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I ntroduction

High-profile accounting scandas at severa large corporations in recent months have generated
anew public focus on corporate financia statements. Are they accurate and reliable? Do they provide
aredidic picture of the state of acompany’s business operations? Regulators and accounting ingtitutes
in the U.S. and other countries are now developing new rules governing how companies report on their
finances— including controversd items such as future revenue streams and executive sock options.

While the accounting scandals have raised many technical and politica issues, corporate
financid statements are Hill an invauable source of information for trade unionists, community
researchers, and anyone else conducting independent research on private corporations. For the vast
mgority of corporations, officid financid statements dill provide a useful and accurate overview of a
company’s business dedlings, and can provide progressive critics of that corporation with many useful
arguments. And with the advent of on-line financia reporting, it is now easier than ever to obtain
company financiad statements— at any time of the day (or, for many hard-working activigts, any time of
the night). Thisarticlewill provide a short introduction to corporate financid analysisfor progressves.
Readers with further questions are welcome to contact the author at stanford@caw.ca

Where to Obtain Corporate Financial Reports

A crucid distinction between two basic types of corporations must be kept in mind when trying
to obtain corporate financial statements. “Public corporations’ (not to be confused with publicly-
owned corporations) are those whose shares are traded on a public stock exchange (like the TSE, the
NY SE, or the Nasdag). Because they have sold shares into the public market, these companies are
obliged by securities regulators (public officias who monitor and regulate the actions of the stock
market) to disclose various types of corporate information, in order that investorsin those shares are at
least somewhat protected against unethical behaviour and scams.

“Private corporaions’ (again, not to be confused with privately-owned corporations) are
those which do not offer their shares for sde on a public stock exchange. They are owned by asingle
investor, or by asmall group of usudly tight-knit investors (such as members of a certain family).
Private corporations are not obliged to release their financia statements, executive compensation, or
other internal data, and henceit is usually much harder to obtain data on these companies.
Unfortunately, this means that many Canadian companies are dlowed to keep their financid statements
secret. For example, most smal businesses are private corporations. Mogt of the Canadian
subgidiaries of foreign multinationa companies are aso private (Snce they are usudly owned 100% by
the parent firm, and hence the Canadian subsidiary does not offer any shares for public trading); while
the foreign parent firm is probably itsdf a public corporation (meaning you can obtain financid
satements on the operations of the parent firm), its public statements do not usudly break out the
separae profit-and-loss statements for Canadian or other nationa subsidiaries. Fighting for laws which
would require private companies to divulge at least basic financid datawould, in the long run, be an



important way of promoting more transparency and democracy in the Canadian economy. Since the
actions of these companies are often important to the well-being of the whole community, we should be
entitled to information regarding how these companies are financed and how they perform.

Audited financid statements of any publicly-traded company are included in their annual and
guarterly reports, which will be mailed to you on request from the company’s head office (usudly
through the Investor Rdlations department). They can dso usualy be found in agood business library
(such as auniversty business school, or a public reference library).

With the advent of the Internet, however, the best way to attain financid datais now on-line.
Most public corporations post their basic financid statements on their corporate web Sites (usualy
under the“About Us,” and “Information for Investors’ sections of their Sites). Even better, securities
regulators in both Canada and the U.S. have established on-line repositories of financid statements of
public corporations. The Canadian Steis called the SEDAR ste (www.sedar.com); the U.S. Siteis
cdled the EDGAR site (www.sec.gov/edgarhp.htm). 1n addition to the basic quarterly and annua
financid statements, these public Stes dso contain information which companies do not usudly post on
their own corporate web sites (including annud information forms, management proxy statements which
include details about executive compensation, and other compulsory securities filings).

Theannual information forms (which in the U.S. are caled 10-K forms) are an especidly
useful source of additiona information about a company’ s activities, its competitive postion, its
locations of business, and (sometimes) its labour relations (including number of unionized employees
and which unionsit dedswith).

Most companies annud reports will dso publish (usudly at the back of the report) an
unaudited historical summary of the company’s main performance indicators (typicaly for a 5-year
or 10-year period). These summaries are a useful way to obtain data for alonger time period than is
covered by the formd annud financid statements (which usudly only provide 2 or 3 years of financid
datafor comparison). The historica summaries are not dways contained in the SEDAR and EDGAR
versons of filed financid datigtics; you often need to download the company’ s full annua report (from
SEDAR or from its own web page) to find this summary.

