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Introduction to this Chapter

• We will learn some bases of a firm’s financial statements

• We’ll then discuss some financial ratios to analyse financial 

statements

• During this process we will have to to study some basic accounting 

• But our focus is still on the finance side

• We are using the relevant accounting information to understand firms’ 

financial conditions

• We will spend two (or three) weeks on this chapter 



Motivation: Why This Chapter?

• Some of you may find this chapter a bit ‘dry’ or ‘too accounting’

• But this doesn’t mean it is not important

• Financial statements and ratios provide important information about 

firms’ performance

• Basic concepts and financial ratios discussed in this chapter are like 

basic ‘language’ of corporate finance 

• Also good revision for those who’ve learned accounting before

 



We need to understand ratios such as ‘Market cap’ or ‘PE Ratio’

 

Source: Yahoo! Finance



Why This Chapter?

• Another Reason: good for your CFA exam

• Contents discussed in this chapter are related to ‘Financial Reporting 

and Analysis’ of CFA Level I Exam

• Check the CFA Level I Textbook (via University’s website)

• https://encore.exeter.ac.uk/iii/encore/record/C__Rb4493119__SCFA_

_Orightresult__U__X6?lang=eng&suite=cobalt

 



Chapter Outline

2.1  Firms’ Disclosure of Financial Information 

2.2  The Balance Sheet 

2.3  The Income Statement

2.4  The Statement of Cash Flows 

2.5  Other Financial Statement Information

2.6  Financial Statement Analysis 

2.7  (Optional) Financial Reporting in Practice 



Learning Objectives

1. List the four major financial statements required by the SEC for publicly 
traded firms, define each of the four statements, and explain why each 
of these financial statements is valuable.

2. Discuss the difference between book value of stockholders’ equity and 
market value of stockholders’ equity; explain why the two numbers are 
almost never the same.

3. Compute the various financial measures we’ve covered here, and 
describe their usefulness in assessing firm performance

 



Learning Objectives

4. Discuss the uses of the DuPont identity in disaggregating ROE, and 
assess the impact of increases and decreases in the components of 
the identity on ROE.

5. Distinguish between cash flow, as reported on the statement of cash 
flows, and accrual-based income, as reported on the income 
statement; discuss the importance of cash flows to investors, relative 
to accrual-based income. 



2.1 
Firms’ Disclosure of Financial 

Information



Financial Statements

• Firm-issued accounting reports with past  performance information

• Filed with the SEC (U.S. Securities and Exchange Commission)

▪ 10Q

✔ Quarterly 

▪ 10K

✔ Annual

• Must also send an annual report with financial statements to 

shareholders 



Apple Inc. Financial Statements

• Link: https://investor.apple.com/investor-relations/default.aspx



Preparation of Financial Statements

• Generally Accepted Accounting Principles (GAAP)

• A common set of rules and standard format for public companies 

to use when they prepare their reports

• Different countries have their own GAAPs

• International Financial Reporting Standards (IFRS)

• International effort to harmonise accounting standards

• (Optional) Reading on IFRS vs US GAAP

• https://assets.kpmg/content/dam/kpmg/xx/pdf/2020/03/ifrs-us-g

aap-2020.pdf



Preparation of Financial Statements

• Auditor

▪ Neutral third party that checks a firm’s financial statements

▪ Four leading firms in global auditing market: ‘Big Four’

▪ In reality, auditing firms have their own interests and may be far 

from neutral

✔ Andersen and Enron

✔ Wirecard and EY

• Calls for the Big Four to be more strictly regulated 



Optional Reading on Auditing Market and Regulation

• https://www.ft.com/content/96d4b090-f973-11e9-a354-36acbbb0d9

b6

• https://www.ft.com/content/7ad4d113-0c33-44b2-b4e4-ede47f3345

05

• https://www.ft.com/content/d5103236-2799-4eab-bb71-afad7b703a

e4

• https://www.ft.com/content/4219750e-612a-11e9-a27a-fdd5185099

4c

• https://www.theguardian.com/business/2004/dec/17/europeanunion



Types of Financial Statements

• Balance Sheet

• Income Statement

• Statement of Cash Flows

• Statement of Stockholders’ Equity



Stock vs Flow

• A stock is measured at a specific time, and represents a quantity existing at that 

point in time

•  A flow is measured over an interval of time.

