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Analyzing Financial Statements from a Valuation Perspective

INTRODUCTION
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• Most decisions made by management of a company and matters 
subject to legal controversy involve, or are resolved through, the 
economics associated with the transaction or case

• The economics of any particular fact pattern are generally built 
upon a foundation of financial information set forth in financial 
statements

INTRODUCTION
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• Today we will provide you with insight beyond the numbers on the 
financial statement

− We will provide a high-level view of how valuation professionals assess or 
analyze a company’s financial statements

INTRODUCTION
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• Topics we will cover:

− Financial Statement Analysis

− Financial Ratios

− Assessing Company-Specific Risk

− Determining the Impact on Company Value

INTRODUCTION
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Analyzing Financial Statements from a Valuation Perspective

FINANCIAL STATEMENT ANALYSIS
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• A primary objective of financial statements is to assist in the decision-
making process for many purposes

• One must consider the full set of financial statements, including the 
footnote disclosures, for a complete analysis

• Financial statement users need to consider not only the amounts of 
assets, liabilities and earnings, but also the underlying detail of those 
balances to understand the imbedded strength, quality and risks

FINANCIAL STATEMENT ANALYSIS
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• Assets
− Identify assets, along with value and associated risk

− Investors and lenders are interested in how readily a company’s assets can 
be converted into cash

− Footnotes should be read to determine if there are any restrictions on the 
use of significant cash balances or other assets

− Assets typically only include tangible assets

FINANCIAL STATEMENT ANALYSIS
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• Liabilities

− Analysis should consider two primary attributes: 

• Value of outstanding debt obligations

• Timing of the payments

− A company’s financial strength generally improves to the extent that it can 
defer liabilities to future dates

FINANCIAL STATEMENT ANALYSIS
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• Liabilities

− Greater reliance can be placed on a liability that is fixed in nature, versus 
one that is subject to estimation

− Reader should also consider whether there are any unrecorded liabilities 
that impact the financial analysis

FINANCIAL STATEMENT ANALYSIS
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• Quality of Earnings

− Income statements should be analyzed in detail by looking at the key 
components that drive net income

• Remove anomalies or one-time events

• Impact of non-operating income and expense items

• Impact of GAAP accounting vs. economic reality 

FINANCIAL STATEMENT ANALYSIS
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• Comparability

− By comparing two (or, ideally, more) years against each other, financial 
statement users can identify positive or negative trends in the company’s 
earnings, liquidity or other performance measures

− Reader must be aware of circumstances that may affect the comparability 
of multiple years’ financial statements

FINANCIAL STATEMENT ANALYSIS
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• Circumstances that may affect comparability

− Reclassifications

− New or discontinued operations

− Unusual or infrequent transactions

FINANCIAL STATEMENT ANALYSIS
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Analyzing Financial Statements from a Valuation Perspective

FINANCIAL RATIOS
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• A ratio, by itself, is meaningless until it is compared to prior years’ 
experience, projections and industry averages, as well as other ratios

• Ratio analysis is used as a benchmark to measure company perform-
ance and identify potential problems

• Selection of appropriate ratios will depend on the purpose of the 
project and required analysis

FINANCIAL RATIOS
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• 4 Basic Classifications

− Coverage

− Return

− Turnover

− Component percentage

FINANCIAL RATIOS
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• Types of Ratios to Analyze

− Liquidity ratios

− Activity ratios

− Leverage ratios

− Profitability ratios
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• Liquidity Ratios: Measure Short-Term Solvency

− Indicate the ease of converting certain assets into cash

• Current Ratio – ability to meet debt requirements as they come due

• Quick Ratio (Acid Test Ratio) – more rigorous test of short-term solvency

• Working Capital – ability to weather financial hardships (in dollars rather 
than a ratio)

FINANCIAL RATIOS
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• Activity Ratios: Measure Effective Use of Assets

