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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
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