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Chapter 4: Business Analysis 
Text, Exercises and Solutions 
 
Financial statement analysis is an important and integral part of business analysis. The goal of 
business analysis is to improve business decisions by evaluating available information about a 
company’s financial situation, its management, its plans and strategies and its business environment. 
Business analysis is applied in many forms and is an important part of the decisions of security 
analysts, investment advisors, fund managers, investment bankers, credit raters, corporate bankers 
and individual investors. 
 
This section considers two major types of business analysis that fall under Financial Analysis, Analysis 
of Sources and Uses of Funds: 
 

• Credit analysis 
• Equity analysis 

 
Credit Analysis 
 
Credit analysis is the evaluation of the creditworthiness of a company. Creditworthiness is the 
ability of a company to honour its credit obligations: the ability of a company to pay its bills. 
Accordingly, the main focus of credit analysis is on risk, not profitability. Variability in profits, 
especially the sensitivity of profits to downturns in business, is more important than profit levels. 
Profit levels are important only to the extent they reflect the margin of safety for a company in 
meeting its obligations. 
 
Credit analysis focuses on downside risk instead of upside potential. This includes analysis of both 
liquidity and solvency. Liquidity is a company’s ability to raise cash in the short term to meet its 
obligations. Liquidity depends on a company’s cash flows and the makeup of its current assets and 
current liabilities. Solvency is a company’s long run viability and ability to pay long term obligations. It 
depends on both a company’s long term profitability and its capital (financing) structure. 
 
The tools of credit analysis and their criteria for evaluation vary with the term (maturity), type and 
purpose of the debt contract. With short term credit, creditors are concerned with current financial 
conditions, cash flows and the liquidity of current assets. With long term credit, including bond 
valuation, creditors require more detailed and forward looking analysis. Long term credit analysis 
includes projections of cash flows and evaluation of extended profitability. Extended profitability is a 
main source of assurance of a company’s ability to meet long term interest and principal payments. 
 
Creditors lend funds to a company in return for a promise of repayment with interest. Creditors lend 
funds in many forms and for a variety of purposes.  
 

• Trade (or operating) creditors deliver goods or services to a company and expect 
payment within a reasonable period, often determined by industry norms. Most trade 
credit is short term, ranging from 30 to 60 days, with cash discounts often granted for 
early payment. Trade creditors do not usually receive interest for an extension of 
credit: instead, trade creditors earn a return from the profit margins on the business 
transacted.  

• Non trade creditors (or debtholders) provide more formal financing to a company in 
return for a promise of repayment with interest on specific future dates. This type of 
financing can be either short or long term. 

 
In pure credit financing, an important element is the fixed nature of benefits to creditors. That is, 
should a company prosper, creditors’ benefits are limited to the debt contract’s rate of interest or to 
the profit margins on goods delivered. However, creditors bear the risk of default. This means a 
creditor’s interest and principal are at risk when a borrower encounters financial difficulties.  
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Creditor Analysis 
 
We have looked at amazon.com’s basic ratios already: let’s look at their current liabilities and trade 
creditors in a little more detail now. At first we will review their latest three years and then expand 
that to their last ten years. 
 

 
Figure 1 amazon.com CL and Trade Creditors 

Exercise 34 Complete the following table of ratios: 
 

 
Figure 2 amazon.com creditors turnover 

 
The creditors’ turnover ratio tells us on average how many days it takes amazon.com to pay its 
accounts payables: in 2014, an average of 95.73 days or by the 96th day. What are the results for 
2012 and 2013? 
 
Trade Payables 
 
The creditors’ turnover ratio we have found is fine but we need to appreciate that not all payables are 
trade payables. What we have to do is to search the company’s financial reports and find the trade 
accounts payable figure and use that instead of just the total payables figure.  
 
Exercise 35 The table below shows the new payables figure for amazon.com and then the revised 
ratio table showing creditors’ turnover and trade creditors’ turnover for you to complete: 
 

 
Figure 3 amazon.com creditors turnover 2 
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Figure 4 amazon.com creditors turnover three years from www.morningstar.com 

Note: these are not amazon.com’s true trade creditors’ figures, they are for illustration only 
 
Exercise 36 Here is the table of fully worked payables turnover data for ten years for amazon.com: 
what comments do you have? 
 

 
Figure 5 amazon.com creditors turnover ten years 

 
Equity Analysis 
 
Equity investors provide funds to a company in return for the risks and rewards of ownership. Equity 
investors are major providers of company financing. Equity investors are entitled to the distribu-
tions of a company’s assets only after the claims of all other senior claimants are met, including 
interest and preference dividends. As a result, equity investors are said to hold a residual 
interest: that is, equity investors are the first to absorb losses when a company liquidates, although 
in a limited company their losses are normally limited to the amount invested. However, when a 
company prospers, equity investors share in the gains with potentially unlimited potential. Thus, 
unlike credit analysis, equity analysis is symmetric assesses both downside risks and upside potential. 
Because equity investors are affected by all aspects of a company’s financial condition and 
performance, their analysis needs are among the most demanding and comprehensive of all users. 
 