− How efficiently a company’s assets are employed

− The greater the turnover, the more effective a company is at producing 
benefits from its investment 

• AR Turnover  how many times AR is collected/converted to cash

• Inventory Turnover  how often inventory is created and sold, how 
the business manages inventory levels

FINANCIAL RATIOS
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• Leverage Ratios: Debt Financing and Coverage

− Financial risk is the extent that debt financing is used relative to equity 

• Leverage Ratios  assess how much financial risk a company holds

• Coverage Ratios  measure a company’s ability to satisfy fixed obligations

• Debt Ratios  what proportion of assets are financed with debt 

• Debt-to-Equity Ratios  relative uses of debt and equity as capital sources

FINANCIAL RATIOS
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• Profitability Ratios: Compare Components of Income with Sales

− Used to evaluate the ability of a company to translate sales dollars into 
profits at different stages of measurement

• Gross Profit Margin

• Operating Profit Margin

• EBITDA Margin

• Return on Equity  bottom-line measure for shareholders to gauge the amount 
of cash generated from existing assets 

FINANCIAL RATIOS
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• Z-Scores

− Utilized to predict corporate defaults utilizing multiple income and balance 
sheet values 

− Weights five ratios and sums the amounts to determine score

• Growth Rates

− Annual or compound annual growth rate (CAGR)

− Measuring change in a particular account over a period of time

OTHER FINANCIAL METRICS
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• Failure to use an average or weighted average when applicable can 
distort ratios

• Failure to recognize differences in accounting methods and business-
specific factors can affect comparability

• Misinterpretation of certain trends and performance measures due 
to insufficient historical analysis can result in errors 

COMMON MISTAKES IN APPLICATION
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Analyzing Financial Statements from a Valuation Perspective

ASSESSING COMPANY-SPECIFIC RISKS
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• Unsystematic Risk 

− Four primary sources:

• Size

• Macroenvironment

• Industry

• Company-specific attributes

ASSESSING COMPANY-SPECIFIC RISKS
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• Company-Specific Risk Factors:

− Dependence upon a key person

− Dependence upon a key supplier

− Concentration of the customer base

− Financial forecasts or projections are biased high

− Abnormal present or pending competition

− Pending lawsuits

− Pending regulatory changes

ASSESSING COMPANY-SPECIFIC RISKS
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• Challenges

− Privately held companies may have less information available than public 
companies

− Quantifying company-specific risk can be difficult and controversial

ASSESSING COMPANY-SPECIFIC RISKS
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• Quantification

− Guidance for determining risk in a systematic way:

• Compare subject company to guideline companies or other industry data

• Identify potential risk factors and apply adjustments

• Thoughtful, well-developed analysis to support conclusions

• Create rate of return based on benchmark and compare to risk attributes of 
subject to determine any adjustments

ASSESSING COMPANY-SPECIFIC RISKS
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• Final Thoughts on Assessing Risk

− Valuation determines to what extent company-specific risks will affect value

− Conclusions should be presented in an organized, well-documented manner

ASSESSING COMPANY-SPECIFIC RISKS
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Analyzing Financial Statements from a Valuation Perspective

IMPACT ON COMPANY VALUE
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• Stakeholders

− Customers

− Employees 

− Vendors/suppliers

− Lenders 

− Government

− Shareholders

DETERMINING THE IMPACT ON COMPANY VALUE
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• Common Equity Investors

− All other stakeholders must be accommodated before any return is paid to 
equity investors

− When all stakeholders are optimized, remaining net free cash flow is key 
determinant of company’s value

DETERMINING THE IMPACT ON COMPANY VALUE
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• Stakeholder Risk and Reward

− Ratios and analysis can be used to identify and quantify risk associated 
with various operational and financial aspects of the business

− Important to understand the mechanics of the calculation of value to 
appreciate the risks

DETERMINING THE IMPACT ON COMPANY VALUE
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• To understand how these analyses interplay with one another, it is 
important to consider each in the context of the business valuation 
process