More recent breaking news about a company isavallablein company newsreleases. These
are usualy posted on each company’s own web sSite (typicaly in a section called “Newsroom™), and
are dso commonly posted with a news agency (such as Canada News Wire, www.newswire.ca,
where you can search by company name or stock symbol). News releases dso must be posted to the
SEDAR and EDGAR web stes, but usudly with adday of 2-3 days.

Some particularly juicy additiond information is provided in an annud management proxy
gtatement which is mailed to shareholders, and aso posted on the SEDAR and EDGAR stes. This
proxy statement includes data on the shareholdings and compensation of directors and executives. To



cast doubt on the motivations of acompany’s management and directors, it is often useful to point out
how much money these individuds are earning thanks to their company’ s actions. The proxy statement
aso usudly contains useful information regarding the totd return (including both dividends and share
price appreciation) that has been enjoyed by the company’ s shareholders over various time horizons,
compared to the average total return of the stock market as awhole.

The rest of thisarticle will briefly describe how to interpret some mgor sources of corporate
financid data

Understanding the | ncome Statement

A company’sincome statement reports the revenues, expenses, and net profits of the
company, over acertain period of time (eg. ayear or a3-month quarter). 1t isroughly equivaent to
the annual budget of a government or organization. Some of the key indicators reported on the income
Satement include:

C Revenues are amply the annud incoming revenue flow, usudly broken into different categories
(reflecting the different lines of the company’ s business).

C Operating expenses include the expenses directly associated with the firm’ s day-to-day
operations, including wages and sdaries, benefits, supplies, parts, raw materids, rents and
leases, etc. Thisis sometimes called the company’s“ cost of sdes.”

C Operating profit equas revenues minus direct operating expenses, before deducting certain
overhead codts (such asinterest expenses, R& D costs, restructuring charges, etc.) which are
associated with firm's overdl existence (rather than with its specific day-to-day operations). A
gtrong operating profit isa sgn of the inherent underlying profitability of the company’sred
business activity.

C Other deductions are then subtracted from the company’ s operating profit, to generate an
edimate of itsfina bottom-line profitability. Two of the most important of these are interest
costs and depreciation. Interest costs are the actual cash payments made to banks and other
lenders (including bond-holders) from whom the company has borrowed money to finance its
various activities. Depreciation, on the other hand, isan imaginary charge that reflects the
gradud wearing out of the actud machinery, equipment, buildings, and other red assats which
the firm usesinits busness. The company doesn't actualy haveto “pay” anyone for this wear-
and-tear, but it does have to recognize in its income statement the inevitable decline in the vaue
of these assets.

C Special one-time charges are a'so sometimes deducted at this stage of the income statement,
including one-time payouts for saverance costs and other expenses associated with layoffs or



downgizing, or one-time “write-offs’ of cgpitd vaue by companies who are experiencing
chronic losses. In some cases, aresearcher will want to anadyze a company’s profits before
these specia one-time charges, in cases where you want to demondtrate the continuing viability
of acompany’s core business (a picture which can be clouded by one-time charges).

C Net income before tax equasthe overdl find profit of the company after dl these various
charges are considered.

C Net income is the company’ sfind profit, after deducting a charge for income tax. If the
company has generated a before-tax |oss, sometimes the income tax charge is positive,
reflecting that the company can set these losses againgt other profits (historica or anticipated) to
reduce its tax payments; thisis caled a“tax recovery.” Some income statements will provide
additiona details on how this net income is distributed between different categories of the
company’sowners. For example, many companies have “ preferred shareholders,” who may
receive a Specid dividend out of the company’s profits, before any remaining profits are
ascribed to the company’ s other or “common” shareholders). But if it is the profitability of the
company that you are interested in, not the well-being of a particular group of shareholders,
then you will want to andyze the company’ s net income before any distributions to preferred
shareholders.

