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Financial Statement Analysis Tools
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Financial statements are usually the final output of a company’s accounting operations. These
statements contain information relating to the revenues, expenses, assets, liabilities and
retained earnings of the business. Business owners often pay close attention to this information
since the statements can provide detailed information about the company’s operational
performance.
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The various tools used for analysis of financial statements are:
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1.Comparative Statement: Financial Statements of two years are compared and changes in
absolute terms and in percentage terms are calculated. It is a form of Horizontal Analysis.
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Types of Comparative Statement:
A. Comparative Balance Sheet
B. Comparative Statement of Profit and Loss.
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2. Common Size Statement: Figures of Financial Statements are converted in to percentage
with respect to some common base.
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3. Ratio Analysis: It is a technique of study of relationship between various items in the
Financial Statements.
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4.Cash Flow Statement: It is a statement that shows the inflow and outflow of cash and cash
equivalents during a particular period which helps in finding out the causes of changes in cash
position between the two-balance sheet date.
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Valuation Models
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Financial statements prepared in accordance with generally accepted accounting principles
(GAAP) show many assets based on their historic costs rather than at their current market
values. For instance, a firm's balance sheet will usually show the value of land it owns at what
the firm paid for it rather than at its current market value. But under GAAP requirements, a
firm must show the fair values (which usually approximates market value) of some types of
assets such as financial instruments that are held for sale rather than at their original cost. There
are commonly three pillars to valuing business entities:
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l.comparable company analyses: A comparable company analysis (CCA) is a process used
to evaluate the value of a company using the metrics of other businesses of similar size in the
same industry.
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2. discounted cash flow analysis: Discounted cash flow (DCF) refers to a valuation method
that estimates the value of an investment using its expected future cash flows’ analysis attempts
to determine the value of an investment today, based on projections of how much money that
investment will generate in the future.
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3. precedent transaction analysis: Precedent transaction analysis is a valuation method in
which the price paid for similar companies in the past is considered an indicator of a company’s
value. Precedent transaction analysis creates an estimate of what a share of stock would be
worth in the case of an acquisition.
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Analysis in an Efficient Market
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The Efficient Market Hypothesis (EMH): essentially says that all known information about
investment securities, such as stocks, is already factored into the prices of those securities.
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A. Weak Form EMH: Suggests that all past information is priced into securities.
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B. Semi-Strong Form EMH: Those who subscribe to this version of the theory believe that
only information that is not readily available to the public can help investors boost their returns
to a performance level above that of the general market.
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C. Strong Form EMH: The strong form version of the efficient market hypothesis states that
all information—both the information available to the public and any information not publicly
known—is completely accounted for in current stock prices, and there is no type of information
that can give an investor an advantage on the market.
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Efficient Market Hypothesis
1. The EMH argues that stock prices incorporate relevant market
information arriving at fair prices.

2. Weak form EMH argues that stock prices incorporate past public
information.

3. Semi-strong form argues that stock prices incorporate all current public
information.

4. Strong form argues that stock prices incorporate all information
including private insider knowledge.
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Financial Reporting and Analysis
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The users of financial reporting information include investors, creditors, analysts, and other
interested parties. There are several sources of information available to users. These include
statutory financial reports and alternative information sources such as economic information
and industry information.
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1.Reporting Environment

Financial reporting is shaped by the interplay of the parties in society that have an interest in
this information, including the preparers (managers of reporting companies) and users of the
information, information intermediaries, regulators and auditors. Together, these parties
constitute the financial reporting environment. Financial reporting information is used by
external parties for at least two reasons: to evaluate investment opportunities (ex-ante)

and to monitor management (ex-post).
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2.Statutory reporting: is the mandatory submission of financial and non- financial
information to a government agency. Each industry has its own set of laws and regulations that
mandate reports. In many countries, International Financial Reporting Standards (IFRS) has
replaced country-specific Generally Accepted Accounting Principles for statutory reporting.
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Definition of Statutory Financial Statements

Statutory Financial Statements means financial statements required to be filed by the Operating
Subsidiaries with insurance regulatory authorities under applicable insurance regulatory laws,
including the Annual Financial Statement and the Quarterly Financial Statements for each such
Operating Subsidiary.
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Factors Affecting Statutory Financial Reports
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Statutory financial reports are prepared according to the set of generally accepted accounting
principles (GAAP). A regulatory hierarchy that includes the Securities and Exchange
Commission, the American Institute of Certified Public Accountants, and the Financial
Accounting Standards Board promulgates these principles.
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There are many of external and internal factors effected on financial analysis, we can briefly
mention some of them as follow:
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1.Enterprise Ownership

a. Managers have the main responsibility for ensuring fair and accurate financial reporting by
a company.

b. Managers have discretion in financial reporting in most cases.
c. Managers have several potential incentives to manage earnings.

i. First, managers that earn bonus payments as a function of reported earnings may manage
earnings to maximize their bonus.

ii. second, the company might choose to manage earnings because of potential stock price
implications.

iii. Third, coming merger or security offering, or plans to sell stock or exercise options.
Managers also smooth income to lower market perceptions of risk and to decrease the cost of
capital

iv. Earnings management is the —purposeful intervention by management in the earnings
determination process, usually to satisfy selfish objectives.
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2.Finance and capital markets

a. The Securities and Exchange Commission SEC serves as an advocate for investors. As such,
the SEC requires registrant companies to file periodic standard reports.

b. Financial intermediaries (analysts) play an important role in capital markets. They are an
active and sophisticated group of users that provide useful information to market participants.

c. Market approach: As the name implies, this approach directly or indirectly uses prices from
actual market transactions.
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3.Inflation

Historical cost model generates more reliable accounting information, since all numbers are
based on actual transaction, i.e. the exact price paid by the company at acquisition; Fair value
model is more relevant, as it reflects market participant (e.g., investor) assumptions about the
present value of expected future cash inflows or outflows arising from an asset or a liability.
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4.1.egal system

a. To manipulate the financial reports is limited by several monitoring and enforcement
mechanisms including the SEC, internal and external auditors.

b. Statutory financial reports are not the only source of information about a company that is
available to interested parties outside of the organization. Other sources include forecasts and
recommendations of information intermediaries (analysts).
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