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Most assignments are optional. 
· Financial statements used to communicate to outside parties
· Compiled using Generally Accepted Accounting Principles – Theoretically everyone uses the same rules.
· International Financial Reporting Standards is an effort to make international financial reporting uniform
· Financial Accounting Info: Supply & Demand
· Accounting is NOT a science. It is an art. There is a significant quantity of judgment involved – Only the amount of cash is an actual number. All others are guesstimates.
· Three major financial statements
· Balance Sheet
· Conveys financial condition of company at a specific point in time.
· Assets
· Liabilities
· Equity (Assets minus Liability)
· Income Statement
· Looks at performance over a period of time. 
· Statement of Cash Flows
· Looks at same period of time from income statement, but measures numbers differently. 
· Operating Cash Flows – inflow from operations
· Investing Cash Flows – Outflow from investing (in themselves)
· Financing Cash Flows – Amounts obtained from borrowing.
· Statement of Shareholders Equity (not interesting; won’t spend much time on it)
· Over a period, and talks about transactions with shareholders.
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· Generally Accepted Accounting Principles are the rules used to communicate the financial situation of a company to outsiders.
· International set of rules called IFRS that is 
· Types of activities
· Operating Activities
· Day to day things that the company does (deliver packages, provide legal services, etc.)
· Financing Activities
· Capital that comes in and out of the company from outsiders. 
· Investing Activities

· Focus on the Balance Sheet
· At a particular time
· Assets – all the things the company has for the purpose of running things in the future.
· Current Assets – listed in terms of liquidity.
· Cash and Cash Equivalents
· Short-term investments (Mutual funds, etc.)
· Accounts Receivable (money owed by customers)
· Inventories (stuff s.a. bandaids or whatever else they sell)
· Liabilities – obligations to non-owners of the company
· Two Types of Liabilities
· Trade related liabilities (owe money to employees, lawyers, etc.)
· Long-term (over a year) debt.
· A number of things, including treasury stock.
· This is stock the company has in its treasury. Serves a number of purposes including reserves for a merger deal, and a means to push up the stock price.
· Equity – claims of owners (good after creditors’ claims)
· Contributed capital – amounts invested by owners
· Retained earnings – accumulated profits minus amounts paid in dividends
· Focus on Income Statement
· Measures performance over a period of time
· You deliver something in return for a promise to pay.
· Inflow is the money you (eventually) make
· Outflow is the costs or expenses that you have in making the things you sell or the process of selling them.
· Focus on Statement of Cash Flow
· Divides cash into:
· Operating
· Payments to vendors
· Payments from customers
· Investing
· Buying property, securities, etc.
· Selling old office stuff.
· Financing
· Money that comes in and out from outsiders.
· Complicated to read. Very long.
· Breaks up the activities, and talks about the money that went between them.
· You size a company by its latest year’s revenue (“That’s a $5million company”)
· Two ways to get money:
· Debt (liability)
· Equity
· Go to an Investment Banker, who helps you sell shares of your company.
· If I’m FedEx and I buy a truck for $50k, the truck becomes a long-term asset. 
· I pay cash in year 1.
· Over the course of the next five years I want to get that value out of it, and each year it’s value to me goes down. Assuming I use it for 5 years, I reflect a $10k/yr depreciation. 
· The intricacies of these rules are about when do we put things on the financials…
· Objectivity Principle – estimate when necessary, but must have objective, real numbers.
· Revenue Recognition Principle – When do we recognize something? 
· E.g. If FedEx delivers a package in Jan and gets paid in Feb, recognize in Jan.
· For revenue to take place:
· A significant portion of the production and sales efforts is complete.
· The amount has to be measureable.
· A major portion of the costs have to be occurred.
· The cash payment is reasonably assured.
· Matching Principle
· LOOK UP ON SLIDES
· Consistency Principle
· Choose a set of principles/rules/recognition guidelines and use them from one period to the next. 
· Exceptions:
· Materiality: No need to put on numbers that are immaterial.
· Conservatism: When in doubt:
· Understate assets
· Overstate liabilities
· Accelerate recognition of losses
· Push out gains.
· Note: In EU people are encouraged to push back good numbers. The US requires you to disclose.
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· Cash Flow
· Performance between balance sheets.
· Income Statement
· Performance between balance sheets.
· Balance Sheet
· Financial snapshot