A Special Note on Income Taxes

Progressive corporate researchers are often interested in how much income tax a company has
paid, sometimes to make a case that the company is not “paying itsway” in society. As noted above,
income taxes are reported on a company’ s income statement, as a deduction from before-tax profit. A
company’sinvestors are only interested in how much money the company makes after al corporate
obligations (including taxes) have been paid, so they are only interested in after-tax net income. But
progressives are often interested in what share of socid expenses (for socia programs, infrastructure,
etc.) is shouldered by the corporations who benefit from those expenses. Unfortunately, however,
progressives often misinterpret corporate income tax data, as reported in corporate financia
satements.

What is reported on the income statement is a company’ s hypothetical tax ligbility, resulting
from its operations for the previous year. But there is dmost aways a big difference between what the
company reportsasincome tax on itsincome statement, and what it actually paid to the government
for that year. Thisis because busness accountants and the government use different methods for
estimating the cost of depreciation of capita equipment and certain other costs, which al go into the
caculation of corporate income tax lighilities.

The government alows most companies to write off (or depreciate) the vaue of new
investments, faster than they actualy wear out (in physica or economic terms). Sometimes this occurs
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as aresult of addiberate government policy (what is known as *accelerated depreciation,” which
government hopes will encourage companiesto invest more); sometimesit is smply the result of
different depreciation formulas (for example, the government might specify “sraight-ling’” depreciation,
while the business accountants specify a*declining baance’ method). The end result isthat thereis
aways a difference between what a company actudly owes to the government in income taxes
(according to tax law), and what the business accountants estimate the company would normaly have
to pay given their own judgement about the longevity of capitd equipment, etc. Remember, the
supposed god of the financia statement is to provide investors with as accurate a picture as possible of
the true inherent profitability of a company, so the accountants will be interested in how long a machine
actudly lasts—and lessin how fast the government actualy alows the company to writeiit off.*

Thus the amount that the company “charges’ itsdf for income tax on itsincome Satement isa
hypothetical amount (just like the depreciation deduction is a hypothetical deduction). The amount of
cash which acompany actudly paid the government is usudly reported somewhere elseina
company’s annud report — either as afootnote to the audited financid statements, or asa
supplementary table in the report’s Management Discussion and Analysis section. Sometimes these
reports on taxes paid will even bresk the tax payments down by jurisdiction (ie. how much ispaidin
Canada, versus other countries). Remember, these tables typicaly report only a company’ sincome
tax payments, they do not usualy include other taxes which a company pays (such as payroll taxes,
sdes taxes on purchased inputs, or capital taxes).

The digtinction between what a company chargesitself for income tax on itsincome statemernt,
and what it actudly pays to government, gives rise to one of the most widdy misunderstood termsin
corporate financid andyss. corporate deferred taxes. Companies, like individuds, are legdly
required to pay ther taxes when they are due, and are subject to interest payments and legd action if
they do not. Most companies pay their taxes fully when they are due. “Deferred taxes’ do not refer to
taxes which companies are “late’ in paying. Reather, deferred taxes reflect the cumulative difference
between what companies think they would normally have had to set asde (given their accountants
estimates about depreciation, etc.) and what they were actualy required to pay under thetax law. If a
company was required to pay less than it otherwise would have, its “deferred tax” liability (whichis
reported on its balance sheet, described below) increases. In essence, the company’ s deferred tax
liability isaway of setting money aside for future years, when actud income taxes due will exceed the
company’s own hypotheticd estimate of future income taxes — because by that time the company will
be charging itsdf more in left-over depreciation than the government rules alow on its actud tax
returns, and hence its actud tax ligbilitieswill be higher than its hypotheticd ligbilities according to the

1 Of course there is awhole other branch of accounting, the tax accountants, whose job it isto
explore every possible loophole to alow companies to reduce their tax payments as much as possible,
often using the most far-fetched and greedy reasoning possible. But that is a different task from the job
of those accountants charged with describing the company’ s true profitability.
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business accountants own best guesses about depreciation. Companies which have not invested much
in new equipment in recent years, are dready paying more income tax than their own accountants
esimates, for these companies, the deferred tax liahility is shrinking. Some companies, in the note
which reports on their taxes actudly paid, will provide a ussful step-by-step reconciliation of the
hypotheticd figure reported in the income statement, with the amount which the company actudly
owed.

