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Income Statement. In fact, account balances are not used in the Cash Flow statement.
The accounts are analyzed to determine the Sources (inflows) and Uses (outflows) of
cash over a period of time.

There are 3 types of cash flow (CF):
Operating - CF generated by normal business operations

Investing - CF from buying/selling assets: buildings, real estate, investment portfolios,
equipment.

Financing - CF from investors or long-term creditors

The SEC (Securities and Exchange Commission) requires companies to follow
GAARP in their financial statements. That doesn't mean companies do what they are
supposed to do. Enron executives had millions of reasons ($$) to falsify financial
information for their own personal gain. Auditors are independent CPAs hired by
companies to determine whether the rules of GAAP and full disclosure are being
followed in their financial statements. In the case of Enron and Arthur Andersen, auditors
sometimes fail to find problems that exist, and in some cases might have als\&w in

their responsibilities as accounting professionals. CO

Retained Earnings a_
The Retained Earnings (RE) ach i&@ purpose. It is used to

accumulate the companys earnln out dj de;z the company's
art of tha &T\

stockholders. Let s I{)ﬁr
sen\P the fis W ue and Expense accounts are closed to
mary, and thﬁ é& s closed to Retained Earnings. Profits increase RE;
Iosses will decrease RE. So the RE account might go up or down from year to year,
depending on whether the company had a profit or loss that year.

The changes in the RE accounts are called "Changes in Retained Earnings" and
are presented in the financial statements. This information can be included in the Income
Statement, in the Balance Sheet, or in a separate statement called the Statement of
Changes in Retained Earnings. Each company can decide how to present the
information, but it must be presented in one of those three places.

Most financial statements today include a Statement of Retained Earnings. Some
companies prepare a Statement of Stockholders' Equity to give a more comprehensive
picture of their financial events. This statement includes information about how many
shares of stock were outstanding over the year, and provides other valuable information
for large companies with a complex capital structure. The changes in RE are included in
the Stockholders' Equity statement.

Net Cash Flow:
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Chapter#3_
Financial Statement Analysis

Financial statement analysis can be referred as a process of understanding the risk
and profitability of a company by analyzing reported financial info, especially annual and
quarterly reports.

Reasons for Analysis

Financial statements analysis may be carried out by either internal or external
users.

What do internal users use it for?

Internal users (Management) analyze financial statements for th&(@viu&ons.
.

« Evaluating the financial statements - s a\e

« Planning according to the past Qe g)ﬁ 0
« And controlling compam _‘ ’l

What do exte r\@\}\l l;se it for? ’LA— O
P ﬁ'&heck long te? a&y for Investment decisions
h

Creditors to che e liquidity for Credit decisions
» Investors for Valuation for investment decisions.
« Government for regulations and tax purposes.

Advantages of financial statement analysis

The different advantages of financial statement analysis are listed below:

0 The most important benefit if financial statement analysis is that it provides an
idea to the investors about deciding on investing their funds in a particular
company.

0 Another advantage of financial statement analysis is that regulatory authorities
like IASB can ensure the company following the required accounting standards.

0 Financial statement analysis is helpful to the government agencies in analyzing
the taxation owed to the firm.
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Shows that it takes 36.5 days for an average debtor to be collected

Fixed assets turnover Ratio
« This ratio shows that how efficiently the firm uses their fixed assets.
« Greater the fixed assets turnover greater is their efficiency.

Formula
Sales/Net fixed Assets

Total Assets Turnover ratio
» Shows the turnover of total assets with respect of sales.

« Shows the efficiency of total assets, that how much of revenue is
generated by total assets
« Greater turnover shows that assets produce greater sales with respect to

their value.
Formula
Sales/ Total Assets \4
(C) Debt Management Ratio a;»,e _CO ’
+ Debt management ratios show how thg it ced and how better the
firm van pay their long term de st payment.
* Investors, credito € e often in{re @n calculating these

ratios
. Théﬂ?v@ml debt ma aém%l%tiog are
oY pad
Total Liabilities to total assets ratio
« This ratio compares total liabilities of the firm with total assets
« Shows the percentage of assets purchased by taking liabilities
» Higher the ratio greater will be the leverage, which shows that most of the
assets are financed through debt.
« If most assets are financed through debt solvency risk will be high and will
be less attractive for investors and long term creditors.

Formula
Total liabilities/ Total assets
= 150,000/250,000
= 0.6 or 60%
Which means that 60% of the assets are financed through liabilities?