-----------

· Liabilities
· Stuff you owe
· Equity
· Value that is there for owners
· Assets
· Stuff you own

-----------
Operating Cycle – what income statement do we put events on?
· Cash v. Accrual Accounting:
· Measure it on when the cash transaction takes place, or when the value transaction takes place.
· If doing cash, recognize revenue when you get the check.
· If doing accrual, recognize the events when there is an exchange of value.
· This means revenues are earned when the goods or services are provided to the customer. 
· Expenses occur when you use resources to create the revenue.
· Matching Principle: On an income statement, revenues have to be matched up with the expenses associated with it.
· We look at things under accrual because cash can be deceiving. Equity is really what matters, as it says what would be left over for the investors if the company suddenly liquidated.
· Remember: All numbers except for cash are made up.
· Cash accounting is easy to verify – you just call up the bank.
· Accrual accounting is highly subjective.


· GAAP REVENUE RECOGNITION RULES FOR ACCRUAL ACCOUNTING:
· Persuasive Evidence of Agreement
· Delivery of Products or Services has occurred
· Price is fixed and determinable.
· Collection is reasonably assured.
· Every company writes up a revenue recognition policy.
· Problem is that cash comes in on either side of the time the revenue is recognized.
· When this happens it is reflected on the balance sheet as either accounts receivable or cash.
· Consider example on slide re: Hair Salons. What constitutes revenue.
· Haircut services: You have done the transaction; this is revenue
· Sale of gift certificates: They are in the business of cutting hair. Not revenue – adds to cash.
· Use of gift certs – You’ve done your thing. It’s revenue.
· Haircuts for TV on credit – you’ve cut your hair, it’s revenue.
· You collect on a debt – Not revenue, as no transaction – it’s just cash.
· Whenever the company buys something, it goes in one of two places on the financial statement:
· Expense – If the thing is used up immediately. Goes on the income statement.
· Asset/Inventory – If it hasn’t been used up yet. Goes on the balance sheet.
· Marketing expenses go in the period cost incurred because the benefit is very amorphous.
· In international accounting, money might be amortized out.

· CONSTRUCTING FINANCIAL STATEMENTS
· We start with something called accounts, which is a way to categorize things.
· We use transaction analysis to track business transactions.
· For every transaction, we figure out which two (or more) accounts were affected, and by how much.
· Papa Johns issues stock for $1,300:
· Cash and equity both go up by $1,300.
· Borrows $1k from bank:
· Cash and liabilities both go up.
· Purchases $5,700 in equipment paying $1,500 in cash and the rest on debt:
· Assets goes up by $5,700, cash goes down by $1,500 and liabilities go up by $4,200.
· Etc.
· Assets = Liabilities + Equity
· See answer to exercise for class.
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Assets – Stuff you own, and will use to run your business.
· Cash / Cash Equivalents
· Short-term Investments
· Accounts Receivable – Monies owed to them.
· Financing Receivable – Money lent to customers so that customers can buy its stuff.
· Inventory – Stuff you’re going to sell, or parts thereof.
· Long Term Assets – Things used for more than 12months.
Cash
IFRS – International Financial Rules.
Current Assets – To be used in next 12 months.
Usually 5 types:
	GET FROM SLIDES
Cash Equivalents – anything that can be converted into cash within three months.
Cash is very easy to audit, and thus can be totally relied upon.
Short-Term Investments – These are funds that are put into stock, etc. for a short period of time.
· Readily Marketable (easily sold)
· Intent to convert into cash within 12 months.

Uses Mark to Market, so value of assets are adjusted every time you report. As you can’t only change one number, when you change the assets, you have to change something on the other side of the equation (likely Equity).
· Asset revalued each reporting period.
· Adjustment goes through income statement direct to equity depending on intent.