Accounts Receivable 
 
We can look at accounts receivable, debtors, in a similar way to the accounts payable and here are 
the debtors’ turnover results we need to look at amazon.com’s position: 
 

 
Figure 6 amazon.com debtors turnover ten years 

 
Exercise 37 What do you make of those results? 
 
Data Warning 
 
I have given you the data and carried out the calculations: as best as I could. However, look at these 
results from morningstar.com as far as they relate to amazon.com: 
 

 
Figure 7 amazon.com creditors turnover ten years from www.morningstar.com 

 

 
Figure 8 amazon.com debtors turnover ten years from www.morningstar.com 
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In both cases there are massive differences from my results. So what’s the problem? The problem is 
that I have relied on general, aggregate data from amazon. www.morningstar.com has people whose 
job it is to dig and dig and dig to get the most comprehensive and accurate picture possible. 
 
So, my results are rubbish then? No, not quite: whilst they are not accurate in many senses, they 
probably do reveal the trend quite accurately and as proxies for real information, they are a good 
starting point. This does lead us to a really vital point, however: 
 
Ratio analysis is a start: it helps you to ask the questions you need to ask 
 
How can amazon.com have debtors if we all pay cash up front? Remember I said a while ago that the 
big question is asking what business the company you are analyzing is in? Now you know why: once 
you look at amazon and see that it serves several markets then you can see that they are probably 
giving credit to some of its customers, even if it’s not you! 
 

In each of our two geographic segments, we serve our primary customer sets, 
consisting of consumers, sellers, enterprises, and content creators. In addition, 
we provide services, such as advertising services and co branded credit card 
agreements. 

Source: amazon.com annual report 2014 page 3 
 
Analysis of Shares 
 
Let’s have a look at the ways in which a company can raise money: we have already considered 
current liabilities, which are a source of short term funding. Other liabilities such as non current 
liabilities provide another source of funding but for now, for amazon.com, we will concentrate on 
shares. 
 
Two Types of Share 
 
Basically there are two types of share 
 

• Ordinary shares or common stock 
• Preference shares or preferred stock 

 
Ordinary Shares/Common Stock 
 
Ordinary Shares are known as equity or equity shares as well as the risk capital of a company. The 
reason for these names is because their reward comes in the form of a dividend. However, no 
company is forced to pay a dividend so the risk is that shareholders will receive no reward. 
 
Companies don’t pay dividends if they can’t afford them: no profit, no cash and so on. In the case of 
amazon.com, they don’t pay dividends because they say they will never pay a cash dividend: instead 
they want to plough back their profits to boost company growth and development. We have already 
noted that this company doesn’t pay dividends! 
 
When shares are issued at first they usually have a split price: 
 

• Nominal or par value 
• Share premium 

 
For example, a share might have a par value of $1 but when it is issued the company sets the initial 
selling price at, say, $5. In that case, assuming they are selling 100,000 shares: 
 
Par value of ordinary shares $1 * 100,000 = $100,000 
Share premium on ordinary shares  ($5 – 1) * 100,000 = $400,000 
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Total amount raised    $500,000 
Table 1 Share Capital Amount Raised 

The market price of these shares from then on is not set or managed directly by the company: it 
changes according to supply and demand on the stock market. 
 
When amazon.com issued its first shares in 1997 they were valued at $1.96 per share: at the end of 
August 2015 their shares were trading on the market at $518.01 per share. 
 
In the USA the shares that have been issued are called shares outstanding and here they are for 
the last ten years for amazon.com: 
 

 
Figure 9 amazon.com Weighted Average Number of Shares: Basic 

 
As at the end of 2014, then, amazon.com has 462,000,000 shares issued or outstanding and their 
ordinary shares have a par value of $0.01 each. 
 
Exercise 38 Summarise the equity section of Apple Inc’s balance sheet from the following: 
 

 
Figure 10 Apple Inc Shareholders Equity and Shares Outstanding 

In the USA share premium is known as additional paid in capital and as at the end of 2014 for 
amazon.com it was $11,135,000,000: the ten year history of amazon.com’s share premium is 
included in the table below which also shows us retrained earnings, treasury stock and accumulated 
other comprehensive income: 
 

 
Figure 11 amazon.com Shareholders Equity and Shares Outstanding 

Note: these figures are in $ millions 
 
Treasury Stock is  
 

The portion of shares that a company keeps in their own treasury. Treasury stock 
may have come from a repurchase or buyback from shareholders; or it may have 
never been issued to the public in the first place. These shares don't pay dividends, 
have no voting rights and should not be included in shares outstanding calculations. 