Times Interest earned Ratio
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Trend Analysis, Common Size Analysis and Percent Change Analysis

Trend Analysis

An aspect of technical analysis that tries to predict the future movement of a
stock based on past data. Trend analysis is based on the idea that what has happened
in the past gives traders an idea of what will happen in the future.

Trend analysis

Trend analysis Is one of the tools for the analysis of the company’s monetary statements
for the investment purposes. Investors use this analysis tool a lot in order to determine
the financial position of the business. In a trend analysis, the financial statements of the
company are compared with each other for the several years after converting them in
the percentage. In the trend analysis, the sales of each year from the 2008 to 2011 will
be converted into percentage form in order to compare them with each other. In order to
convert the figures into percentages for the comparison purposes, the percentages are
calculated in the following way:

Trend analysis percentage = (figure of the previous period — figure of the current

period)/total of both figures

The percentage can be found this way and if the current-year perce ﬁﬁ M%Eater

than previous year percentage, this would mean that current\@r better than
the previous year result. es

Common-
analysis (a cal analysis) expresses each line item on a

sin Ie years financial sta ent as a percent of one line item, which is referred to as a
base amount. The base amount for the balance sheet is usually total assets (which is
the same number as total liabilities plus stockholders' equity), and for the income
statement it is usually net sales or revenues. By comparing two or more years of
common-size statements, changes in the mixture of assets, liabilities, and equity
become evident. On the income statement, changes in the mix of revenues and in the
spending for different types of expenses can be identified.

Percentage Change Analysis
A percent change analysis shows how two items changed as a percentage from one

period to another period. Used on a balance sheet, a percent change analysis shows
how a balance sheet account changes from year to year, or quarter to quarter. The
balance sheet accounts are assets, liabilities and stockholders' equity. Percent change
analysis is important for managers and investors to see how a company is growing or
retracting from year-to-year.

*End of Chapter*
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Chapter#4
Financial Planning and Forecasting Financial Statements

Financial Planning - Definition, Objectives and
Importance

Definition of Financial Planning

Financial Planning is the process of estimating the capital required and determining its
competition. It is the process of framing financial policies in relation to procurement,
investment and administration of funds of an enterprise.

Objectives of Financial Plannin u\(
(;O

Financial Planning has got many objectives to look forward t

a. Determining capital reqwrements t@&i upon factors like cost of
current and fixed assets ens - range planning. Capital
requrrements ha e—%@(ﬁ e&ts hdTt- term and long- term

requ re 2'
@ f) capit g e €dpital structure is the composition of capital,

Wlth

the relative ki ortion of capital required in the business. This
mcludes decisions of debt- equity ratio- both short-term and long- term.
c. Framing financial policies with regards to cash control, lending, borrowings, etc.
d. A finance manager ensures that the scarce financial resources are maximally
utilized in the best possible manner at least cost in order to get maximum returns
on investment.

Importance of Financial Planning

Financial Planning is process of framing objectives, policies, procedures, programmes
and budgets regarding the financial activities of a concern. This ensures effective and
adequate financial and investment policies. The importance can be outlined as-

1. Adequate funds have to be ensured.

2. Financial Planning helps in ensuring a reasonable balance between outflow and
inflow of funds so that stability is maintained.

3. Financial Planning ensures that the suppliers of funds are easily investingin
companies which exercise financial planning.

4. Financial Planning helps in making growth and expansion programmes which
helps in long-run survival of the company.
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5. Financial Planning reduces uncertainties with regards to changing market trends
which can be faced easily through enough funds.

6. Financial Planning helps in reducing the uncertainties which can be a hindrance
to growth of the company. This helps in ensuring stability and profitability in
concern.

Forecasting Financial Statements

Introduction:

Financial Forecasting describes the process by which firms think about and
prepare for the future. The forecasting process provides the means for a firm to express
its goals and priorities and to ensure that they are internally consistent. It also assists the
firm in identifying the asset requirements and needs for external financing.

For example, the principal driver of the forecasting process is generally the sales
forecast. Since most Balance Sheet and Income Statement accounts are related to
sales, the forecasting process can help the firm assess the increase in Curren
Fixed Assets which will be needed to support the forecasted sales Ieve@ mh
external financing which will be needed to pay for the foreca\e@n e irt assets can

be determined.

Strateqic Plannmg m NO
Strateglc es the VI ‘Sand goals for the business.

