Analysis of Annual Report

1. Typical Income Statement and Balance Sheet

A company's annual report can be an investor's most valuable tool for analyzing a stock. The income statement and balance sheet are the most important. These two statements, for a fictitious "XYZ Company" are shown below. 
	XYZ COMPANY INCOME STATEMENT

	(Amounts in thousands of dollars, except for per share values)

	
	
	
	
	

	
	1994
	1993
	1992
	1991

	Sales
	$3,000
	$2,550
	$2,219
	$1,886

	Cost of goods sold
	2,000 



	1,700 



	1,479 



	1,257 




	Gross profit
	$1,000
	$850
	$740
	$629

	Selling and admin. expense
	500 



	425 



	370 



	314 




	Operating profit
	$500
	$425
	$370
	$314

	Interest expense
	100
	85
	89
	62

	Depreciation
	20 



	17 



	15 



	13 




	Net income before tax (EBT)
	$380
	$323
	$281
	$239

	Taxes (30% rate)
	114 



	97 



	84 



	72 




	Net Income
	$266
	$226
	$197
	$167

	
	
	
	
	

	XYZ COMPANY BALANCE SHEET

	Assets

	
	
	
	
	

	Cash
	$30
	$26
	$22
	$19

	Marketable securities
	50
	43
	37
	31

	Accounts receivable
	350
	98
	259
	220

	Inventory
	400 



	340 



	296 



	251 




	Total current assets
	$830
	$707
	$614
	$521

	Net Plant and equipment (after depreciation)
	850 



	723 



	629 



	534 




	Total assets
	$1,680
	$1,430
	$1,243
	$1,055

	
	
	
	
	

	Liabilities and Stockholders Equity

	Accounts payable
	$150
	$128
	$111
	$94

	Notes payable
	250 



	212 



	185 



	157 




	Total current liabilities
	$400
	$340
	$296
	$251

	Long-term liabilities (debt)
	500 



	425 



	370 



	315 




	Total liabilities
	$900
	$765
	$666
	$566

	Common stock
	400
	342
	296
	250

	Retained earnings
	380 



	323 



	281 



	239 




	Total liabilities and stockholders equity
	$1,680
	$1,430
	$1,243
	$1,055


In the following discussion, assume that XYZ's stock price is $6.00, that there are 500,000 shares outstanding and that XYZ in 1993 paid a dividend of $0.15 per share. 

2.  Studying an Income Statement

Income statement formats vary from one company to another, but they always show how much money the company made for each of the past few years and the expenses it incurred in manufacturing and selling its products. 

Referring to the above statement, note that the first item shown is "sales." Sales represent the products a company sells to its customers and show how much business it does in a year. Service companies also call their services "sales." Banks frequently list interest income as "sales." Insurance companies, utilities and certain service companies may list "revenues." 

Below the sales figure is "cost of goods sold." These are the cost of manufacturing the firm's products or services. Subtracting manufacturing costs from sales give "gross profits." 

Next is "selling and administrative" costs. In some reports you also will see research and development costs listed as separate items, or they may be buried in the cost of goods sold. The same is true of depreciation losses, the "non-cash-flow" losses that account for wear and obsolescence of equipment and buildings. If the company is in a natural resource business like mining, this will be shown as depletion instead of depreciation. 

Finally, annual profit (or loss): Earnings usually are shown both before-tax and after-tax. Net earnings or earnings per share appear at the bottom of the statement—the famous "bottom line." XYZ company's bottom line showed an after-tax profit (net income) for 1993 of $266,000 based on $3,000,000 in sales. 

 

3. Important Income Statement Criteria

When analyzing company reports, there are several key items you should look for: 

1. Sales should increase each year by 10 to 15 percent or more. Better yet, sales per share (SPS), i.e., total sales divided by shares outstanding, should increase by that percentage. SPS is a better measure because the firm's sales may have increased, but the increase may be because it issued more shares of stock instead of improving productivity. The added shares dilute your percentage ownership of the company. Looking at sales per share will adjust for this. Note that XYZ company sales per share increased each year, from about $3.77 in 1990 to $6.00 per share in 1993. 

2. Also note whether sales have jumped or dropped due to an acquisition or divestiture of a division. This may appear in a footnote. Also, look at the bottom of the income statement. You may see "income from continuing operations" and "income from discontinued operations." These items will show income from remaining divisions and income from divisions that were sold off during the year. 

3. Look at the bottom line, "net income" or earnings per share (EPS). If EPS is not shown, calculate it by dividing net income by the number of shares. For XYZ in 1994, EPS was $266,000 / 500,000 shares, or $.53/share—up from $.45 in 1993. EPS for a growing company should increase by at least 15 percent per year. Ideally, sales and earnings should show stable increases for at least the last 3 years. "Earnings from continuing operations," if shown, is the more important earnings figure. These earnings are generated from sales of products or services sold, rather than from divestitures, accounting adjustments, or special or one-time gains (e.g., a lawsuit won by the company). Use EPS from continuing operations to make comparisons to prior years. 