Source: http://www.investopedia.com/terms/t/treasurystock.asp 
 
In the case or amazon.com, their treasury shares come from a share buy back scheme they have set 
up. 
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Accumulated Other Comprehensive Income is 
 

An entry that is generally found in the shareholders' equity section of the balance 
sheet. Accumulated other comprehensive income is used to add together unrealised 
gains and losses because those items have not been settled. This account can 
include unrealised gains and losses from investments held by the firm, company 
pension funds and foreign currency transactions. 

Source: http://www.investopedia.com/terms/a/accumulatedother.asp   
 
Exercise 39 Find examples of companies that have treasury stock and how that came about. Give 
real examples of unrealised gains and losses that might appear in the line item accumulated other 
comprehensive income.  
 
Solutions to Exercises 
 
Exercise 34 Complete the following table of ratios: 
 
The creditors’ turnover ratio tells us on average how many days it takes amazon.com to pay 
its accounts payables: in 2014, an average of 95.73 days or by the 96th day. What are the 
results for 2012 and 2013? 
 
Ratio Name Ratio Formula 2014-12 2013-12 2012-12 

Creditors Turnover 
accounts payable/average daily cost of 
sales 95.73  101.95   105.74  

 
Exercise 35 The table below shows the new payables figure for amazon.com and then 
the revised ratio table showing creditors’ turnover and trade creditors’ turnover for 
you to complete: 
 
Ratio Name Ratio Formula 2014-12 2013-12 2012-12 

Creditors Turnover 
accounts payable/average daily cost of 
sales 95.73  101.95  105.74  

Trade Creditors 
Turnover 

trade accounts payable/average daily cost 
of sales 86.16 90.73  90.94  

 

 
2014-12 2013-12 2012-12 

Trade Creditors    14,813     13,468     11,453  
 
Note: these are not amazon.com’s true trade creditors figures, they are for illustration only 
 
Exercise 36 Here is the table of fully worked payables turnover data for ten years for 
amazon.com: what comments do you have? 
 

 
 
Overall the situation seems to be fine in that the company is taking quite a while to pay its 
creditors and whilst 96 days is a long time, it was 111 days in 2010 so their suppliers must be 
happier now. 
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The trade creditors figure gives us a better picture of supplier payment days and that is about 
10 days quicker than creditors’ turnover, again with a peak in 2010. 
 
Accounts Receivable 
 
We can look at accounts receivable, debtors, in a similar way to the accounts payable and 
here are the debtors’ turnover results we need to look at amazon.com’s position: 
 

 
 
Exercise 37 What do you make of those results? 
 
Retail customers rarely get credit from a retailer and there is no reason to think amazon.com 
is any different. So, all debtors here will be corporate debtors: that is, companies buying on 
credit terms from amazon.com. Since we have not looked for the segmental information here, 
the overall averages here are almost certainly wrong but they give us an idea of what is 
happening. Contrast the overall 33 days with the equivalent 96 days for creditors. 
 
Analysis of Shares 
 
Exercise 38 Summarise the equity section of Apple Inc’s balance sheet from the 
following: 
 

 
 
I created graphs for this exercise: 
 

   
 
To help with the third graph, I prepared this summary table: 
 
Year Revenue Net 

income 
Retained 
earnings 

2014-12 88,988 -241 1,949 
2013-12 74,452 274 2,190 
2012-12 61,093 -39 1,916 
2011-12 48,077 631 1,955 
2010-12 34,204 1152 1,324 
2009-12 24,509 902 172 

Ratio	Name Ratio	Formula 2014-12 2013-12 2012-12 2011-12 2010-12 2009-12 2008-12 2007-12 2006-12 2005-12
Debtors	Turnoveraccounts	receivable/average	daily	credit	sales 32.64						 32.11						 26.71						 25.17						 21.81						 19.00						 20.26						 22.41						 17.64						 15.50						
Trade	Debtors	Turnovertrade	accounts	receivable/average	daily	credit	sales 16.13						 23.99						 24.57						 38.79						 63.71						 55.64						 20.42						 17.49						 41.44						 47.47						
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2008-12 19,166 645 -730 
2007-12 14,835 476 -1,375 
2006-12 10,711 190 -1,837 
2005-12 8,490 359 -2,027 
 
By the way, I know that amazon.com is a break even company so I have left the graph so that 
the profit lines are right at the bottom of the graph: that makes them difficult to see. As an 
alternative, then, you might put the revenue line on the secondary axis, like this: 
 

 
 
Is that new graph better? You decide! 
 
Exercise 39 Find examples of companies that have treasury stock and how that came about. 
Give real examples of unrealised gains and losses that might appear in the line item 
accumulated other comprehensive income.  
 
There are many companies with treasury shares or stock: they often come about when a 
company has a lot of cash on its balance sheet but with no idea of how to spend it. In this 
case, some companies return the cash to their shareholders and treasury shares come about at 
that time. 
 
Trends in Equity Shares? 
 
Consider the following graph, showing share premium and total shareholders’ equity for 
amazon.com: 
 

 
Note: at an almost constant $5 million, it is hardly worth showing the par value on that graph. 
 
 


