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An investor’s guide to 
understanding 

financial statements
Session two 

Statement of income (profit and loss account), and its 
comparison with underlying earnings and operating 

cash flows.



Disclaimer

 The ASA is not licensed to give financial advice

 The content of these presentations are not designed to 
provide any specific investment advice to any person 
present

 The ASA does not accept any responsibility to inform 
you of any matter that subsequently comes to our 
notice that may affect any of the information discussed

 Anyone wishing to act on any matter discussed should 
seek independent advice from a licensed financial 
adviser



Learning outcomes for this session

 How to interpret a statement of income (profit and loss 
account) when determining whether a company’s financial 
position supports a wise investment decision.

 How to assess the contents of a statement of income in more 
depth than merely using normal data based ratio analysis.

 Understanding the effect of accounting standards on the 
composition of a profit and loss account.

 How to reconcile an accounts profit with the operating cash 
surplus contained in the statement of cash flows.

 How to reconcile the audited accounts profit (statutory profit) 
with company and media reporting of “underlying profit”.



Income Statement
 This statement matches revenue with 

expenditure incurred in the same 
accounting period.

 Will contain some estimates (depreciation, 
value of inventory, part finished 
construction profit).

 The profit result will differ from the 
operating cash flow due to non-cash items 
included in calculating profit.

 Need to look out for abnormal items in 
assessing profit for the period under 
review.

 Underlying earnings comparison – useful 
for investors, a worry for ASA monitors!





Wesfarmers 2017 Annual Report – Underlying earnings













Financial Ratios

 Essential to choose relevant ratios when 
analysing a company’s performance.

 Understand the purpose of chosen 
ratios e.g. eps growth trend.

 Use as a “rule of thumb” to lead to 
further analysis.

 Understand impact of changes in 
components of calculation.

 Trends are all important as distinct to 
one-off numbers, e.g. operating 
margins.



Popular Ratios using the Financial 
Statements

 Earnings per share (NPAT/Issued Shares)

 Return on capital (NPAT+Interest/Debt+EQ)

 Return on assets (NPAT/Total assets per B/S)

 Return on equity (NPAT/equity)

 Debt/Equity (Int. bearing debt/equity)

 Interest cover (NPAT+Int(AT)/Int)

 Current ratio (Current assets/Curr. liabs)

 Operating margin (EBITDA/Revenue)



Popular Ratios – Market Driven
 Price/earnings ratio (P/E) MP/EPS

 Total shareholder return (TSR) DIVS+MP 
Inc/Dec.

 Price to book (PB) MP/Book value (Net assets)

 Dividend yield (DPS/MP)

 Earnings yield (EPS/MP) – Reverse of P/E

 Payout ratio (Dividend/NPAT)

 Price to earnings growth  PEG (PE/EPS growth)



Preparation for next week
1. Study the statement of cash flows 
included in the 2017 annual report of JB 
HIFI (JBH).

2. Examine the investing cash flows 
section, identify and explain the most 
significant transaction.

3. Examine the financing cash flows 
section, identify the two most significant 
transactions and explain the relationship 
with the transaction in 2.