· Note that if the investment is in a private company, you essentially guess at its worth.
· Mark to market may be in a large part responsible for mark to market
· A = L + E   Most large banks have liabilities about 12x more than equity.
· Part of the assets of a bank like this are mortgage-backed securities. They use mark-to-market to value them, and when the MBS market dried up, their value went to zero. This reduced assets, which did the same to equity, and then munged up the leverage (L/E) ratio, forcing them to be in violation of FDIC rules.

Accounts Receivable
· B to B done on credit
· Reported at net realizable value – net amount seller expects to receive.
· Gross accounts receivable less an allowance for doubtful accounts.
· Bad Debt Expense is the Income Statement equivalent for the “allowance for doubtful accounts”
· You can write off uncollectible accounts – this doesn’t affect the income – the amount is deducted from both accounts receivable and Allowance for uncollectible accounts, which cancels each other out.
Income Shifting
· If your earnings per share is too low, you can underestimate the allowance for doubtful accounts. This will inflate EPS, but if you in fact underestimated, when that comes to fruition you will have a hit in equity later.
· Days Sales Outstanding (DSO) – Standard measure for how long it takes to collect money.

Inventory
· This is an asset.
· “Capitalizing a cost” means spending money and showing it on the balance sheet rather than reducing net income.
· Moves to income statement when sold.
· Four methods for determining cost of current inventory:
· Weighted Average – Fair, but not accurate
· Specific ID – You keep track of each individual marble
· FIFO – First In First Out
· LIFO – Last In First Out
· Another factor is Days in Inventory, which measures amount of investment in inventory.
Long Term Assets
· Property Plant & Equipment (PPE or Fixed Assets)
· Goes on at cost of acquisition.
· Everything except land is depreciated.
· On IFRIS market sheets, land is reported on market value. Under US GAAP, it is listed as cost.
· PPE Turnover = Sales/Long-Term Assets
· Higher is better – tells you how well they utilize long-term assets to generate sales.
· Depreciation is cost of using long term assets.
· Over a period of time, you charge pieces of the asset out to the income statement.
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EXAM – PICK UP ANY TIME BETWEEN APRIL 28 AND MAY 6. WILL HAVE 24HOURS TO COMPLETE. 
· Last time we were going through HP balance sheet. Every asset has a different valuation method. 
· Cost of using long-term assets -> Depreciation is recognition of the fact that an asset is used over time. Thus every year an asset is in use, a small portion of it is brought over as an expense.
· Depreciation is always a non-cash expense. This is because it doesn’t involve cash, it is the recognition of cost already spent. Every year there is a corresponding positive expense and decrease in an asset.
· Note: Book value does not equal market value.
· Asset is put on the books at cost.
· So, how do we spread its cost out over time?
· Straight-Line Depreciation: Figure out:
· (a) What you paid
· (b) How many years it will take to reach a minimum worth (residual value)
· (c) What that min worth will be.
· Each year you depreciate (a-c)/b per year.
· Accelerated Depreciation: Recognizes that things don’t really amortize evenly over time. Thinking about an asset, its relative value declines quickly, but you tend to spend little money to fix it. In the later years, the opposite is true.
· Commonly done with a double-declining balance. 
· Don’t need to know the math.
· Effect on income is rather dramatic, as the expense is much higher in the early years.
· You can actually show depreciation differently on your balance sheet and your tax returns. This allows companies to offset their expense when it happens with taxes, and thereby encourages companies to buy stuff.
· Land is never depreciated (in US; it is internationally – valued at market value)
· Goodwill is analyzed every year and adjusted accordingly.
· Intangible assets (IP) are valued at cost.
· Cost includes purchase, filing and protection costs.
·  GOODWILL
· Value is usually a lot more than market value of assets.
· Often first bid 5 times yearly revenue.
· The difference between what you pay and the assets you get is goodwill.
· Theoretically it is the value that you put on the brand in the community, the secret sauce, etc.

Liabilities are probable future sacrifices of resources.
· Present obligations
· Unavoidable
· Transaction or event causing them to occur must have already taken place.