Some progressives believe that the gap between accountants own estimates of depreciation
and the depreciation rules set out in tax law congtitute aform of subsidy to corporations; others are not
concerned with thisissue, arguing that faster tax depreciation is a good way to encourage more
businessinvestment. What is certainly trueis that the tendency to identify “ deferred corporate taxes’
with legally-due taxes which companies have somehow escaped paying, is quitewrong. And in any
case, progressives have to be very careful in using corporate financia reports to estimate how much tax
acompany haspaid. Useful data on how much income taxes companiesin genera pay in Canada, and
the relationship of those taxes to before-tax corporate profits, can be obtained from Statistics Canada
(see the Canadian Economic Observer, catalogue 11-010, tables 1 and 3) and the federa
Department of Finance (see the Fiscal Reference Tables).

Understanding the Balance Sheet

A company’s balance sheet ligs dl of the assets of the company: money in the bank, money
that is owed to the company (accounts receivable), equipment, property, inventories of finished
product, and raw materids on hand. It dso ligsthe liabilities of the company: money that is owed to
others, accounts payable, and other debts. It lists thisinformation for the company at a certain point in
time (eg. usualy the last day of the period covered by the report -- eg. December 31). Wherethe
income statement gives a summary of acompany’s inflows and outflows over a certain time period, the
ba ance sheet provides a“ sngpshot” of acompany’ s underlying financid srength at a certain moment.

The mgjor categories reported on the balance sheet include:

C Assets are divided into various categories: current assets (including cash or other highly liquid
financia assats, accounts recelvable, and the vaue of inventories), and fixed assets or
invesments. The fixed assats item includes the “book” vaue of the company’ s accumulated
purchases of property and equipment: that is, what the company paid for those assets, less their
estimated depreciation over the years they have been used. This book value may differ from
the actual usefulness or resale vaue of those assets.

C Liabilities are dso divided into current and long-run. Current ligbilities include accounts
payable, and the value of debt and interest on debt that is due within the next year. Another
mgor ligbility isthe company’ s long-term debt (that which comes due later than one year from
the present).



C Shareholder’ s equity isaspecid kind of liability. The shareholders equity, in essence, is
what the company “owes’ to its own shareholders. It isequa to the vaue of the company’s
assets, minus what the company owes to people or businesses other than its own shareholders.
Another term for this value isthe “net worth” of the company. A company’s shareholders
equity should (by definition) equd the vaue of any initid equity funds advanced by the
shareholders (through public offerings of new stock or other financing methods), plusthe
cumulative vaue of the company’ s retained earnings (thet is, that portion of the company’s past
profits which were not paid back to shareholdersin the form of dividends). Because equity is
treeted as a liability, the company’ stotd assets and totd liahilities (including shareholders
equity) are dways equa. If acompany’s accumulated ligbilities (excluding shareholders
equity) are greater than itstotal assets, then shareholders equity isnegative. Usudly, a
company will only have negative shareholders equiity if it has experienced a string of losses,
which have more than wiped out the vaue of the equity which shareholders put into the
company (through therr initid investments in the company) and any accumulated profits which
the company earned in earlier, happier times. A company with negative equity is usudly (but
not dways) facing a serious risk of bankruptcy.

Cash Flow Statement

A third important financid statement included in any set of financid reportsisthe cash flow
statement. The cash flow Satement is sometimes cdled the statement of “changesin financiad
position.” Like the income statement, it measures a company’ s financiad performance over acertain
period of time (such asayear, or athree-month quarter). However, the cash flow statement measures
only actud inflows of outflows of dollars, not any of the hypothetica charges or revenues (like
depreciation, or deferred taxes) that are included on the income statement. It thus provides amore
accurate picture than the income statement, of the actual money raised by a company’ s operations. For
this reason, many investors and andysts are more interested in cash flow, than in acompany’ s officid
net income.

The main items covered in the cash flow satement include:

C Cash generated from operating details the actua cash surplus raised by a company’s day-
to-day busness. Thisissometimes referred to, for short, as a company’s “cash flow.” It will
equa the company’s net after-tax profit (from the income statement), adjusted for any non-
cash revenues or expenses which were included on the income statement. For example,
depreciation (which isan imaginary charge deducted from revenue in the income statement) is
added back in, on this statement, as are deferred taxes, one-time non-cash charges and
provisons, and other non-cash charges. The bottom line of this section tells you how much
actud money was generated by a company’ s businessin the previous period.

