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  

In this lesson, you will learn about the use of financial statements in benchmarking and trend analysis.

Specifically, this lesson will cover:

1. Evaluating Financial Statements

Ratio analysis is a tool for evaluating financial statements but also relies on the numbers in the reported
financial statements being put into order to be used as ratios for comparison over time or across companies.
Financial statements are used as a way to discover the financial position and financial results of a business.
With a few exceptions, such as ratios involving stock price, the majority of the data used in ratio analysis
comes from the financial statements. Ratios put this financial statement information in context.

Prior to the calculation of financial ratios, reported financial statements are often reformulated and adjusted by
analysts to make the financial ratios more meaningful as comparisons across time or across companies. In
terms of reformulation, one common reformulation is to divide reported items into recurring or normal items,
and non-recurring or special items. In this way, earnings could be separated into normal or core earnings and
transitory earnings with the idea that normal earnings are more permanent and hence more relevant for
prediction and valuation. In terms of adjustment of financial statements, analysts may adjust earnings numbers
up or down when they suspect the reported data is inaccurate due to issues like earnings management.

The evaluation of a company’s financial statement analysis is a form of fundamental analysis that is bottom-up.
While analysis of a company’s prospects can include a number of factors, including understanding the
economic situation or the industry or sentiment about the company or its products, ratio analysis of a
company relies on the specific company financials.

  TERM TO KNOW

Earnings Management

Fraudulent accounting practices that manipulate reporting of income, assets or liabilities with the

intent to influence interpretations of the income statements.

2. Industry Comparisons

One of the advantages of ratio analysis is that it allows comparison across companies, an activity which is
often called benchmarking. However, while ratios can be quite helpful in comparing companies within an
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industry and even across some similar industries, comparing ratios of companies across different industries
may not be helpful and should be done with caution.

An industry represents a classification of companies by economic activity. At a very broad level, industry is
sometimes classified into three sectors:

Primary or extractive

Secondary or manufacturing

Tertiary or services

  DID YOU KNOW

At a very detailed level are classification systems like the ISIC (International Standard Industrial

Classification).

However, in terms of ratio analysis and comparing companies, it is most helpful to consider whether the
companies being compared are comparable in the financial metrics being evaluated in the ratios. Different
businesses will have different ratios for different reasons. A peer group is a set of companies or assets which
are selected as being sufficiently comparable to the company or assets being valued (usually by virtue of
being in the same industry or by having similar characteristics in terms of earnings growth and return on
investment). From the investor perspective, peers can include companies that are not only direct product
competitors but are subject to similar cycles, suppliers, and other external factors.

Valuation using multiples involves estimating the value of an asset by comparing it to the values assessed by
the market for similar or comparable assets in the peer group. A valuation multiple is typically used as a
means of assigning market value based on a commonly held belief. The price to earnings ratio, for example, is
a common multiple but can differ across companies that have different capital structures; this could make it
difficult to compare this particular ratio across industries.

Additionally, there could be problems with the valuation of an entire industry, making ratio analysis of a
company relative to an industry less useful. The use of multiples only reveals patterns in relative values, not
absolute values such as those obtained from discounted cash flow valuations. If the peer group as a whole is
incorrectly valued (such as may happen during a stock market “bubble”), then the resulting multiples will also
be misvalued.

  TERM TO KNOW

Valuation

The process of estimating the market value of a financial asset or liability.

3. Benchmarking

Financial ratios allow for comparisons and, therefore, are intertwined with the process of benchmarking,
comparing one’s business to that of others or of the same company at a different point in time. In many cases,
benchmarking involves comparisons of one company to the best companies in a comparable peer group or
the average in that peer group or industry. In the process of benchmarking, an analyst or manager identifies
the best firms in their industry, or in another industry where similar processes exist, and compares the results
and processes of those studied to one’s own results and processes on a specific indicator or series of
indicators.
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Benchmarking can be done in many ways, and ratio analysis is only one of these. One benefit of ratio analysis
as a component of benchmarking is that many financial ratios are well-established calculations derived from
verified data. In benchmarking as a whole, benchmarking can be done on a variety of processes, meaning
that definitions may change over time within the same organization due to changes in leadership and
priorities. The most useful comparisons can be made when metrics definitions are common and consistent
between compared units and over time.

Benchmarking using ratio analysis can be useful to various audiences. From an investor perspective,
benchmarking can involve comparing a company to peer companies that can be considered alternative
investment opportunities from the perspective of an investor. In this process, the investor may compare the
focus company to others in the peer group (leaders, averages) on certain financial ratios relevant to those
companies and the investor’s investment style. From a management perspective, benchmarking using ratio
analysis may be a way for a manager to compare their company to peers using externally recognizable,
quantitative data.