Mix between debt (liabilities) and equity is called capital structure.
· What is the company’s market
· How old is it
· Etc
Liabilities:
· Measures at current cash equivalent (what would creditor accept to cancel the debt?)
· Accounts Payable – Day to day operational liabilities
· Accrued Liabilities/Expenses – Something that you owe, but haven’t been billed for yet. 
· E.g. unpaid payroll
· Expenses to fulfill warranties
· Understand that the word “Accrual” essentially means a guess.
· Deferred Revenue
· Get a deposit from a customer for something that you’ll do later. Offset that with deferred revenue line item.
· Current notes payable is loans to be paid back this year
· Noncurrent notes payable is the rest of those loans.

For Next Time: 
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Exam will probably be some financial information:
· Financial Statements
· Set of Footnotes
· Other Stuff
· Questions about them.

Bonds:
· Bonds are the structured way that people borrow money. 
· It represents a document through which people formally borrow money.
· Once company wants to borrow money:
· Go to market, and look at how the market assesses the risk of the company.
· This gets them a rating the reflects the amount of risk.
· This allows them to determine that market rate for debt for a company like them.
· Company then decides what interest rate it wants to pay
· Stated Rate of the Bond – doesn’t have to be what the market says it should pay.
· Difference between stated rate and market rate determines price of the bond (how much they will receive for the bond)
· E.g. may say that 5 years from now, they will pay $1000, and will pay 6% in the interim.
· If market rate = stated rate, it’s called a par bond, and so they’d get the full face value of the bond (how much they pay out at the end).
· If market rate < stated rate, it’s a premium bond.
· If stated rate > market rage, it’s a discounted bond.
· Once bond is issued, if the market rate changes, the value to the shareholder (e.g. if they try to sell it) will change accordingly.
· Bonds are always said to trade in percentage of face value, so if it trades for $85 and has a face value of $100, the bond is “trading at 85”.
· Looking at a bond offering, it is likely to be about 200 pages long. Only 4-6 of them will be the guts of the deal.
· The balance of the deal is:
· Covenants – financial rules that company agrees to live by.
· These allow the company to reduce the risk involved for the investors. This drives down the price for the company, thereby allowing the deal to take place.
· Representations and Warranties
· How does Uncle Sam get more money?
· Borrow it
· Foreign Countries
· US Citizens
· Uncle Sam
· About half of the money for the bailout has been borrowed from social security and medicaid.
· Print it
· Causes inflation, reducing buying power of the dollar.
· Tax it
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· Good first thing to look at is the capital structure: Debt v. Equity
· Equity:
· Contributed Capital
· This tells you about their assets, and about who makes money if they have a good year.
· Three classes of shares:
· Unissued
· Outstanding – Owned by a third party
· Treasury – Company has bought them back and they are sitting in company’s treasury.
· Often companies that will go public take in money in exchange for convertible preferred stock.
· Conversion Privileges – Shares can be converted into common (public) (preferred) stock.
· Participation Feature – Allows preferred shareholders to share in common shareholders’ dividends.
· Par value – 
· Stock options – Option to buy at a set (strike) price, regardless of what it is selling at. Has a vesting period (become exercisable over a period of time), and often expire
· Until recently these options weren’t shown on balance sheets.
· Retained Earnings – The link to the income statement.
· Earnings = Net Income
· Retained = kept by the company
· Why do a stock buyback
· Too much cash on hand
· Demonstrate confidence in a certain market price
· Effective dividend for shareholders
· Dividends
· Cumulative Preferred Dividends – Cumulative Preferred stockholders’ previous years’ dividends must be paid in full before common shareholders are allowed a dividend.
· Other Comprehensive Income (OCI) - Gains of losses that get charged directly to the equity section
· Currency Adjustments
· OTHER THINGS
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Objective of yesterday’s treasury proposal is to create a public/private pool to buy toxic assets.
· Take BofA, which has Mortgage Backed Securities, which are scary at the moment.
· Going to take money and fund a new company (EQUITY), resulting in the same amount of cash (ASSETS).
· They they’ll lever the company, using leverage (Debt/Equity ratio), with a leverage ration of no more than 6:1.

