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HOW TO READ, UNDERSTAND, & ANALYZE CONTRACTOR FINANCIAL REPORTS

Publicly owned companics prepare annual reports to describe the financial activities and
condition of the company to inieresied parties such as investors, creditors, and the Sccurity and
Exchange Commission. There are four basic form:its presented in these annual reporis. These
formats are generally referred to as: 1) Balance Sheets; 2) Income Statement; 3) Statement of
Cash Flows; and, 4) Statement of Retained Earnings.

A majority of defense contractors are publicly owned companies and often time many
government cost analysts overlook the importance of contractor financial data. The objective of
this lesson is to acquaint the government cost analyst with the basic make-up of the contractor
financial reports, and to help the analyst develop the best possible evaluation of the financial
condition and performance of the firm. The financial statement analysis process requires carcful
analysis of all relevant past, present, and future financial information.

Nopachai (James) lamsakuldacha
ESC/FMCE-2

9 Eglin St
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HOW TO READ, UNDERSTAND, & ANALYZE CONTRACTOR

FINANCIAL REPORTS _

Publicly owned companics prepiire annual reports to describe the financial activities and condition of the
company to interested partics such as investors, creditors, and the Security and Exchange Commnidssion.
There are four basic fotmats presented in these annual reports. These formats are generally referred to as:
1) Balance Sheet; 2) Income Statcment; 3) Statement of Cash Flows; and 4) Statement of Retained
Earnings, Program Managers and government cost analysts can easily utilize the information from a
company's annual repons to analyze (ke overall financial health and the effectiveness of its operation.

The Balance Sheet

The balance sheet represents the financial picture or the financial condition of the company at a point in
time. In a typical US Mauufacturing firm, the balance sheet not only includes the most recent year, but
also the previous year. This lets you compare how the company faired in its most recent ycar, The
balance sheet generally describes the asscts owned by the company as well as .he claims against those
assets by the creditors in monctary terms. The balance sheet is divided into two parts: The first part
shows the company’s asscts; The second part shiows the company's liabilitics and sharcholders' cquity.
Both sides of the balance sheet must always be equal. This simply means that the total asscts cqual the
total liabilitics and stockholders' cquity. Each asset, liability and component of sharcholders' equity
reported in the balance sheet represents an account that has a dollar amount or balance. The assets
column consists of tangible and intangiblc accounts {cash, account reccivable, marketable securitics,
goodwill, patents). The liabilitics column, generally consists of all the debt payments (accounts payable,
notcs payable, income taxces, and other long-term debt).

Assets

In general accounting practices, the total assets of 4 publicly owned company consists of current asscts,
fixed asscts such ¢ plant and cquipment, and other assets such as goodwill and patents.

Current Assets

Current assets generally include cash and other markciable securities that are expected to be converted to
cash during the next year. The asset that is associated with marketable securitics represents investment of
excess cash that is not needed immediately in day to day business activity. In a typical busincss
environment, these funds are generally invested in preferred stock or short term fixed income sccuritics
such as commercial paper or treasury nofes or bills. It is a general practice that these securities be expose
to minimum price fiuciuvaiion because these funds may be needed on short notice.

Fixed Assets

Fixed asscts such as property, plant and cquipment represent thosc asscts not intended for sale. These
asscts are used from time to time to produce or manufactere the product. By gencral accounting
standards, the accepted methed for valuation is cost minus depreciation.  For accounting purposcs, the
depreciation is nothing more than the decling of the valuc of the fixed asscts due to wear and tear over a
period of time. In addition, fixed asscts can also be subject to obsolescence because of more advanced
technologies that make the prescnt equipment eut of datc.




Other Assets

Other assets can be defined as asscts having no phyvsical existence, yet they produce a substantial valuc to
the company. For example, a comic book company may allow the Walt Disney company to usc ceriain
cartoon characters or grant a patent for exclusive rights to manufacture a specific article, Another form of
intangible asset that is sometimes in the balance shect is goodwill. Goodwill represents the amount by
which the price of the acquired company exceeds the value of the net assets acquired.

