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Step 1 – Chapter 4 KCQ’s Analysing Financial Statements

First of all, I noticed that there were 26 pages in Chapter 4 which was quite daunting.  I must have 

read this chapter more than five times and am still just as confused. I am hoping that I will learn as 

I go along by “doing” as I am a practical learner. As Martin said Restating a firm’s financial 

statement is an “endeavour toward better understanding”. Wow what is restating a firm’s financial 

statement mean? I am looking forward to digging in and analysing the statements of my firm 

further. 

 

The acronyms in this chapter scared me a little. I am glad that a glossary of the terms was provided

for the acronyms used in this unit.  I have actually never seen anything like this before so I have put

that glossary of terms in a safe and easy place to access. I am still having a hard time keeping up 

with these terms and hope by the end of this unit I will know them inside out.

 

It was very informative reading about free cash flow which to my understanding now is the 

operating cash flow – capital outlays + Net cash flow from debt owners. Equity Investors are what I 

really need to concentrate on; I have a lot to learn about this. My only understanding of equity 

investors is that someone buys into a business and then from the profit/loss they get paid a share 

of this. Where it mentioned that the free cash flow could easily be increased in any given year 

simply by reducing net investment. This made me think back to my firm “Gfinity” and how they are

currently operating at a loss. If they didn’t invest so much into the Gfinity arena, plant, equipment 

and software development maybe they would be in a better financial position for equity investors.

How firms “add value” to equity investors . It makes sense that a firm adds value by taking capital 

from investors and using it to earn a return greater than the cost of that capital. Why else would 

people invest in such companies? This way it would work out for both parties involved. The Firm 

would advance by making revenue and the investors may possibly get a greater return/dividend. I 

now understand that when people invest into companies, it is purely a transfer of value and when 

they sell their investment they do not make money on this. 

Economic Profit stood out to me although, I felt like I read this section over ten times and still don’t

quite get it. To my understanding the economic profit is when firms create value for their equity 

investors by earning a return on net operating assets greater than the opportunity cost. I found out

after some google research that opportunity cost is a benefit that a person could have received, 

but gave up to take another course of action.
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Economic profit is (RNOA – cost of capital) x NOA

Where, RNOA = OI/NOA

Return on net operating assets (RNOA) which is after tax operating income (OI) divided by the net 

operating assets (NOA) invested into the business (including both working capital such as inventory

and non-current assets such as buildings).  Figure 4.1 set out some examples of net operating 

assets and net financial assets which helped however, I do not fully understand all of this yet. To 

my understanding the operational assets are  anything to do with the running of a business such as

suppliers, customers, revenue, cost of sales, expenses and cash. Financial assets  are equity, debt 

investors, interest payments and repayments of debt. As a practical learner, it was hard to put 

these “formulas” into practice. I am looking forward to restating my financial statements so that I 

may understand better. 

Restating a firms balance sheet and income statement was something I have never actually heard 

of doing before, but totally makes sense to do this, so that we can illuminate financial factors 

which are not really related to the operation of a business. By separating each individual activity 

into either operating or financial, this allows us to seek an insight into the firm’s operating activities

more clearly.  One thought I did have was even though capital and equity are a form of income why

do we separate this? Doesn’t this help with the running of the business? I think this is because 

firm’s mostly add value through it’s operating activities and free cash flow rather than the financial 

investments.

Restating a firms income statement seems like a difficult task. First we need to separate the 

operating from the financial revenue & expenses. This is done to outline the comprehensive 

operating income after tax (OI) and net financial expenses after tax (NFE).  One difficult task seems 

to be the allocation of the tax towards both the operational and financial components of the 

income statement. To my understanding the firm’s tax expense will affect both the operational 

components and financial activities such as how much money they may borrow. For example; a 

firm will pay less tax as a result of paying more interest on borrowings. 

Profitability is a pretty straight forward concept. It is how profitable something is as opposed to the

cost of it. Businesses need to make sure they have an adequate profit margin to make the business 

successful. Profit Margin is PM = OI/Sales (where OI is comprehensive operating income after tax). 

As I am a practical learner, I thought I would try to work this out for my own firm “Gfinity” and 
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found the profit margin was  2.48% if I have done this correctly. Which is a big jump from what 

Ryman Healthcare’s operating profit margin which was (58.5%).

Efficiency is how well net operating assets in a business are being used to generate sales/turnover, 

also known as asset turnover (ATO). This acronym is very hard to remember because all I can think 

of is “Australian Taxation Office”. ATO = Sales/NOA and I must admit I had difficultly trying to follow

the Ryman Healthcare’s example in the readings. It would help better if it was explained into great 

detail where Martin pinched the “sales” and “net operating assets” numbers and why he choose 

these figure so that people with different financial statements can see for themselves. This would 

make us question what figures we need to use, rather than just providing the formula and pulling 

the figures out of the air. Still totally confused with this concept and do not know how to do it 

myself.

Overall, I am excited to get started onto restating my firm’s financial statements. There is a lot to 

comprehend in this chapter,  but I am hoping that by doing the restating, this will help me 

understand better.
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