Income Statement and Statement of Cash Flow
· Cover a period of time
· Income Statement
· Compares revenue (sales) with outflows (costs/expenses)
· Revenue – Expenses = Net Income
· Revenue – Value that was received from customers in exchange for the goods that you gave them.
· Financing income is interest made in acting as a bank for customers.
· Note that when you lend money, cash (or some other asset) goes down, and accounts receivable goes up. 
· Expenses
· Difference between revenue and cost is Gross Margin, which is how much more they sell it for than what they pay for it.
· Cost of products is the amount paid to purchase goods sold (or similar)
· May also include things like rent, employees, etc.
· Selling, General and Administrative (SG&A) – Executive pay, marketing and legal expenses, and other things unrelated to the products themselves.
· EBITDA
· Earnings Before Interest, Taxes, Depreciation & Amortization
· Consider two companies with exact same structure. One company has $20 of net income, and the other has $220. 
· First, you’d look at capital structure (leverage ratio) and EBITDA.
· EBITDA adds the following to Net Income
· Interest paid on debt.
· Taxes paid.
· Depreciation & Amortization, because this depends heavily on the method you use.
· This number essentially measures the amount of cash the company took in last year.
· Rough value of the company is 4xEBITDA.
· When looking at a company, consider Sales/Net Income, which gives you an idea of their operating efficiency.
· When does a transaction appear on the financial statements?
· Accrual accounting.
· Goes on the financials when the value exchange takes place, not when you get paid.
· Recognised when all conditions are met:
· Persuasive evidence of an arrangement exists
· Delivery of products or services has occurred
· Price is fixed and determinable
· Collection is reasonably assured
· Every company has a revenue recognition policy that they disclose in their financials, where they go through GAAP and talk about their applications of the rules.
· POs do not show up anywhere on financials, as contracts do not count.
· Once we start on revenue, the matching principle says that expenses are recorded in the period that the matched revenue was recorded.
· EPS
· Standard: Earnings/Outstanding Shares
· Diluted: Earnings / (Outstanding Shares + Warrants/Options/Dilutative Securities, etc.)
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Ways that we measure the performance of a company.
Balance Sheet measures money based on an accrual basis (based on when the exchange of value takes place).
Statement of Cash Flows takes a cash accounting perspective of the same period of time as does the Balance Sheet.
Statement of Cash Flows:
· It’s real in that it’s essentially auditable.
· Between Cash Flows and Balance Sheet, we have a balance between Accuracy and Effectiveness (respectively).
· It’s also difficult to read because it has a lot of line items.
· Does three periods (years).
· Important things:
· Net Income
· Cash Flow from Operations
· Cash Flow from Investing
· Cash Flow from Financing
· Income Types:	
· Operating
· Net Income
· Payment for inventory, etc.
· Investing
· When company invests in itself. When it builds a new plant, buys a new truck, etc.
· Financing
· Capital (cash) that comes in an out from either lenders or equity holders.
· How to get to cash flows from Net Income:
· Add back depreciation and amortization
· Net Income + Depreciation – AR Change + AP Change = Cash from Operations
· Depreciation is the HUGE difference between these.
· This is why Ford is actually viable despite large negative net income.
· Review:
· Cash – Not Estimated
· AR – Realized at “Net realizable value”
· How much of this will you really collect?
· Investments – Mark to Market
· Market value of the investments
· Inventory – Lower of Cost and Market
· Use LIFO, FIFO, etc. for keeping track of how much was paid for current assets.
· The above are all current assets – expect to use them in the next 12 mo.
· Long Term Assets listed as Net of Depreciation (we use up the purchase price by depreciating it)
· Liability – Money that was borrowed
· Bonds
· Current Liabilities (what will it take to relieve you of the obligation?)
· Accruals – Guess about your existing obligation to employees, etc.
· Off balance sheet liabilities – don’t go on balance sheet.
· Special Purpose Entities
· Contingent Liabilities
· Equity – Money from owners
· Paid in Capital
· Retained Earnings
· OCI
· A = E + L
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· What do we mark to market?
· Investments that we intend to sell.

