FINANCIAL RATIO ANALYSIS, USING ANNUAL STATEMENT STUDIES:
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01.  General:

Accounting ratios are probably the most widely used indictors in bankruptcy studies and therefore in supplier solvency risk assessments. In identifying which contractors pose the greatest potential risk of non-performance, published financial statements provide readily available information. Ratio analysis of non-public companies may be suspect since it is based on self-disclosure. The Securities and Exchange Commission (SEC) has identified critical information that they believe a potential equity holder should have of firms. Since there is a high likelihood that a potentially insolvent firm can also become a non-performing supplier, we may use the financial statements to gain crucial business information. A brief review of the literature suggests that there may be over a hundred ratios that can be calculated from accounting numbers included in financial statements. Many of these, however, will reflect similar attributes. Some means is generally used to reduce the number of ratios to manageable proportions and avoid duplication. Another concern relates to the statistical properties of ratios. Empirical research suggests that ratios are not normally distributed so analysis must not be done with a methodology, which requires normality.  Just as in any analysis, however, we must consider the differences as well as the similarities of suppliers. A comparison of ratios assumes some relationship the future success or failure of a supplier, just as a bank uses this information to determine the risk of financing, we can use these indicators to quantify risk of successful contractual performance.

There are no absolutely good or absolutely bad ratios as indicators of financial capability or predictors of future viability. Rather we look at the trend of ratios of a firm over time: that is, comparing the firm to itself. Alternately, we look at comparison of a firm to its peers. Since most businesses have no precise identifiable peers, we must identify some means to discriminate them. We could look at competitors; however a sales competitor in one product may not be competitor in another market. We could look at product produced or size.  The North American Industrial Classification System (NAIC), formerly the Standard Industry Classification System (SIC), provides a label for firms based on their industry group. For example, producers of Apparel and Accessories are NAIC 2389 whereas Bread and bakery products are NAIC 2051. Wholesalers of Electrical appliance, television and radio sets are NAIC 5064 but Wholesalers of electronic parts manufacturers are NAIC 5065.  The key is identifying what is the primary business. It may not be the best-known business.  To identify the peers of a firm, we must first look to identify the NAIC of that firm. 

02.  Annual Statement Studies

Risk Management Associates (formerly Robert Morris Associates), the association of lending and credit professionals, publishes Annual Statement Studies. These Annual Statement Studies contains composite financial data on manufacturing, wholesaling, retailing, service, agricultural, and contracting lines of business. Financial Statements on each industry are shown in common size form and are accompanied by widely used ratios. The guide lists the quartiles of the ratios. That is, 75% of the firms have a ratio of x or greater, the mid-point is y and 25% of the firms have a ratio greater than z (therefore, 25% also have a ratio between x and y and 25% have a ratio between y and z). This is an indicator of where the firm being analyzed fits among the peers. The Annual Statement Studies also breakout in the samples the percentage of types of assets or liabilities. This information is arrayed by sales and by assets.

The Annual Statement Studies can be regarded only as general guidelines and not absolute industry norms. Since the purpose of Annual Statement Studies is to provide members with a method to quantify the financial risk associated with providing financing, it serves the Government well in quantifying performance risk as well. Annual Statement Studies also provides an illustration of the proportionality of assets, liabilities and income data. For example, Computer Repairs (NAIC # 7378) may have fixed assets as only 12 to 18 % of total assets, while a manufacturer of Fabricated Metal products may have fixed assets of 30-40% of total assets. While there may be reasons that a Computer Repair firm could have fixed assets at a high percentage and a manufacturer may have a low percent, it is important to ask the questions. There may have been a recent sale that produced a significant influx of cash, or an acquisition that introduced fixed assets. Since the Annual Statement Studies is arranged by SIC, it may be that the firm is not representative of the SIC reported. For example, a firm may have started out as a manufacture but evolved into a service firm.

(DCMA has a membership in RMA which provides for reduced cost to purchase the annually published manual.  The manual currently costs about $40.00 per office.)

03.  Ratios:

Ratios may be grouped into analysis categories as follows:

Activity analysis: Evaluates revenue and output generated by the firm's assets.

Liquidity analysis: Measures the adequacy of a firm's cash resources to meet its near term cash obligations.

Long term debt and solvency analysis (leverage):  Examines the firms' capital structure in terms of the mix of its financing sources and the ability of a firm to satisfy its longer-term debt and investment obligations.

Profitability analysis: Measures the income of the firm relative to its revenues and invested capital.

The importance of the ratio to the specific users is different. While equity investors are interested in the long term earning power, the short-term creditor is interested in the immediate liquidity.  As it relates to risk in supplier performance, the analyst must determine areas of risk. Is it a service contract that requires cash flow to meet payroll?  Or is it a long-term production program that requires a significant commitment of capital?

The ratios presented and their modes of calculation are neither exhaustive nor uniquely correct. The definition of many ratios is not standardized and may vary from analyst to analyst and annual report to annual report.

 
Annual Statement Studies presents a selection of ratios drawn from the financial reports. Not all ratios are discussed here in detail. The introductory section of Annual Statement Studies provides definitions, computation and interpretation of all ratios listed.