C Cash provided by financing activities reports on any net cash that was raised by the



company from financid markets — such as new loans from banks or bondholders, or new equity
funds raised from the stock market (through new issues of the company’ s shares), less the costs
associated with raising those funds? Companies usualy raise new fundsto pay for new
investments (such as expangon in operations, or new equipment or facilities). Oneitem which
gopearsin this section with a negative sgn is the regular dividend payout to a company’s
exiging shareholders. Since dividends are considered to be a continuing “cost” of previous
efforts to raise money from shareholders, it is deducted here from the sum of the company’s
other financing activities.

C Cash used in investing activities describes how the company spent some of its cash on new
investments — such as investmentsin new equipment or buildings, acquistion of other
companies, and other investments.

The firgt two segments of the cash flow statement are usudly positive (Snce they usudly, but
not dways, indicate how the company “raised” money). The third segment is usudly negative (Snceit
usudly, but not aways, indicates that the company “spent” money on incrementa investments). The
overdl balance of the three sections of the cash flow statement therefore shows whether the net effect
of these three components was positive or negative. If the net balance is postive, then the company
finished the period with more cash (or highly liquid cash dternatives) in the bank than it started with. Its
cash balance (which was reported as one type of asset on the balance sheet) grew. If the cash flow
balance was negative, this means that the company’ s cash baance shrank during the period. The
bottom of the cash flow statement will usudly summarize how much cash the company sarted the
period with, the net change in cash, and then the closing cash balance.

Researchers and analysts are often interested in the cash flow Stuation of companies which are
infinancid didress. Even hedlthy companies, of course, may experience a negative change in cash
during the year — if, for example, they are expanding rapidly and therefore spending more on new
investments than they actualy raise from their interna cash flow and from new financing. But in the
long-run, of course, a company cannot keep spending more money than it takesin. For companiesin
trouble, andysts want to keep an eye on the current amount of cash in the bank (to be sure the
company has enough funds on hand to cover itshills). Infact, if the company’s auditors think that
cash~on-hand may not be sufficient to pay the bills (including anticipated operating losses) in the next
few months, they will issue what is called a*“going concern” warning thet is atached to the audited

2 Remember, a company only gets new money from the stock market when it issues new shares
to that market through what is cdled a“public offering.” This happens quiterardly. Almost dl of the
activity on the sock market conssts of investors buying and selling previoudy-issued shares of a
company, and this activity has no direct impact on acompany’sfinancid stuation. See my book Paper
Boom (Canadian Centre for Policy Alternatives, 1999) for amore complete critique of the stock
market.



financid statement. They are warning investors, in other words, that the company’ s cash stockpile may
not be enough the pay the company’ s bills, which usudly forces the company to seek bankruptcy
protection (hence diminating its status as a “ going concern’”).

Executive Compensation

Data on executive compensation is published (for Canadian public companies) in an annud
proxy circular which is mailed to shareholders with the annud report. The best place to find this
circular (if your are not a shareholder) is on the SEDAR or EDGAR web stes (Snce companies will
not mail it to non-shareholders who request the annua report). For mgor companies, executive
compensation may aso have been reported in the newspapers, or listed on one of the annua reports on
executive compensation published by the Globe and Mail, the Toronto Star, or other business
publications. An executive' stotal compensation is composed of a number of different components,
including their direct cash sdary, any cash bonus they may have received (typicaly based on the
company meeting or exceeding certain financia or operationd targets set out by the company’s board
of directors), and the value of other incentives.

The most important of these other incentivesin recent years are stock options, which alow an
executive to purchase new shares of the company at apre-set price. These options will have a positive
vaue to the executive if the trading price of the company’ s shares exceeds the option’s “hit price”. For
example, an option to buy anew share a $10 is hypotheticaly “worth” $5 if the current market vaue of
the company’ s sharesis $15. However, to actually receive that value (ie. to convert its hypothetical
vaueinto red vaue), the executive mugt “exercisg’ the option: thet is, they must make the share
purchase, then usualy immediately re-sdl the share (to pocket the $5 cash profit). If the company’s
share price rises or fals, then the value of the stock option rises or falls accordingly. If the share price
fals below $10, then the option becomes worthless (sinceit is then chegper to buy the share on the
open market, than by using the option).

