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Analyzing the Annual Report
--a Structured Approach
(Manufacturers/Retailers)

* What Do These Authors Look For?
* Peter Lynch
*Warren Buffett
*Benjamin Graham

Analyzing the Annual Report

e Look for “fog” (circle them in red)

“Taented people’ “Financia Strength”
“Globa presence’ “Leverage competitive advantage”
“Market knowledge” “Create value for shareholders’

- Read the letter again...
Underline those things that make sense to you

Analyzing the Annual Report —the easy way
-- bob-adams@comcast.net

www.bob-adams.net

Analyzing the Annual Report
--a Structured Approach

(Manufacturers/Retailers)
1. Whattoread

2. Whatto analyze

-- for manufacturing/retail companies

Analyzing the Annual Report

* Read:

—“To Our Stockholders” letter and/or
President/CEO letter

*Are Earnings or Sales down?
eIs the Market down?

sLook for Alibis and Excuses

Read between the lines...What's your “gut” feeling?

*

Analyzing the Annual Report

¢ Read the Management’s Discussion &
Analysis (MD&A section)

» SEC Required Discussions in MD&A
* How is business
 (Reasons sales are up or down)
 Ability to pay debt
 (Changes in profitability)
« Financial commitments

« (Trends on financial resources)
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Analyzing the Annual Report

—Read the Auditor’s Statement

* Read enough to recognize “normal”
verbiage

* Look for exceptions -- References to
footnotes should be investigated

« Look for softening of the language used
in prior years reports

* Warning Words:

—“subject to...” “except for..."

Analyzing the Annual Report

—Beware of “pro forma”
« “pro forma” means “perhaps”
—Look at footnotes on the Annual Report

« If too many -- Stay away (count the pages)

—Industry sensitive

Analyzing the Annual Report

—Use online data (Yahoo — MSN — etc.)

—Annual Report — “Sales Tool”

Observe the “Performance Chart” in the

ANNUAL REPORT or 10-K (Section 5)

« Comparethe company Total Return with --
—S&P 500
—Industry Averages (Peer Group)

COMPARISON OF CUMULATIVE FIVE YEAR TOTAL RETURN
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Analyzing the Proxy
Statement

* Do Directors own shares?
vMinimum is the value of their salary

* What are qualifications of Audit Committee?

vWho is on it?

¢ Look at “Certain” or “Related” Transactions

vLists any conflicts of interest
vAre they buying products from Uncle Joe?
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WORLDCOM INC 10-K 2002:
ITEM 13. CERTAIN RELATIONSHIPS AND RELATED

TRANSACTIONS

« Commencing in 2000 and continuing through April 2002, Mr.
Ebbers requested from time to time that we loan funds to him
and/or guarantee loans he had received from other institutions
in response to margin calls being made by such institutions
following declines in the value of our common stock. In
response to his requests, the Compensation and Stock Option
Committee of our former Board of Directors approved direct
loans to Mr. Ebbers for a total of $165 million.

* The Compensation Committee also approved a guarantee by
us of a $150 million loan from Bank of America to Mr. Ebbers
and the $45.6 million Bank of America letter of credit noted
above. The Compensation Committee approved these loans
and guarantees following a determination that it was in the best
interest of WorldCom and its shareholders to avoid forced sales
by Mr. Ebbers of his common stock.
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Washington Mutual
2007 - 10-K

« WaMu’s $1,325 an hour consultant...

« In an agreement with retired Chief Legal Officer Fay Chapman,
Washington Mutual requires a payment of $2.65 million in
consulting fees to Chapman over the next two years. And
because the agreement clearly states that Chapman’s
consulting duties “would not exceed 1,000 hours per year”, that
works out to $1,325 per hour. If Chapman exceeds those 1,000
hours, “the additional time will be paid on an hourly basis
mutually agreed by the parties”. And if Chapman dies during
the two-year term, Washington Mutual is still on the hook for the
full consulting fee.

www.footnoted.org
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Kinder Morgan (KMR) 10-K

“Our executives are eligible for the same
severance policy as our workforce, which
caps severance payments to an

amount equal to six months of salary. We
have no executive company cars or
executive car allowances nor do we offer
or pay for financial planning services.
Additionally, we do not own any corporate
aircraft and we do not pay for executives
to fly first class.”
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Analyzing The Data