Liabilitics
Debt owed by the publicly owned companics cau be classified as liabilities. Therc are three types of
liabilities in the balance sheet: 1) Current Liabilities; 2) Other Liabilities; and 3) Long-Term Liabilitics.

Current Liabilities

Current liabilities include all debts that arc duc within onc year. Current liabilitics include accounts
payable, notcs payable, incomc taxcs payable, and accrued expenses.

Other Liabilities
Other liabilities include all liabilities not captured in the current liabilitics catcgory.
Long-Term Liabilities

Long tcrm li<yilities are all debts due aft.r one year from the date of the financial report. One examplc of
this is dcferred income taxes. From time to time, the government gives tax incentives to make cerlain
kinds of investments that will benefit the overall economy. This kind of incentive may come in a form of -
an accclerated depreciation deduction or an investment tax credit. These rapid wriic-offs in the early

years of investment reduce what the company vrould otherwise owe in current taxes. However, at somce
point in time, the taxes must be paid. The total ..ccumulation of deferred taxes is then part of long-tcrm
liabilitics on the balance sheet.

Shareholders' Equity

The sharcholders' equity or stockholders' equity is simply the total of the firm's net worth aficr subtracting
ail liabilitics. Therc arc many forms of sharcholders' cquity. The most common. are capital stock
(common stock and preferred stock) and retained carnings.

Capital Stock

Capital stock represents shares in the proprictary interest of the company. These shares are represented by
the stock certificates issucd by the corporation to its sharcholders. There are scveral classes of sharcs,
each class having different characteristics or atiributes. The most common terms that Wall Strect uscs to
identify these classes arc common stock aund preferred stock.

Retained Earnings

When a company earns profits, it may reinvest the profits back into the company. This practice is very
common for a US company. When a company first starts in busincss, it has no reteined carnings.
Retained earnings accumulate as the company makes profits and rcinvests from year 1o ycar. When the
amount of profit incrcases, retained carnings increases as well.




What De¢es the Balance Sheet Show?

There is various information that a government cost analyst can analyze on a balance sheet. In the
financial world whcre billions of dollars change hands in the New York Stock Exchange (NYSE) , Tokyo
Stock Market, and other markets in the world, investors always look for certain financial statement ratios
for guidance when they make their investments. By the same token, each year the US government,
especially the Department of Defense procures billions of doliars in weapon systems from defense
contractors. As the defense draw-down continues into the next decade, there will be more and more
defense contractors competing against one another to maintain or capture market share. With this
thought, the major weapon sysiems acquisition arena will need state of the art financial analysis tools for
analysis of contractor financial data. Program managers must assure themselves that the firms that they
deal with are able to meet contractual obligations in term of cost, schedule, and performance. Another
way to look at this is from the above perspective that the DOD is simply another big investor with billions
of dollars ready to invest into XYZ firm. A careful assessment of the firms financial health must be
conducted through analysis of various ratios from the balance sheet figures, Armed with this daia, the
program manager will be in a much better position to negotiate with potential contractors, make
inteliigent source selection decisions and monitor contractor performance after contract award. The
following sections discusses various ratios that the government cost analysts can usc to analyze the
financial health of a firm.

Net Working Capital

The net working capital, somctime referred to as working capital, is simply the total current asscts less
total cusrent liabilities. The working capital represents the amount of moncy that is outstanding after all
current debts are paid off. When the program manager tries to make a decision during the source
selection, questions concerning the level of working capital the firma has at its disposal should be
addressed. Looking at DoD as a conservative investor, it makes sense to invest only in a company that
maintains a comfortable amount of working capital. Another way to analyze this is to evaluate the
working capital from year to ycar, Since only healthy and innovative companics can grow, the working
capitai should get larger from year to year. If this is true, you can safcly assume that a particular
company has the ability to mcet current obligations, expand volume of sales, and is capable of staying in
business.