The vaue of stock options can change dramaticdly with share prices. For example, John Roth,
the former CEO of Nortel Networks, once owned stock options worth nearly abillion dollars (when
Nortel shares were trading at over $100 each); now those options are worthless, with Nortel shares
trading for less than $2.

Whether a stock option has any value, therefore, depends on the actua current trading price of
the company’ s shares, and the “hit price.” Executives are typicaly offered options at different hit prices
each year (depending on what the shares were trading at that year), so caculating the tota vaue of
stock optionsis no easy task. And reporting on the vaue of executive stock optionsis a controversid
subject.

The smplest gpproach isto smply report the value of any stock options which an executive
exercised during the previous year. Canadian management proxy statements will usualy report if an



executive cashed in any stock options during the previous year, and the totd gain attained as aresult of
that exercisng. The problem with this gpproach is that most executives typicdly hold onto most or dl
of their stock options until they retire. They then cash in thair optionsin a big lump which inflates their
gpparent compensation for that year, but this“lump” actudly condtitutes aform of cumulated
compensation for dl the years they worked as CEO. This has led some commentators to complain that
reporting the value of exercised options overstates the compensation of those executives who cashed in
during a particular year, but underestimates the compensation of those who held onto their options
(since they received aform of compensation with hypothetical but potentialy huge vaue, thet is not
included in executive compensation tables based solely on exer cised options).

This has led some analysts to develop ways of estimating up-front the likely ultimate value of
stock options that are issued (but not necessarily exercised) in aparticular year (using complex
mathematica formulas, such asthe “Black-Scholes’ modd and other gpproaches). This gpproachis
equaly controversid, however, because the estimates derived from these forecasting models will not
generdly bear any relationship to the cash which the executives ultimately receive (athough they may
reflect, to a better extent, the amount that optimistic executives think they may receive, and hence be a
more accurate measure of the incentive power of the options). In this author’sview, it is till more
accurate to estimate total executive compensation by including the actuad cash vaue of exercised stock
options, while kegping in mind that those options will be exercised at irregular, “lumpy” intervas.

Canadian management proxy statements also typicaly report the tota vaue of an executive' s
unexercised sock options as of the end of the last fiscd year. A table will list the number of options
held (divided into those that are currently exerciseable and those that are not®), and the value of those
stock options given the share price that prevailed at the end of the fiscal year (broken into the same two
categories).

The change in vaue of cumulated stock options to an executive (again, were they to be
exercised) can therefore be roughly estimated by multiplying the number of stock options held at the
end of the last fiscd year, by the change in the company’ s share price Snce that time. Thisisonly
gpproximate, because we don’t know the precise hit values for each group of options; it is a safer
methodol ogy to follow when share prices are rising, than when they arefdling.

Another controversy related to executive stock options has been raised by the recent
accounting standards. Note that, in cash terms, stock options are away of compensating a company’s
executives that is essentidly “freg’ to the company. The actual cash pocketed by the executive comes
from the stock market, not from the company’s own coffers. All the company had to do was print up
some extra share certificates. But most financid analysts now bdieve thisis avery mideading practice,

3 Most companies st limits governing when an executive can exercise their stock options,
usudly forcing them to wait for 3-10 years after issue before they can be exercised.
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snce eventudly a company’s shareholders do pay a price for these options (in the form of the
depressing effect of new share issues on the trading vaue of existing company shares). Thus cals have
been growing in recent months for companies to start “expenang”’ executive stock options, by
recording some estimated cost associated with them on their current financid statements.

This debate isdl well and good, but tends to obscure what this author feds are the bigger
controversies associated with stock-based executive compensation. Stock options (whether they are
expensed or not) give rise to outrageoudy high compensation for executives —which may be “worth it”
from the perspective of shareholders (who directly receive the same benefits when a company’ s share
price soars), but raise large questions about equity and democracy for broader society. Moreover, the
reliance on stock options as the main form of executive compensation has obvioudy tightened the
relaionship between executives and shareholders, and pushed executives to be more ruthless and
unforgiving in their actions to boost the stock market wedlth of their corporations — regardless of the
consequences of their actions on the company’ s employees, the broader community, and the
environment. The rise of stock option compensation is an important factor explaining the more
aggressive face of modern business.