Analyzing Financial Statements
· A company’s financial statements only tell part of the story. 
· A good analyst will first turn to the context – read about the company, figure out what they do, etc.
· Also, different levels of people care about different things.
· Management cares about revenue.
· Shareholders care more about profits.
· Creditors care more about pre-tax cash flow.
· Rules of Analysis:
· Almost never is there a good or bad.
· Two Ways to Analize a Company:
· Time Series Analysis
· Look at the Corp. over time, searching for trends.
· Comp (comparison) Analysis
· Look at other companies in the same year. Comparing to comparable co., we’ve effectively removed the macroeconomic effect on both companies.
· Note that while Home Depot may be comparable to Lowes, there are no good comparisons for GE.
· Two analytical tools:
· Component Analysis – 
· Convert the dollar amounts on the balance sheet to a percent of total assets.
· Convert all income to percent of total revenue.
· Look at Motorola slides:
· Gross margin is going down. Could be because a phone costs more to make, and could be because they don’t sell for as much.
· Note Important section of 10-k called the MD&A (Management’s Discussion & Analysis)


· Exercise
· #1, GE - rather service based.
· Accounts Receivable very high – they’re a BANK!!
· Debt Financed – due to large asset pool.
· #2 Echostar, 
· no cost of goods sold (dish may be licensed to you, so small cost)
· High operating costs (rockets, satellites, etc.)
· Negative Equity due to having lost money (negative retained earnings).
· #3, Walgreens because 
· Long-Term Liabilities low (no manufacturing facilities)
· High equity, so not a lot of assets
· Don’t bring a lot of value to customers, so higher cost of goods sold. They don’t make it, so it’s more expensive.
· #4, Campbells (goods/services)
· Other Assets is largely composed of goodwill.
· Ratios of interest:
· Profitability – Turn revenue into profit.
· Return on Equity (Return = Earnings = Net Income)
· Amount of money you make for what has been invested.
· On average this is 5-10%.
· Return on Assets
· Ability to turn assets into income
· Return on Sales
· Ability to generate and market profitable products.
· Operating Effectiveness – Manage Assets 
· Receivables Turnover and DSO
· How quickly does a company collect its accounts receivables?
· Net Trades Receivables removes the allowance for expected non-payments.
· DSO = Days in Year (365) / Receivable Turnover = Days it took to collect money from time of sale.
· On average, this is 45-60days
· Liquidity – meet short-term obligations
· Current Ratio
· Current Assets / Current Liabilities
· You want this number to be greater than 1.
· Quick Ratio
· Quick Assets (Cash, Short-Term Investments, Accounts Receivable) / Current Liabilities
· Solvency
· Same things as liquidity, but long-term. Important for debtors.
· Times Interest Earned = EBIT / Interest Expense
· How insulated are creditors?
· Most banks insist that this number be greater than ten.
· Debt/Equity (Leverage Ratio; Capital Structure Ratio)
· Measures the company’s decisions regarding the debt vs. equity that they’ve assumed.
· Why Leverage Matters:
· The lower the ratio, the less likely people will invest (return per shareholder is low).
· The higher the ratio, the more debt, and thus the more risk in the company.
· 
· 
· Ratios Example Test:
· A
· Supervalue. Operating margin suggests retail. Longer days in inventory.
· B
· Jetblue. Losing money (net profit), all assets in equipment, low goodwill (young company)
· C
· Dupont
· Manufacturer. Higher margins. Huge Return on Equity. Substantial inventory.
· D
· eBay – No inventory, high margins, no debt.
· E
· Inventory – Books don’t spoil. Also gross margin suggests retail.


April 10, 2009 – Review Session
· We’re starting a business. Where do we get money?
· Bank (loan)
· Self
· Investors
· Four types of Statements
· Balance Sheet
· A = L + E
· Income Statement
· Cash Flows
· Assets: (other than cash, actual value is unknowable unless you sell it)
· Inventory: (LCM: Lower of Cost or Market)
· Cash
· Fixed Assets/PPE (Property, Plant & Equipment) (Cost – Accumulated Depreciation)
· Short-Term Investments (Something you plan to take out within 6mo) (Mark-to-Market)
· Intangibles (IP: Valued at out of pocket costs)
· Accounts Receivables (Valued at Net Realizable Value (what you reasonably expect to receive))
· Liabilities:
· Equity: 
· Paid in capital
· Retained Earnings
· Minus dividends and treasury stock.
· Other Income (things that don’t make it into the income statement, but go directly to equity)
· Revaluations of short term investments
· Pension changes
· Effect of foreign currency.
· Shareholders’ Equity
· Two types of accounting:
· Cash
· Accrual
· Ties directly to the revenue recognition part of the income statement.
· Once the revenue recognition is figured out, matching principle kicks in.
· Have to figure out what was paid for the things that were sold, and put opposite the matching revenue.