• Example of stock: on 16/12/2020, my bank account has deposit of £1000

• Example of flow:  during 16/12/2020 to 16/1/2021, I earn £1000 from the 

University and spent £900

• What is the new stock: on 16/01/2021, my bank account has a deposit of 

1000+(1000-900)=£1100



2.2 
Balance Sheet



Balance Sheet

• A snapshot in time of the firm’s financial position

• We are looking at stocks (not flow)

• The Balance Sheet Identity:



Table 2.1  Global Conglomerate Corporation Balance Sheet



Balance Sheet

• Assets

• What the company owns

• Liabilities

• What the company owes

• Stockholder’s Equity

• The difference between the value of the firm’s assets and liabilities



Assets

• Current Assets: Cash or assets expected to be turned into cash in the 

next year

▪ Cash 

▪ Marketable Securities

✔ Example: Government debt that matures within a year

▪ Accounts Receivable

▪ Inventories

▪ Other Current Assets

✔ Example: Pre-paid expenses (Further Reading)



Assets

• Long-Term Assets

• Net Property, Plant, & Equipment

• Depreciation (and Accumulated Depreciation)

• Notice that you don’t really pay cash due to depreciation

• Book Value = Acquisition cost – Accumulated depreciation

• Goodwill and intangible assets

• Amortization

• Notice that you don’t really pay cash due to amortization

• Other long-term assets

• Example:  Investments in Long-term Securities



Liabilities

• Current Liabilities: Due to be paid within the next year

▪ Accounts Payable

▪ Short-Term Debt/Notes Payable

▪ Current Maturities of Long-Term Debt

▪ Other Current Liabilities

✔ Taxes Payable

✔ Wages Payable

• Net Working Capital: Current Assets – Current Liabilities



Liabilities

Long-Term Liabilities
▪ Long-Term Debt

▪ Capital Leases

▪ Deferred Taxes



Table 2.1 Global Conglomerate Corporation Balance Sheet



Stockholder’s Equity: Market Value Versus Book Value

 



Market-to-Book Ratio

• Also called Price-to-Book Ratio

• Value Stocks 

▪ Low M/B ratios

• Growth Stocks

▪ High M/B ratios 

• https://www.investopedia.com/terms/b/booktomarketratio.asp



Enterprise Value

• Market Capitalization measures the market value of equity

• What is the market value of the business?

• Enterprise Value (EV)

• Also called Total Enterprise Value (TEV)

• A good measure to value a firm for a potential takeover 



Textbook Example 2.1



Textbook Example 2.1



2.3 
Income Statement



Income Statement

• Income statement lists the firm’s revenues and expenses over a period 

of time 

• So we are looking at flow here (not stock)

• The bottom line of income statement is net income 

• Net income measures a firm’s profit (after paying tax and interest 

expenses)

• Income statement shows how net income is calculated using revenues 

and expenses



Income Statement

• Reminder: net income is accounting profit (not change of cash)

▪ Net income is generally not equal to Change in cash and cash 

equivalent (the net change of cash) 

▪ For example, depreciation reduces accounting profit but does not 

really reduce the cash in the firm

▪ And many other factors that make net income generally unequal to 

Change in cash and cash equivalent 

▪ We will discuss change of cash in Chapter 2.4



Table 2.2  Global Conglomerate Corporation Income Statement



Example: Apple Inc.

• Apple’s 2021 Income Statement

• From its 2021 10-K Annual Report (Page 32)

• Link: 

https://s2.q4cdn.com/470004039/files/doc_financials/2021/q4/_10-K-2

021-(As-Filed).pdf



Income Statement

 



Complete Formula

 



Complete Formula of Net Income

 



What can Net Income be used for?

 



Income Statement

 



2.4
Statement of Cash Flows



Statement of Cash Flows

• Net Income typically does NOT equal the amount of cash the firm 
has earned.