Current Ratio

In the above section, we pointed out that a healthy firm should maintain a comfortable level of working
capital. What is a comfortable level of working capital? There are several methods ihat the program
manager can use to judge whether a company has a sound working capital position. One of these methods
is to calculate the current ratio. In general, a current ratio of 2 to 1 is considered acceptable. This means
for every $1 of current liabilities, there should be $2 in current assets to back it up. This ratio is derived
by dividing current asscis by curreni liabilitics. This ratio varics from industry o industry. Kcep in mind
that only companics that maintain a small inventory and have ne collectibles problem in their accounts
reccivable can operate safely with a current ratio lower than 2 to 1.

Quick Assets

In addition to nct working capital and current ratio, program managers can use the quick asscis ratio to
test the adequacy of the current financial position of a company. Quick assets are assets that can easily be
converted to cash. In casc of emergency these assets can be used as a loan coilateral at any financial
institutions. Quick Assets are computed by subtracting inventorics from cuirent asscts. The net quick
assets can also be computed by taking the quick assets and subtracting the total current liabilities. The net
quick asscts measurc the ability of a firm to mect iis obligations, This can provide an important financial
test to the government analyst when conducting the financial analysis. The ratio that the financial



community uscs to measure the company's liquidity is called the quick assets ratio. The quick assets ratio
can be calculated by dividing quick assets by current liabilities. This type of analysis is a useful tool for
the program manager to analyze defense contractors that show a reasonable excess of quick assets over
current liabilities.

Debt to Equity Ratio

In business, a certain level of debt is acceptable and sometimes a requisite to enable business expansion.
The companies use debt to finance many types of opcrations such as building plants, purchasing
equipment, and other types of expansions. How much level of debt is acceptable to investors? This
question can be pariially answered by analyzing the debt-to-equity ratio. This ratio is an indicator of
whether the firm is excessively using debt for financing purposes. The debt-to-equity ratio is computed by
dividing total liabilitics by total sharcholders’ cquity. In general, the debt to equity ratio should not be
greater than 1. For industries with large capital requirements, investors generally permit this ratio to go
over 1 (such as airline and utilities). These types of industries require large amounts of capital up front to
finance their opcrations. The program manager can casily use this ratio as onc of the criteria during
source selection to measure a company's financial streagth. The defense contractors' that have excessive
debt generally present a hazardous signal to the defense program.

Inventory Turnover

One way to mcasure the health of the finn's financial condition is to measure adequacy and balance of
inventory. Inventeries can easily be compared with the amount of sales for the year. This comparison can
be accomglished by computing the inventory tumnover rate. For example, a defense contractor has annual
sales of $500M, and inventory on the balance sheet of $100M. The inveniory twnover is $500M divided
by $100M, ilie turnover rate of 5 times. This calculation means that goods are bought and sold about 5
tiines per year on average. A healthy company with strong earnings potential will generally have a high
inventory turnover rate.

Bock Value of Securities

The net book value or net asset value of the company's securities means the value of the company
measured in dollar terms. This value is very important to investors because it represents the amount of
corporate assets backing a corporate bond, commen stock, or preferred stock. There arc three types of
caiculations to estimate book value: 1) Net Assct Value Per Bond; 2) Net Book Value Per Share of
Common Stock; and 3) Net Book Value Per Share of Preferred Stock.

Net Asset Value Per Bond

To calculate the net asset value per bond, intangible assets must be subtracted from total assets. This
practice is commonly used to promote a conservative agproach in calculating the book value. After
subtracting intangible assets from total assets, the next step is (o subtract total current liabilities from the
remaining tangible assets. The result would be the net tangible assets that are available to meet
bondholders' claims. To compute the net asscts per bond, we then take the net tangible assets divided by
the total amount of bonds outstanding.

Net Book Value Per Share of Cornmon Stock

To calculate the net assets avaiiable for common stock, the same basic procedure for bonds has o be
followed. However; with the common stock, any long-term liabilitics and ouistanding preferred stock
issues must be subtracted from total tangible assets. To obtain the nct asset value per share of common
stock, take the nct asset value available from the common stock divided by the total shares of common




stock outstanding. This valuc mcasures the amount of money each share ot common stock weuld receive
if the company were liquidated. In a bear market, there are many uncertainties

and risk. Investors generally look for selected groups of common stocks that maintain a good book value.
For example, if you purchased common stock from XYZ Corporation for $20 per share and the net book
value per share of that particular stock is $21, this stock is then considured to be relatively cheap with a
downside potential for risk.