• Three foundational valuation approaches:

− Income

− Market

− Cost/Asset

DETERMINING THE IMPACT ON COMPANY VALUE
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• Income Approach

− Capitalized Cash Flow Method

− Discounted Future Cash Flow Method

DETERMINING THE IMPACT ON COMPANY VALUE
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• Capitalized Future Economic Benefit Model

− Numerator = expected future economic benefits (often defined as net free 
cash flows)

− Denominator = investment risk associated with future expected net free 
cash flows 

− Risk rate = capitalization rate (includes expected long-term growth in future 
economic benefits)

DETERMINING THE IMPACT ON COMPANY VALUE
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• Capitalized Future Economic Benefit Model

− Economic benefit = $10,000

− Risk rate = 23%

− Growth rate = 3%

− Capitalization rate = 20%

− Value = $50,000 ($10,000/.20)

DETERMINING THE IMPACT ON COMPANY VALUE
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• Capitalized Future Economic Benefit Model

− Intent is to evaluate the credibility and propriety of both elements in the 
calculation

− All risk inherent in the business must be identified and quantified in one 
of the elements

− Value drivers are identified in the process

DETERMINING THE IMPACT ON COMPANY VALUE
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• Value Drivers

− Specific aspects of the business that have the greatest effect on valuation

− Vary widely from one business to the next

− If effects of value drivers are understood, they can be incorporated into 
calculations

DETERMINING THE IMPACT ON COMPANY VALUE
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• Value Drivers – Example

− Technology Business A develops Product X

− Company’s most important value driver

− Annual growth averaging 18% over three years

DETERMINING THE IMPACT ON COMPANY VALUE
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• Value Drivers – Example

− Must assess if sales can continue at this rate and/or if there is potential for 
competitors to displace sales

− Compare Technology Business A’s performance against historical, industry 
and competitors’ results

− Specific attention paid to R&D costs

DETERMINING THE IMPACT ON COMPANY VALUE
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• Value Drivers – Example

− Adjustments must be made in calculation of value to account for any potential 
changes to value drivers

− Modifications can be made to the numerator or denominator to reflect change

• Numerator: expected future benefit stream

• Denominator: risk associated with the receipt of the benefit stream

DETERMINING THE IMPACT ON COMPANY VALUE
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• Market Approach

− Guideline Completed Transaction Method

− Guideline Public Company Method

DETERMINING THE IMPACT ON COMPANY VALUE
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• Market Approach

− Financial analysis utilized to determine necessary adjustments to subject 
company’s earnings stream

− Adjustments made prior to application of market multiple

− Indicated value further adjusted for balance-sheet-specific items

DETERMINING THE IMPACT ON COMPANY VALUE
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• Cost/Asset Approach

− Balance-sheet driven approach

− Financial analysis of balance sheet utilized to determine if carrying value 
approximates market value

DETERMINING THE IMPACT ON COMPANY VALUE
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• Interpreting the Results

− Process of financial and ratio analysis attempts to identify strengths and 
weaknesses of subject company

− Results should be compared against the company’s historical company 
(trend analysis), as well as to competitor and industry data

DETERMINING THE IMPACT ON COMPANY VALUE
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• Interpreting the Results

− Discrepancies with competitor results should be understood and any 
effects considered

− Failure to align with industry data can be cause for greater concern 
(additional investment risk)

DETERMINING THE IMPACT ON COMPANY VALUE
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WRAP UP 
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• Absolute numbers in financial statements are of little analytical use 
on their own  must be transformed into meaningful relationships 
to assess the company’s financial performance and condition

• Financial statements reflect a summary of real world events 
(transactions), as well as certain estimates and judgments on the 
part of management

• Analysis of the financial statements provides a basis for valuation 
calculations and the application of valuation discounts

WRAP UP
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Analyzing Financial Statements from a Valuation Perspective

QUESTIONS?