· Which company is which slide (Lecture 9 ppt, slide 9)
· First think about the companies’ business model.
· Retail v. Manufacturing v. Service
· Leverage (low assets means low debt, high equity)
· Look across the different percentages.
· A high % accounts receivable suggests business-to-business
· Low inventory suggests a service company.
· Current Ratio describes liquidity.
· Gross margin is what retailer keeps after it pays for whatever it sells to you. (doesn’t include general operational expenses). A high gross margin suggests a service company.
· Net Margin: Final profit. Low suggests service/low assets (e.g. virtual company)
· Days Receivable (DSO): How long does it take you to collect your money?
· Days Inventory: How long do you keep stuff in inventory? Service companies will have low inventory.
· Food store v. book store? Food spoils. 
· Lecture 2, slide 15
· Look at leverage.
· Also, note that good will is a long term asset.
· Earnings, Income, Return and Margin all mean Profit.
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· The thing in Pratt is an annual report. That’s what they send to their investors, which is essentially a readable version of the 10-K.
· It has a bunch of pretty charts, and then the letter to the shareholders.
· Subject to all SEC disclosure requirements, particularly with regard to forward looking statements.
· Possibly the primary use for investors is to see how transparent or open the company is.
Looking at the Pepsi materials on p. 720
· Statement of Income
· “How big?” $35B. (revenue; top line)
· $5.6B net income/bottom line.
· They are growing both on top and bottom lines.
· 12-13% growth
· Harder for a big company to grow.
· Statement of Cash Flow (covers same period as income statement)
· Start with net income.
· Take out depreciation
· Skip over all the line items, and look at Net Cash Provided by Operating Activities.
· Jumping to bottom, last three line items show increase/decrease in cash over the year. 
· Balance Sheet (as of a moment in time)
· Cash and Cash Equivalents comes from bottom line of Statement of Cash Flows.
· Fairly balanced leverage ratio.
· Statement of Shareholders’ Equity
· Note the notes, which tell you:
· how they spread their amortization (which is entirely discretionary).
· Required Disclosures:
· SOX: Managements’ Responsibility for Financial Reporting (p. 751)
· Management takes responsibility for reports.
· Report on Internal Control (752)
· Certify that there is a prudent and responsible process for producing the numbers.
· Report from Auditor. (753)
· Auditor agrees that numbers are OK.
· Sometimes Auditor issues a qualified opinion (“with the exception of…”)
· Kiss of death for a public company.
· Auditors must say they believe it is a “going concern” meaning they believe the company will continue to operate
· Can issue a going concern qualification
· Kiss of death.