Other Corporate Data

There are many other types of information which can be gleaned from corporate financia
datistics by a sharp-eyed researcher. Some of the most useful items include the following:

C Average employee compensation can sometimes be caculated, alowing for a comparison to
be made between executive sdaries and worker sdaries. Y ou could estimate average annua
income for a certain category of members based on your knowledge of their base rate and an
assumption about average annud hours of work. Or sometimes the company will ligt its
average employee compensation in anote to its financiad statements. Y ou might be able to
estimate indirectly the company’ s average compensation, if they bresk out total labour costs on
the income statement (note that thiswill include benefit costs) and report average tota
employment (usudly in the unaudited 5-year or 10-year review). Findly, you can esimate
average incomes for the industry as awhole by consulting Statistics Canada data; most hel pful
hereistheir Employment, Earnings, and Hours publication (cataogue 72-002). Multiply the
industry’ s average weekly earnings by 52, or for hourly workers multiply the average hourly
wage by the average weekly hours by 52. This can provide another measure of average
compensation in an industry, for purposes of comparison to executives or to other industries.

C Dividend payouts are that share of the company’s net income which is paid out to
shareholders, usudly on a quarterly basis. Thisis reported on the company’s cash flow
gatement. Itisusudly aso reported in any higtorica gatistical summary contained in the annua
report. Sometimes the dividend payment is reported in newspapers on a per share bas's; to
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cdculate the totd payout, you must multiply this by the average totd number of shares
outstanding (which is aso be reported in the company’s historical datistica summary). The
“yidd” of ashareisthe percentage return to its owner from dividend payouts; it islikea
guaranteed minimal cash return to the shareholder, even without considering any possiblerisein
the company’ s share price. Sometimes progressves will argue that a company is giving away
too much money in dividends, rather than investing in new facilities or expandonsin the
company’s red business.

C Retained earnings are that share of a company’s net income which is not disbursed to
shareholdersin the form of dividends, but rather is retained ingde the company to use for future
investments. In generd, progressives would want to see a company retain more of its earnings
interndly, thus becoming available for future invesments, rather than being paid out to
shareholders.

Performance Measures

Corporate financia statements contain much data which aresearcher can use to judge whether
the company is doing well or not, and whether its long-term business outlook is positive or negative.
This judgement, in turn, can inform numerous progressive arguments — such as supporting union
demands for collective bargaining progress, or community demands that the company dedicate more
funds to community development or environmenta protection.

Some of the more common performance indicators include the following:

C Profit margin isthe company’s net income measured as a share of itsrevenue. A common
verson of this gpoproach is to measure operating income as a share of totd revenue; thisis
cdled the operating margin. High-tech or risky businesses need higher profit marginsto
generate profit rates equa to those of lower-tech or more predictable businesses.

C Profit rateisthe company’s net income measured as a percentage of its capital stock.
Because there are many different ways of measuring a company’s capital stock, there are many
different ways of measuring the profit rate. They generdly fal into the two following categories.

C Return on capital indicates the return the company is generating for the collective of investors
who have supplied the company with capital (including both lenders and shareholders). This
profit rate measures the core profitability of the company’s capital, which is useful in andyzing
the broad distribution of itstotal income between labour, suppliers, and “capitd” (including both
debt capital and equity capital). The capitd stock can be gpproximated as the company’ s total
assats (in which case the profit rate is known as the “return on assets’), or as the company’s
long-term assets only (usudly measured as totd assets minus current liabilities, in which case the
profit rate becomes the “return on invested capitd”). Because we are measuring the total return
to capitd, we add interest payments back into the numerator of this measure (Snce interest

12



payments are aform of income for capitd); we dso usudly add back any one-time charges
which were deducted in caculating net income (Since we are interested in measuring the
underlying profitability of the company’s core day-to-day operations). Return on capital isaso
usualy expressed in after-tax terms* A company which generates a before-tax return on
capitd of 10 percent is doing well: thisimplies that each dollar of invested capitd is generating
10 cents of net worth per year, which can then be divided among lenders (interest),
shareholders (dividends and share price gppreciation), and government (taxes).