4. The "price to earnings" (P/E) ratio is a fundamental stock evaluation parameter. Divide the share price by the EPS calculated above, $6.00 divided by 53 cents, to get a P/E of 11.3. P/E will be discussed more thoroughly in the Balance Sheets topic. 

5. "Profit margin" highlights the percentage of sales dollars that represent profit, i.e., operating profits divided by sales. Compare profit margins in recent years to profit margins from prior years. Are they increasing or decreasing? If the margin is increasing, management is probably doing a good job in reducing costs. (XYZ's profit margin remains suspiciously steady year after year at 8.8 percent—we told you this is a fictitious company.) 

6. Compare a firm's profit margin with other companies in the same industry. If their competitors’ profit margins are higher, the stock you are evaluating has strong competition. Companies with the highest market shares in an industry usually have the highest margins; they are most profitable. It is hard to compete with a company that is the dominant leader in an industry. For example, General Electric will sell any division that is not ranked #1 or #2 in its industry. 

7. Look at the tax rate for the most recent year and for prior years. You may need to divide taxes paid by earnings before taxes. Did the company's earnings increase because their tax rate decreased? What is the projected tax rate for the next year? 

8. You also should look for interest expense on long-term debt. The operating profit, or before-tax income, should be 3 times larger than the interest expense. A 3-to-1 ratio (also known as interest coverage ratio) will give the company a comfortable safety margin to meet its debt repayments. Check XYZ above. You should get 3.8 to 1 for XYZ's profit to interest ratio. 

9. Return on Investment (ROI) is an important measurement of a company's financial health. ROI equals net income divided by total assets (find total assets on the balance sheet). Or, you may calculate it from: ROI = (net income divided by sales) x (sales divided by total assets). ROI indicates how effectively a firm uses its assets to generate profits. XYZ's ROI is 266/1680, almost 16 percent. A 16 percent ROI is not too bad for recession times, but it should be higher than XYZ's competitors in the same industry. 

10. Return on equity (ROE), net profits after taxes divided by stockholder's equity, also is significant because it measures the rate of return on stockholder's money invested in a company. It is the best indicator of how well management is making money with your money. (Unless they succeed pretty well at that, you don't want to invest your money in their company). 

11. To get XYZ's stockholder's equity you must add "common stock," $ 400,000, to "retained earnings," $380,000, to get $780,000. XYZ's ROE in 1994 was then 266/780 or 34 percent—not bad. A 15 percent or better ROE is good; ROE should be steady or increasing—and, again, better than competitors in the same industry. 

12. Cash flow, another important item, is net income plus depreciation. If that seems strange, refer back to Studying an Income Statement: depreciation is subtracted from sales and other cash income to get net income. Therefore it must be added back again to get cash flow. 

13. Cash flow shows how much money a firm has to work with. It should not change dramatically from year to year. (Some time ago, two Investors Alliance analysts were studying a stock market "darling" that appeared to be doing very well. The company's earnings were up sharply, but one analyst was concerned because its cash flow for the year had dropped significantly. He was right. Within a few months the stock dropped 45 percent in value.) 

14. Cash flow (before taxes) is an item of great interest to LBO takeover artists because it determines how much cash might be generated to pay off large debts they will owe if they run the stock price up and buy the company. (Some annual reports list Cash flow in a separate schedule like "Consolidated Statements of Cash Flows." It may be located a page or two following the income statement.) 

15. Look for the possibility of "puffed up" profit statements that include gains on investments in other companies (20 percent or more owned), also known as minority interests. Including these gains in profits is called "equity accounting." It overstates earnings. 

16. After reading a lot of income statements, you will begin to note that most high quality companies have simple and straightforward income statements. Companies that are making money providing good services or products do not have to play games with special charges, gains or other tricks to make the company look profitable. However, just because a company sells off a division or business, does not necessarily mean that it is doing a bad job. Companies must rid themselves of operations that lose money. 

 

4. Balance Sheet

A company's balance sheet lists the company's assets and liabilities at a particular point in time. A firm's annual report shows the balance sheet at the end of the year; a quarterly statement shows assets and liabilities at the end of the quarter. 

It seems that no two balance sheets follow the same format. However, each must show three things, in one form or another: assets, liabilities and equity. Remember that shareholders own a company, so "equity" is really "shareholders equity." Remember also that assets must equal—or balance—liabilities plus equities. That's why it's called a "balance sheet." 

1. Assets are categorized as current or non-current. Current assets are cash, securities, accounts receivable, inventories and prepaid expenses. Non-current assets (more permanent, less liquid) are property, plant and equipment, patents, goodwill, intangibles and investments in other companies or portfolio investments. 

2. Accounts Receivable is a current asset that reflects money owed to the company and due within one year, often referred to as "trade receivables." 

3. Liabilities are categorized as current or long-term. Current liabilities are short-term debts the company must pay soon: notes payable, accounts payable, accrued interest, income taxes, current maturities on long-term debt, other accrued expenses. Long-term liabilities are debts that are to be paid much further in the future: deferred income taxes, long-term bonds, other long-term debts. 

