 1,000        16% Retained Earnings 1,240       19%

Other Assets 500           8%    Total Equity 1,440$      23%

   Total Assets 6,370$       100%    Total Liabilities & Equity 6,370$      100%

Common 

Size

Common 

Size
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Balance Sheet Analysis

Working Capital = 

Current Assets ïCurrent Liabilities

3,370 - 2,330 = 1,040
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Balance Sheet Analysis

Current Ratio =

Current assets

Current liabilities

3,370      

2,330      
= 1.45
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Balance Sheet Analysis

Quick Ratio =

Cash + Cash Equivalents + Accounts Receivable

Current Liabilities

0.92=
800 + 1,350

2,330
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Balance Sheet Analysis

Cash Ratio =

Cash + Cash Equivalents

Current Assets

800

3,370
0.24=
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Balance Sheet Analysis

ÂCash to Current Liabilities ratio =

Cash + Cash Equivalents

Current Liabilities

800

2,330
0.34=
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Balance Sheet Analysis

Receivable Turnover Ratio =

Net Sales on Credit

Average Accounts Receivable

1,350

1275
= 1.06
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Balance Sheet Analysis

Days Sales Outstanding (DSO)= 

1,275

20.55
= 62.05

Revenue per Day

Average Accounts Receivables 
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Balance Sheet Analysis

Days Inventory Outstanding (DIO)=

Cost of Goods Sold per Day

Average Inventory 

833

4.66
= 178.74
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Balance Sheet Analysis

Days Payable Outstanding (DPO)=

Cost of Goods Sold per Day

Average Accounts Payable

1,220

4.66
= 261.94
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Balance Sheet Analysis

Cash Conversion Cycle (CCC)=

Days Sales Outstanding (DSO) + Days Inventory Outstanding (DIO) +                                     

Days Payable Outstanding (DPO)

62.05   + =261.94178.74   + 502.73
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Balance Sheet Analysis

ÁFixed Asset Turnover =