• Net Income is accounting profit, but not change of cash

• The difference between net income and change of cash comes from:
▪ Non-Cash Items

✔ Non-Cash Items are expenses that are listed in the income 

statement that do not involve cash payment

✔ For example, Depreciation and Amortization



Statement of Cash Flows

• The difference between net income and cash flow may also come 

from:

▪ Uses of Cash not on the Income Statement 

✔ Investment in Property, Plant, and Equipment 

✔ Payment of the principal amount of debt

✔ Many other items



Statement of Cash Flows: Three Sections

• Operating Activity

• Investment Activity

• Financing Activity 



Operating Activity

• Adjusts net income by all non-cash items related to 
operating activities and changes in net working capital

▪ Depreciation – add the amount of depreciation

▪ Accounts Receivable – deduct the increases

▪ Accounts Payable – add the increases

▪ Inventories – deduct the increases



Cash from Operating Activities

 



Investment Activity and Financing Activity 

• Investment Activity

▪ Capital Expenditures

▪ Buying or Selling Marketable Securities

• Financing Activity

▪ Payment of Dividends

✔ Retained Earnings = Net Income – Dividends

▪ Changes in Borrowings (the principal amount)

✔ Interest expenses already deducted when calculating net 
income



Cash from Investment Activities

 



Cash from Financing Activities

 



Change in cash and cash equivalents

 



Another way to calculate change in cash
 



Change in cash and cash equivalents

 



Table 2.3  Global Conglomerate Corporation Statement of Cash 
Flows



Table 2.1 Global Conglomerate Corporation Balance Sheet



2.5 Other Financial 
Statement Information



Statement of Stockholders’ Equity

 



Other Financial Statement Information

• Management Discussion and Analysis

• Off-Balance Sheet Transactions

• Notes to the Financial Statements



Textbook Example 2.3



Textbook Example 2.3



2.6 
Financial Statement Analysis



Financial Statement Analysis

• Financial Statement Analysis can be used 

▪ Compare the firm with itself over time

▪ Compare the firm to other similar firms



Types of Ratios

• Profitability Ratios

• Liquidity Ratios

• Working Capital Ratios

• Interest Coverage Ratios

• Leverage Ratios

• Valuation Ratios

• Operating Returns



Profitability Ratios

 



Figure 2.1 EBIT Margins for Five U.S. Airlines

Source: Capital IQ



Liquidity Ratios

• Current Ratio

▪ Current Ratio=Current Assets / Current Liabilities

• Quick Ratio

▪ Quick Ratio=(Cash + Short-Term Investments + 
Account Receivable) / Current Liabilities

• Cash Ratio

▪ Cash Ratio=Cash/ Current Liabilities



Textbook Example 2.4



Table 2.1 Global Conglomerate Corporation Balance Sheet



Textbook Example 2.4



Working Capital Ratios

Accounts Receivable Days

• Accounts Payable Days

• Inventory Days



Working Capital Ratios

Accounts Receivable Turnover

• Accounts Payable Turnover

• Inventory Turnover



Interest Coverage Ratios

• EBIT/Interest

• EBITDA/Interest

▪ EBITDA = EBIT + Depreciation and Amortization



Textbook Example 2.5



Table 2.1 Global Conglomerate Corporation Balance Sheet



Table 2.2  Global Conglomerate Corporation Income Statement



Textbook Example 2.5



Leverage Ratios

• Debt-Equity Ratio

• Debt-to-Capital Ratio



Table 2.1 Global Conglomerate Corporation Balance Sheet



Leverage Ratios

• Net Debt
▪ Total Debt - Excess Cash & Short-Term Investments

• Debt-to-Enterprise Value

• Equity Multiplier
▪ Total Assets / Book Value of Equity



Valuation Ratios

• P/E Ratio

• Enterprise Value to EBIT

• Enterprise Value to Sales



Valuation Ratios

 



Textbook Example 2.6



Textbook Example 2.6



Operating Returns

• Return on Equity

• Return on Assets

• Return on Invested Capital



Textbook Example 2.7



Table 2.2  Global Conglomerate Corporation Income Statement



Textbook Example 2.7



The DuPont Identity

Net Profit Margin Asset Turnover Equity Multiplier



Textbook Example 2.8



Textbook Example 2.8



Table 2.4  Key Financial 
Ratios for Large U.S. 
Firms, Spring 2018



2.7 (Optional) 
Financial Reporting in 

Practice



(Optional) Financial Reporting in Practice

• Even with safeguards, reporting abuses still happen:

▪ Enron

▪ WorldCom

▪ Sarbanes-Oxley Act (SOX)

▪ Dodd-Frank Act



Chapter Quiz

1.The book value of a company’s assets usually does not equal the market 
value of those assets.  What are some reasons for this difference?

2.What is a firm’s enterprise value?

3.What is the difference between a firm’s gross profit and its net income?

4.What is the DuPont identity?

5.What are the components of the statement of cash flows?

6.What information do the notes to the financial statements provide?