Net Book Value Per Share of Preferred Stock

To calculate the net assets avaiiable for preferred stock, the sawe procedure is followed as in corporate
bonds with onec exception. Long-tenm debts must be subtracted from total tangible asscts along with total
current liabilities. Keep in mind that when a company is liquidated, bond holders are paid fisst, the
preferred stock helders second, and common sharcholders last.

The book value does rot give the total financial picture of a company. Do not be misled by book value
figures, particularly that of common stocks. Companies that operate in very profitable environments with
strong carnings generally shew a very low net book value. On the othier hand, some companics such as
investment companics, banks, and insurance finns may show a high book value for their common stock
with a low earnings or non-profitable activitics.

Profitability Ratio

It is important for program managers and government analysts to understand the topic of profitability.
The word profitability may mean different things to different people. Profitability mcasures how a
company performs in a given business environment, and often times Ieads to many questions concerning
stratcgic planning, adaptability, reorganization, management, cost structure, and ctc. How docs a
company mcasure profitability? There are three basic calculations for profitability and these are; 1) Profit
Margin; 2} Return on Investment (ROI); 3) Return on Equity (ROE).

Profit Margin

Profit margin is nothing more than a total return on sales. Profit margin is calculated by taking nct
incomes divided by sales or revenue. This percentage measures the ability of a company to seil its goods
and make a profit in rcturn. It is a rule of thumb to remember that a company must make some kind of
profits in order to stay in that business. From the above calculation method, a low percentage of net
income to total sales indicates a that particular company has a Iow profit margin. With this analysis,
maity assumptions can be made concerning the company such as marketing strategices, cost structure,
overheads, pricing, business bases, and ctc. The bottomn line indication of a low profit margin will
generally indicate that a company sells its goods for nearly or less than it costs to make or produce them.
However, profit margin aloaic does not provide the program manager a clear picture of how well the
coinpany's management utilizes its resources. Another type of measure of profitability can be calculated

to addrecs this area, and that is Return On Investment (ROI.

Return on Investment (ROI)

RQI measures the pescentage of total net income generated from total assets. This measure is sometimes
refered to as return on assets or return on capital employed. ROI reflects the combination of profit margin
and the efficiency of the comp:.ziy to utilize its resources. The formula for computing ROI is as follows:

INet Income/Sales X Sales/Total Asscts = R(')q




ROI can also be expressed as;

Profit Margin X Asset Turnover = ROI

ROl is a powerful indicator that Govermunent program managers and cost analysts can use (o evaluate the
kealth of certain defense contractors operating division. ROI measures the efficiency and the effectiveness
of a company's operation, at the division headquarters or 2ny operating locations. The return on the
coimpany's investment can be measured by the return on equity (ROE).

Recturn on Equity (ROE)

ROE can be expressed by taking the ROI times the amount of leverage (total assets/stockholder’s equity).
In the world of business finance, a company not only has to be efficient in its op2ration, but also on its
investment stratcgies. Profitability to the stockholder is measured by percentage of net incomes to the
total stockholder's equity. This formula can be expressed as:

ROI X Lewerage = ROE

ROE can also be expressed as:

Profit margin X Turnover X Lecverage = ROE

or

Net Incomc/Sales X Sales/Total Assets X Total Asscws/Stockholder's Equity = ROE

Summary

In the world of weapon sysiculs acquisition, analyzing the defense contractor's financial status is greatly
needed. Government Program Managers and cost analysts must be able to confirm that the companies
they deal with are able to meet contractual obligations in term of cost, schedule, and performance. A
creful analysis of the firms financial health through understanding of financial reporting and ratio
analysis will place the government in a much better position to accomplish the following: 1) make an
intelligent decision on source selections; 2) negotiate proper progress paymenis; 3) monitor contractor
performarce after contract award; and 4) evaluate the impact of potential contractor investicni.