As an analytical tool for evaluating financial capability, liquidity ratios may be most appropriate. Profitability ratios may present a good indicator as well since in the long term a firm must maintain a positive profitability.

Liquidity ratios. Liquidity is the measure of the quality and adequacy of current assets to meet current assets as they come due. Liquidity ratios include the current ratio, quick ratio, sales/receivables, cost of sales inventory cost of sales payables sales/ working capital. In addition to liquidity ratios several other ratios may illustrate a firm's vulnerability to changes in business. Coverage ratios measure a firm's ability to service debt and may indicate a firm's ability to take on additional debt when needed. Leverage ratios indicate a firm's vulnerability to business downturns.  Leverage ratios vary significantly by industry group. Leverage ratios include Fixed/Worth and Debt/Worth. Operating ratios assist the analyst in evaluating a firm's performance when compared to industry peers. Operating ratios include %profit before taxes/tangible net worth, % profit before taxes/total assets, sales/fixed assets, sales, total assets. Finally expenses to sales ratios relate specific expense items to net sales.

Current ratio:

Computation: Total current assets divided by current liabilities. By definition each current asset and liability has a maturity date (the expected date of conversion to cash for an asset and their expected date of liquidation for a liability. However, in practice the line between current and non-current may not be so absolute. 

Current Assets:

Cash and cash equivalent

Marketable securities

Accounts receivable

Inventories

Prepaid expenses

Current Liabilities

Short-term debt

Accounts payable

Accrued liabilities

Interpretation:  This ratio is a rough indication of a firm's ability to service its current obligations. Generally, the higher the current ratio, the greater the financial buffer between current obligations and the firm's ability to pay them.

Quick Ratio:

Computation: Cash equivalents plus trade receivables divided by total current liabilities Interpretation: Known as the "acid test" it is the restatement of the current ratio and is more conservative as a measure of liquidity. The ratio expresses the degree to which a company's current liabilities are covered by the most current liquid assets. 

Interpretation:  Generally, a value of less than 1 indicates dependency on inventory or other non-liquid assets to liquidate short-term debt.

Sales/Receivables:

Computation: Net sales are divided by trade receivables Interpretation: This ratio measures the number of times trade receivables turn over during the year.

Interpretation:  The higher the turnover of receivables, the shorter the time between sales and cash collection.

Days receivables:

The sales receivables ratio will have a figure printed in bold type directly to the left of the ratio. This is the days receivables.  

Computation: The sales/receivables ratio divided into 365 (the number of days in a year). 

Interpretation: This figure expresses the average time in days that receivables are outstanding. Generally, the greater the number of days outstanding, the greater the probability of delinquent accounts. This may indicate the extent of a company's control over credit and collections. 

Cost of Sales/Inventory:

Computation: Cost of sales divided by inventory.  

Interpretation: This ratio measures the number of times inventory is turned over during the year. High inventory turnover can indicate better liquidity or merchandising. It can also indicate a shortage of needed inventory for sales. Low inventory turnover can indicate poor liquidity, possible overstocking, and obsolescence. But it may also reflect a planned inventory buildup in the case of material shortages. This ratio compares one day's inventory to costs of goods sold and does not take into account seasonal or other justified fluctuations.

Days Inventory:

The cost of sales/inventory ratio will have a figure printed in bold type directly to the left of the array. This figure is days' inventory.  

Computation: the cost of sales/inventory ratio divided into 365. 

 Interpretation: Division of the turnover into days yields the average time goods are in inventory.

Cost of Sales/Payables:
Computation: Cost of sales divided by trade payables.

Cost of Sales/Trade Payables:

In the contractor section both Accounts Payable-Trade and Accounts Payable-Retention are included in the Payables figure used in calculating the cost of revenues/ payables and receivables/payables ratios.  

Interpretation: This ratio measures the number of times that payables turn over in a period. The higher the ratio, the shorter the time between purchase and payment. A slow turning of payables may indicate cash shortage problems within the firm.

Sales/Working Capital:

Computation   Net sales divided by net working capital.  This measures the margin of a firm's protection against creditors. Just as a high ratio may be a sign of vulnerability, a low ratio may show inefficient use of working capital.

04.  North American Industry Classification System (NAIC)


NAIC is published by the U. S. Census Bureau.  It replaced the Standard Industrial Classification System (SIC) in the U. S. and Canada in 1997.  Mexico was included the following year.


For more information, see:



http://www.census.gov/epcd/www/naics.html




http://www.webplaces.com/naics/


http://gulib.lausun.georgetown.edu/swr/business/naics.htm
05.  Summary:

Annual Statement Studies can provide valuable analytical information on a firms operations and cash management related to other firms within the industry, Caution should be taken that the industry group is composed of peers, and that the NAIC reflects the current business of the firm. As with any tool the ratio analysis must not be used in isolation from other tools in financial capability analysis. Accounting numbers reflect the effects of the economic events not the causes.  Since the firm's financial reports reflect past business periods, the analyst must look at the future business indicators as well.
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