4. Trend Analysis

In addition to using financial ratio analysis to compare one company with others in its peer group, ratio
analysis is often used to compare the company’s performance on certain measures over time. Trend analysis
is the practice of collecting information and attempting to spot a pattern, or trend, in the information. This
often involves comparing the same metric historically, by examining it in tables or charts. Often this trend
analysis is used to forecast or inform decisions around future events, but it can also be used to estimate
uncertain events in the past.

There are multiple methods through which trend analysis can be used in the field of finance. One example
could include evaluating a company’s stock price based on previous volume levels and recent price direction.

Fundamental analysis, on the other hand, relies not on sentiment measures (like technical analysis) but on
financial statement analysis, often in the form of ratio analysis. Creditors and company managers also use ratio
analysis as a form of trend analysis, for example, examining trends in liquidity or profitability over time.

Trend analysis using financial ratios can be complicated by the fact that companies and accounting can
change over time. For example, a company may change its business model so that it begins to operate in a
new industry or it may change the end of its financial year or the way it accounts for inventories. When
examining historical trends in ratios, analysts will often make adjustments to the ratios for these reasons,
perhaps performing some ratio analysis in which they segment out business segments that are not consistent
over time or they separate recurring from non-recurring items.

5. Limitations of Financial Statement Analysis

Ratio analysis using financial statements includes accounting, stock market, and management-related
limitations. These limits leave analysts with remaining questions about the company.

First of all, ratio analysis is hampered by potential limitations with accounting and the data in the financial
statements themselves. This can include errors as well as accounting mismanagement, which involves
distorting the raw data used to derive financial ratios. While accounting measures may have more external
standards and oversights than many other ways of benchmarking companies, this is still a limit.
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Ratio analysis using financial statements as a tool for performing stock valuation can be limited as well. The
efficient-market hypothesis (EMH), for example, asserts that financial markets are “informationally efficient.” In
consequence of this, one cannot consistently achieve returns in excess of average market returns on a risk-
adjusted basis, given the information available at the time the investment is made. While the weak form of this
hypothesis argues that there can be a long-run benefit to information derived from fundamental analysis,
stronger forms argue that fundamental analysis like ratio analysis will not allow for greater financial returns.

In another view on stock markets, technical analysts argue that sentiment is as much, if not more, of a driver of
stock prices than is the fundamental data on a company like its financials. Behavioral economists attribute the
imperfections in financial markets to a combination of cognitive biases such as overconfidence, overreaction,
representative bias, information bias, and various other predictable human errors in reasoning and information
processing. These audiences also see limits to ratio analysis as a predictor of stock market returns.

At the management and investor level, ratio analysis using financial statements can also leave out a number of
important aspects of a firm’s success, such as key intangibles, like brand, relationships, skills, and culture.
These are primary drivers of success over the longer term even though they are absent from conventional
financial statements.

Another disadvantage of this type of analysis is that if used alone, it can present an overly simplistic view of
the company by distilling a great deal of information into a single number or series of numbers. Also, changes
in the information underlying ratios can hamper comparisons across time, and inconsistencies within and
across the industry can complicate comparisons.

  

In this lesson, you learned that evaluating financial statements involves calculating financial ratios

that can place the information reported by the financial statements into a usable context. Ratio

analysis is most useful when making industry comparisons and evaluating companies within the same

peer group (an activity also known as benchmarking). It is much less useful when comparisons are

made across industries. 

Benchmarking using ratio analysis is useful to both investors and management for providing a

quantitative basis for comparison between companies or, for a single company, between two points

in time. Ratio analysis can also also be used in trend analysis, or comparing a company’s performance

on certain measures over time in search of patterns, which can be useful in forecasting. 

Of course, there are limitations of financial statement analysis that make it an imperfect tool. These

include accounting errors or mismanagements, inefficiencies in the stock market (including human

emotion and irrational behavior), and the inability of financial statements to account for intangible

aspects of a company’s performance (such as brand or culture). 

Best of luck in your learning!

Source: THIS TUTORIAL HAS BEEN ADAPTED FROM "BOUNDLESS FINANCE" PROVIDED BY LUMEN
LEARNING BOUNDLESS COURSES. ACCESS FOR FREE AT LUMEN LEARNING BOUNDLESS COURSES.
LICENSED UNDER CREATIVE COMMONS ATTRIBUTION-SHAREALIKE 4.0 INTERNATIONAL.
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  

Earnings Management

Fraudulent accounting practices that manipulate reporting of income, assets or liabilities with the intent

to influence interpretations of the income statements.

Valuation

The process of estimating the market value of a financial asset or liability.

TERMS TO KNOW
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