Strategi m n organlza s of deflnlng its strategy, or direction, and
m;@ sions about a rces to pursue this strategy. In order to
det&rmine the direction of the organization, it is necessary to understand its current
position and the possible avenues through which it can pursue a particular course of
action. A financial forecast is an estimate of future financial outcomes for a company.
Using historical internal accounting and sales data, in addition to external market and
economic indicators, a financial forecast is an economist's best guess of what will
happen to a company in financial terms over a given time period—which is usually one
year.

Operating Plans:

Operational planning is a subset of strategic work planning which describes
short-term ways of achieving milestones and explains how. The strategic plan will be put
into operation during a given operational period. An operational plan draws directly from
agency and program strategic plans to describe agency and program missions and
goals, program objectives, and program activities.

Like a strategic plan, an operational plan addresses four questions:

e Where are we now?
e Where do we want to be?
e How do we get there?
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hypothetical practice was summarized, and the financial model used to test out various
alternatives available to the practice was described

Sales Forecasts:

Sales forecasting is estimating what a company's future sales are likely to be
based on sales records as well as market research. The information used in them must
be well organized and may include information on the competition and statistics that
affect the businesses' customer base. Companies try to forecast sales in hopes of
identifying patterns so that revenue and cash flow can be maximized.

Before the forecasting process begins, marketing, sales, or other managers
should determine how far ahead the estimate should be done. Short-term forecasting is
a maximum of three months and is often effective for analyzing budgets and markets.
Intermediate forecasting is between a period of three months and two years and may be
used for schedules, inventory and production. Long-term forecasting is for a minimum of
two years and is good for dealing with growth into new markets or new products. Sales
forecasts should be conducted regularly and all results need to be measured so that
future methods can be adjusted if necessary.

Basically, sales forecasting is analyzing all parts of a businesmw total
inventory to the strengths and weaknesses of salespeople. Mana about
changes in customer sales or other changes that coul ﬁ mlmated figures.
They must be competitive when assessing the 5 how they can surpass
others in the marketplace to better meet ﬁ tarbt market.

F1nanc1al Sigfwé":q;orecaqtgg thods
@deénlp and department heads rely on various
xgd tools. These? gpralsal methodologies, such as vertical and
horlzontal analyses, as well as financial ratios, such as net profit margin and return on

equity. Forecasted financial information is also known as pro forma or projected
accounting information.

Following are some methods of forecasting Financial Statements

Statistical Forecasting

Statistical forecasting enables department heads to project financial statements based
on assumptions and internally derived factors. For example, supervisors may review the
state of the economy and take government-published GDP metrics to estimate how
much the company might grow sales in the future -- say, in one, two or 10 years. Gross
domestic product, or GDP, is the total market value of goods and services produced
within a nation's borders during a given period.

Ratio Method

In ratio analysis, a company uses previously calculated metrics to forecast financial
statement data. Financial ratios indicate everything from efficiency and profitability to
solvency and liquidity. Examples include net profit margin, asset-turnover ratio and
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Chapter # 06
Risk and Return

What is Risk?

The probability or threat of quantifiable damage, injury, liability, loss, or
any other negative occurrence that is caused by external or internal
vulnerabilities, and that may be avoided through preemptive action.

In Finance: The probability that an actual return on an investment will be
lower than the expected return. Financial risk can be divided into the following
categories: Basic risk, Capital risk, Country risk, Default risk, Delivery risk,
Economic risk, Exchange rate risk, Interest rate risk, Liquidity risk, Operations
risk, Payment system risk, Political risk, Refinancing risk, risk, Settlement,

Sovereign risk, and Underwriting risk. \4

What Are the Different Types of Risk’> \e C

*Systematic Risk - Systematic I’ISkI ber of assets. A

significant political event fo ffe ‘? of the assets in your
@gf adainst this type of risk.

portfolio. It is V|rtu g
k@ @ risk is sometimes referred to as "specific
rILSW]IS kind of risk a ry small number of assets. An example is news
that affects a specific stock such as a sudden strike by
employees. Diversification is the only way to protect you from unsystematic risk.
Now that we've determined the fundamental types of risk, let's look at
more specific types of risk, particularly when we talk about stocks and bonds.

Credit or Default Risk - Credit risk is the risk that a company or individual will be
unable to pay the contractual interest or principal on its debt obligations. This
type of risk is of particular concern to investors who hold bonds in their portfolios.

Country Risk - Country risk refers to the risk that a country won't be able to
honor its financial commitments. When a country defaults on its obligations, this
can harm the performance of all other financial instruments in that country as well
as other countries it has relations with. Country risk applies to stocks, bonds,
mutual funds, options and futures that are issued within a particular country.