4. Shareholders Equity includes common stock, paid-in capital and retained earnings. 

 
5. Balance Sheet Criteria

1. Current assets to current liabilities ratio. A 2 to 1 or greater ratio is good. XYZ's ratio is slightly over 2 to 1. The difference between current assets and current liabilities is a company's working capital. 

2. A similar measure, called the "quick assets ratio," is the ratio of "current assets less inventory" to current liabilities. For XYZ we get (830-400)/400 = 1.075, which is marginal. The ratio should be greater than 1. Anything less than 1 means the company may find itself in a bind for day to day operating cash. A ratio of 1.5 to 1, or greater, is good. 

3. Inventories are finished products that have not been sold, plus raw materials not yet used. Inventories represent idle assets—i.e., unproductive capital tied up in raw materials and unsold products. Efficient companies strive to maintain low inventories. The size of its inventory and how fast its inventory "turns over" are therefore important factors. 

4. "Inventory turnover" is the ratio of annual sales to year-end inventory—meaning, roughly, how many times during a year does a company's stock of inventory material get used. 

5. For XYZ we get 3000/400 = 7.5. Depending upon the industry, the average turnover for manufacturing corporations is between 5.5 and 6. Note whether the turnover is increasing or decreasing over the years. 

6. Another way to evaluate inventory turnover is to divide the costs of goods sold (rather than sales) by inventory. We get 2000/400, or 5 for XYZ. Compare the figures to other firms in the industry. If the firm consistently improves its inventory turnover each year, give them bonus points. Conversely, inventories growing faster than sales is a warning signal that management's cost controls are not as good as they should be, or their products may be losing competitiveness. 

7. "stockholder's equity" or "net worth" is total assets less total liabilities. Net worth should be increasing each year. This is a measure of the underlying value of a stock. 

8. The "book value" of a common stock is a fundamental measure of a stock's value. It is shareholders equity (see #8 under Income Statement above) divided by the number of shares (excluding preferred shares). 

9. To be sure about book value: (a) add up all assets (excluding intangibles), (b) subtract all liabilities and securities issues ahead of the common (that means all preferred stocks, notes, bonds, etc., which have priority over common stock) and then (c) divide by the number of common stock shares. For XYZ we get $1.56 per share. 

10. "Book" is theoretically what each share of stock would be worth if the company were liquidated. (Theoretical because no one really knows what a company would sell for if broken into pieces and sold off—but it has happened!) 

11. If the stock's price is less than its book value, the stock is selling "below book" and may be a bargain. On the other hand many growth companies sell for much more than book value because investors think the company will prosper and its stock will go up. 

12. Debt ratio is total liabilities divided by total assets. XYZ's debt ratio = 900/1680 = 0.54 = 54 percent. Most textbooks list 30 percent as an ideal debt ratio. However, this figure has been increasing due to leveraged buy-outs (LBOs). Companies with low debt ratios are especially attractive to LBO corporate raiders. Some companies have actually borrowed large amounts of money to discourage LBO takeovers. However, if the debt ratio is too high and the economy slows down, or the company has a drop in sales for other reasons, the company may have difficulty making its debt payments. Conversely, if a company steadily reduces its debt ratio each year there is less cause for concern. 

13. The debt-to-equity ratio is also important. Debt-to-equity is long-term debt divided by stockholder equity. For XYZ that ratio is 900/780 = 1.15. Compare a company's debt-to-equity ratio with its competitors in the same industry. Excess debt can hurt a company. For example, in the 1980s the airline industry experienced rapid growth and stable fuel prices, which was good news for the industry. But airlines with higher debts could not participate in the growth because they could not lease or buy new planes. 

14. Look at the company's experience in collecting from its customers. Divide accounts receivable by the fraction of products that were sold but that are not yet paid for. Then multiply that number by 365. That will tell you, on average, how many days the company waits to collect for the products it has sold (Why? Think about it. If you sold $1,000 worth of products each month and your accounts receivable averaged $500 you are having to wait, on average, 1/2 month for payment. Right? Or 500/12000 x 365 = 15 days.) 

15. For XYZ, average collection time = 360/3000 x 365 = 43 days. Most industries average about 50 days. Compare current figures to those for the last 2 years. Are they increasing or decreasing? If they are increasing, the company is selling to customers who do not pay their bills. 

16. Are accounts receivables growing faster than sales? To determine this, compare with last year's figures or previous quarters. If sales are growing at 10 percent per year, but receivables are growing at 20 percent, that is not good. 

17. The bottom of the report may show other assets, such as patents, goodwill and trademarks, that cannot be evaluated precisely. Normally, they should not be part of the computation for tangible net worth or book value. However, these items are sometimes indeed valuable. Good examples are Disney's Mickey Mouse, Nabisco's Oreo cookies, Coca-Cola's brand name and McDonald's golden arches and Big Mac. These brands are recognized around the world and are valuable assets. 

 