· Red Flags:
· Using a no-name auditor
· Changing auditors
· With Income Statement, comparing year over year, make percentages (generally as a percentage of revenue):
· First, calculate the bold things.
· Cost of Goods Sold: Direct costs of producing products.
· For Pepsi, it includes material, syrup, water, bottles, labor to make it, rent on factory, management of factory.
· Gross Margin = Revenue – Cost of Goods Sold.
· SG&A: Selling, General & Administrative (Overhead) costs.
· Advertising, marketing, CEO, legal, etc.
· Operating Income (/ Operating Profit) = Gross Margin – SG&A
· This is really what matters. 
· Look at big changes, and see why they are there.
· Balance Sheet Questions:
· Questions s.a. ID2-9(b&c) (p. 71), considering Balance Sheet on .71
· All percentages against total assets.
· First, look at asset structure:
· Current Assets are cash and things that can be changed into cash within 12 months.
· Current Assets as percent of Total Assets = ~33%
· Short-term investments down. These are investments in stock, other companies, etc. that they expected to liquidate within a year. It appears that they liquidated some, but didn’t increase cash. EXAMINE CASH FLOWS STATEMENT.
· Total Assets are about the same.
· Looking at L&E
· Current Liabilities – Satisfied w/i 12 months
· (20)06: ~26% of total assets
· 05: ~30% of total assets
· Long-Term – Satisfied in > 12 mo.
· 06: ~26%
· 05: ~25%
· Total Liabilities / Total Assets:
· 06: 49%
· 05: 55%
· Thus, shareholders’ equity is a greater percentage. This means they became less leveraged.
· Big change is in current liabilities.
· Short term obligations went down $2.6B.
· The source of this money will be on the cash flows statement.
· Cash Flows Statement:
· Squaring decrease in short-term investment with decrease in short term obligations, add back stuff, and focus on Cash Provided by Operating Activities. 
· Everything below Cash from Ops tells us where the money went.
· Investing Activities is negative, but much less so than previously. (large numbers)
· Capital Spending: amount put into long term assets (PP&E)
· Short Term Investments caused a large increase in cash.
· Financing Activities
· Used almost $6B for financing activities, which is higher than usual. 
· Short Term Borrowings used cash, so they paid them off.
· Also, spent a lot of money on buybacks and dividends.
· Had substantial proceeds from stock options, so they got cash from employees exercising options.
· Hypo Question:
· In 100 words or less, where’d the money come from and what did they do with it.
· Cash was essentially unchanged between years, they generated $6.1B selling stuff, bought equipment, but paid for it by selling off investments, and gave most of their revenue to pay off debts and return funds to shareholders through buybacks and dividends.
· The Exam:
· Takehome
· 24hrs
· Should take about 3hrs.
· Totally open everything.
· Can’t talk to other people about it.
· No citations.
· Expect questions like we’ve been doing in class today.
· Any short answers will have word limits.
· Pick-the-company questions:
· Identify the companies, and give two reasons why for each.
· Maybe some easy conceptual questions:
· What’s the difference between net income and cash from operations?
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Basic Financial Covenants:
· Coverage Ratio:
· Most important
· Measures ability of borrower to pay obligations
· Consolidated Cash Flow / Fixed Charges
· EBIT is the amount of money a company makes.
· Excludes Interest and Tax deductions.
· Not a GAAP concept
· Thus, have to clearly define. Can’t rely on GAAP for definition.
· EBITDA
· Not a GAAP concept
· Adjusted EBITDA
· Adjusted to exclude one-time or non-recurring expenses.
· Proforma EBITDA
· Includes “results” from outside the company, e.g. potential mergers or markets.
· Thus, you use the EBITDA from the companies you’re about to buy.
· Free Cash Flow
· Pure I-Banking concept.
· Takes EBITDA, and subtracts money for preferred dividends, principal payments and capital expenditures. (essentially removing required payments
· Fixed Charges:
· Interest
· Principal
· Dividends (preferred)
· Rent Commitments
· Maintenance Capital Expenditures
· Structured Debt
· May consider only “structured” debt (under a K with regular interest and scheduled principal payments), rather than all liabilities.
· Often compared to equity.
· Can take either Total Debt or Structured Debt and put over Equity to get a Leverage Ratio
· Net Worth
· Protect principal.
· GAAP Net Worth = Shareholders’ Equity
· The Net Worth Terminology slide is all defined in GAAP.
· Some Variation:	
· Tangible Net Worth
· Exclude intangibles (e.g. goodwill) from equity.
· Net Assets
· Equity from Balance Sheet + Redeemable Preferred Stock (take in equity in exchange for stock that is convertible back to common and pays a fixed dividend)
· May also include non-GAAP equity deductions s.a. contingent liabilities, operating leases, SPE liabilities.
· Liquidity:
· Ability to make short-term payments.
· Cash Flows
· Note that using EBITDA to define this is bad in that it is possible for earnings to go up without any meaningful change in cash.
· Net Income:
· Comes from income statement.
· Often some adjusting.
· Changes in Accounting Rules
· Can use either current or fixed GAAP, being rules in effect at a certain date.
· Note that using fixed GAAP rules can be problematic in terms of reliability as audits done with current GAAP.

Exam:
· Four Questions:
· Two are number oriented.
· Two are concept oriented.
· Last one has an option (choose A or B)
· You can answer both and he’ll pick the best answer.
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