Foreign-Exchange Risk - When investing in foreign countries you must consider
the fact that currency exchange rates can change the price of the asset as
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Measurements: measures can be summed and amalgamated, target and actual
data can be collected and reported automatically, and early indicators of variance
can be displayed. Appropriate VBM drivers can be linked to each metric.

Investor communication: disclosure of relevant information, the goal being to
avoid unnecessary surprises and minimize the uncertainty. Top level views can
give management an overall view of VBM performance.

Continuous improvement: highlight key areas that need improvement through
drill down and analysis, correlation of drivers with outcomes and personalized
information portals.

Corporate Governance and shareholders wealth

Corporate Governance is "the system by which an organization is directed
and controlled." In particular, corporate governance is concerned with the
potential abuse of power and the need for openness, integrity and accountability
in corporate decision making. The main objective of the firm is always t
maximize shareholders wealth. The major decisions that have @ on
shareholder wealth maximization are investment, f|n dend

decisions. This study was carried out to clear xtent to which
corporate governance contrlbutes to a aX|m|zat|on. It
delineates the role, duti t| n of aII i irectors and therefore
helps avoid agenc res ﬁ the various variables of
corporate @Wl e. the e% ition, Number of Board meetings,
at e rd men?% ctors' remuneration strategy and showed
thelextent to WhICh they ton e towards shareholder wealth maximization.

End of Chapter

Chapter #10

Capital Structure Decisions

Capital Structure
A mix of a company's long-term debt, specific short-term debt, common equity
and preferred equity. The capital structure is how a firm finances its overall
operations and growth by using different sources of funds.

Debt comes in the form of bond issues or long-term notes payable, while
equity is classified as common stock, preferred stock or retained earnings. Short-
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If the SEC determines that your registration materials are complete and
accurate, approval of your application will be provided in writing. The next
step is to begin selling your company's stock. If the SEC does notapprove
your application, you will receive a letter with comments on the incomplete
or inaccurate information in your prospectus. Your company should
respond to the SEC's comments in writing with amendments to your
registration that explain or otherwise address these comments.

Beqgin your road show.

Distribute your prospectus with information about the amount of stock to
be released and the preliminary price in meetings with potential investors.
This is called a road show. A road show typically lasts around 2 weeks
and it involves managers having multiple meetings in many cities.

Decide on the final price for your stock on the last day of your road show.

Make the initial public offering of vour company's stock on the stock

market at the end of vour road show.

To list your stock with the New York Stock Exchange (NYSE) you
company must meet the basic criteria for listing your stock'(Sar [ f
$40 million or greater; shares priced at a minimu *

Complete the application and accomp m ts for listing your
stock. You can download theswO %’ YSE website.
Pay the listing and an atio o-n‘( YSE website offers

details about h I te fee
On th aﬂd}jaft r'the initjal o igg, Uriderwriters are allowed to
eir a wéu er of shares at a discounted rate as

P f) yment" for th in taking your company public.
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Chapter #13
LEASE FINANCING

Definition of Lease:

A legal document outlining the terms under which one party agrees to rent
property from another party. A lease guarantees the lessee (the renter) use of an
asset and guarantees the lessor (the property owner) regular payments from the
lessee for a specified number of months or years. Both the lessee and the lessor
must uphold the terms of the contract for the lease to remain valid.

Leases are the contracts that lay out the details of rental agreements in
the real estate market. For example, if you want to rent an apartment, the lease
will describe how much the monthly rent is, when it is due, what will hap if
you don't pay, how much of a security deposit is required, the du r\m
lease, whether you are allowed to have pets, how man ‘ay live in
the unit and any other essential mformatlon ﬁ)& fll fequire you to sign
the lease before you can occupy the nant

The Two Parties L Q

Theﬁg ceiver @ or the assets under
th?%s_% and t Im e owner of the assets. The relationship
begveen the tenant and rd is called a tenancy, and can be for a fixed or
an indefinite period of time (called the term of the lease). The consideration for
the lease is called rent.

Types of Leases:

The most common types of leases are as Follows:

Operating Lease:
Operating leases, also called service leases, are agreements between two

parties in which one provides rent to the other for using an asset. In an operating
lease, the borrower uses an asset for only a fixed portion of the assets life. The
owner of the asset is responsible for all maintenance costs and other operating
costs associated with the leased asset.

Finance or Capital Lease:
Capital leases, also called finance leases, are those in which the borrower

has full control over the use of the asset(s) during its lease period, is responsible
for all maintenance and other associated costs and is directly affected by its
associated advantages and disadvantages.