C Another measure of acompany’s profitability, this time with particular referenceto its
shareholders, isthe return on equity: net income divided by shareholder’ s equity (from the
baance sheet). This shows the return that the company is generating for its ultimate owners; it
is aways expressed in after-tax terms. Return on equity will exceed return on capitd if the
company is successful in “leveraging” borrowed capitd to generate additiond profit for the
company (above and beyond the cost incurred in borrowing that additiond capital). For
companies which have experienced difficult financid times, the equity base (which isthe
denominator in calculating return on equity) can become depleted (by repested losses). This
means that the return on equity measure can become mideadingly high (in ether pogtive or
negative numbers), and should be interpreted with caution. A company which generatesa 10
percent return on equity for its ownersis doing well: the shareholders are earning a profit which
issgnificantly higher than the returns generated by lower-risk investments (such as bonds).

C Debt-equity ratioisaway of measuring how much of acompany’s assets are owned by its
actual shareholders, and how much is owed to banks or other lendors. It is sometimes phrased
in percentage terms (eg. a40:60 debt-equity ratio means that the company’ s assets are 40%
debt and 60% equity). Alternatively, it can sometimes be phrased asadirect ratio (eg. a2:1
debt-equity ratio means that the company has twice as much debt as equity, or in other words
that its assets are 66% debt and 33% equity).

C Total return to acompany’s shareholders measures the totd rate of return that afinancia

investor has received by purchasing one of the company’s shares. It equalstherise (or fdl) in
the market vaue of that share, plus the vaue of dividends received. For example, suppose a
share cost $20 at the beginning of the year, its owner received atotal of $2.00 in four quarterly
dividends, and the share price rose to $24 at the end of the year. The shareholder thus received
atota return during that year of 30% (equa to $2 in dividends plus $4 in share price
gppreciation, divided by theinitid investment of $20). In most cases, the most important factor
in tota return isthe change in share price. So to make the totd return “look” high (and hence

“ The equation for caculaing return on assets is therefore (net income + interest payments +
taxes) + assets. For return on invested capitd, it is (net income + interest payments + taxes) + (assets -
current lidbilities).
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show that shareholders have done very well by the company), pick astarting point when the
share price was low. For some mgjor companies, tota return over various time periodsis
published in financid sources like the Sandard and Poor’ s monthly stock market guides
(available a university business libraries, among other places). More laboriousisto cdculate it
yoursdlf, by going back to the company’s annua reports for information on dividends, and to
the financia papers (or the Globe and Mail or Financial Post corporate directories) for
information on share prices. Some summary data on recent totd return is usudly published in
the annua proxy circular.

Price-earningsratioisaway of cgpturing whether a particular company is viewed favourably
by financid markets. It istheratio of a company’s share price, to the current annud level of
after-tax earnings (net income), expressed on a per share basis (ie. after-tax income divided by
the number of sharesin circulaion). Price-earnings ratios thus fluctuate every day with the
vaue of acompany’s shares. It isusudly reported (in acolumn labeled P/E) in the stock
market tables of the newspaper. A company with good long-run prospects will have a higher
P/E retio than less dtrategicaly postioned companies. But the P/E ratio aso reflects overdl
stock market sentiments, not just the performance of one company.

Productivity isameasure of how much the average employee produces (per hour or per
year). Itisoften useful to contrast the growth of productivity with the growth of employee
compensation (since the latter is usualy much dower than the former). Productivity can
sometimes be measured in physical terms: eg. vehicles assembled per worker, or available
passenger miles flown per worker. Cdculate this by dividing the company’s data on total
“production” by average total employment (or average employment of production workers, if
that number isavailable). Inthiscase, it is gppropriate to compare the growth of physica
productivity to the growth of real (after inflation) earnings. In other cases, it isonly possible (or
more appropriate) to measure productivity in value terms: eg. saes per employee, or vaue-
added per employee. In this case, productivity can be compared to nomina earnings (or else
both productivity and average earnings can be deflated and compared in red terms). 1n some
cases, productivity datais available from independent sources (such as the Harbour report on
the auto industry).

Unit labour cost is another way of measuring changes in the rdationship between wages and
productivity. Dividing tota labour cogts by the firm’stota revenue will indicate the proportion
of each dallar’ sworth of output thet is*“eaten up” by labour. The unit labour cost isardtio
between zero and one; it is higher for firms which employ more direct labour in production, and
rely relaively less on purchases of parts and materias, and the use of machinery and
equipment. If thisratio isfaling, then productivity is growing faster than wages and benefits,
and it can be argued that the company’s workers are not “sharing fairly” in the company’s
SUCCESS.
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