» That's the warm-up —

—getting a “feel” for the company
—getting a “feel” for management

* Now, the specifics

—analyze the reported data
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Analyzing The Data

« The data originates from three reports
— Income Statement
— Balance Sheet

— Cash Flow Statement

* How do they relate to each other?
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The Cash Flow Statement is a “Bridge”

Income
Statement Cash Flow Balance Sheet
Income Statement Cash Flow Statement J Talance Sheel J

CTIVITIES: L

[HET SALES
jCost of merchandise soid

ASSETS
Het Income

| Cther moneys in casH

Shoet-term Assets

Moreys ot
|GROSS MARGIH S— ToTAL

Currert Aszets

|Operaing Expenses INVESTING ACTIVITIES:

LIABILITIES
Currert
Longterm
Other Lisbities

:

HET INCOME I Sﬁﬂglﬂl [CASH AT BEGHHING OF YEAR msm/ Stockholders Equity e

[Het Increase (decrease) (16,637)|

s aT T Enp oF e vear( Jenp@s|]  |TOTAL LABILITIES §8,915,503
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The Analysis Tools

1. Manual form

— Requires a pencil — or can be filled in using the
computer

2. Spreadsheet manual entry form
— Requires:
« Excel (MS Office) or OpenOffice
« www.openoffice.org

* OR — see my Website
¢ (Purchase MS Office from Amazon.com—studentversion

3. Spreadsheet automatic data entry
— Requires Excel 2000 or newer
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The Data Analysis

* Spreadsheet is available at:
www.bob-adams.net
— Other helps and tools are available as well

« (Don’t have Internet access? Use your library)

« Spreadsheet is to be used as a guide only.
No guarantees are intended nor implied.
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Quick Ratio BH 131 Good: Between 1 and 1.5
Efficiency Ratios
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change)
Sales and Accounts Receivable are both increasing - If about equal,
that's probably ok
Days waiting for payment (current) 61
Days waiting for payment (yr. ago) 61 y
Sales to Inventories Comparison: |8 Growth Rates are compared, 50 no number is computed.
OK (Sales growing faster than Inventories)
Sales to Inventories ratio s OK (Sales growing faster than Inventories)
Inventories (annualized change) 0] -56% Decreasing - OK, Right direction
Inventory Turnover Days o] 45 oK
Sales to Accounts Receivable B Growth Rates are compared, 5o no number is computed.
Comparison: OK (Sales growing faster than Accts Receivable) *
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Take Stock -| quickly and easil? Take Stock Online with Instant Stock Analysi ™|
| provides youwith Jators for any pubicy-traded stock n just seconds!

Simply enter the name or stock symbolof 2 company and th program nstantly does 2l the calcuations necesary to!
deternine whether a company meets the two essential criteria that make it suitable for your long-term fnvestment!
portoi: irst, whether it is of suffiientquaity thatwould allow you to double your money every five years (a 15%
yeary retum) without excessive risk, and second, whether it is currntly seing at  price that makes that target rate!
of retum achevable. If you are new to Take Stock, be sure to check out the avaiable “User Guide” and “Concepts”
sections to get started quick}y!

“Note fulyfeatured tool reqires login

Stock Screener - Stock Screening i 1o help investe y ing. |

Your StockCentral i 102 database of over 8,000 companies. The StockCentral Screener has

been developed to ful utize ths database to help you search for suitable companies tostudy. Users can save their
popular, time-tese

“Note his tool requres login

Research Links - The Research Links page provides a quick snapshot of any company by ticer, incuding Secto
& Industry info as well as the most recent cosing price. It 2o provides ticker-specific lnks to a plethora of other

online resources. If you are ith direc links to
= the in-depth Take Stock anayss, the Company Report, the .55g Stock Study data file, and the Ticker Forum in te!
Commnty.
*
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Automatic data fill...

* Newest spreadsheet retrieves data—and graphs
key data

— a live example

Automatic data fill

Refer to the last page of your handout
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Analyzing the Annual Report

» The Final Step. ..

The Analysis

We'll look at several years of analysis

www.bob-adams.net
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NOTE. Ratios sre more me sningful f compared to other companies in the same industry. See below for competitors. VeryGosd
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3w T
T ——)
[ coweemomsto._weicow ] Tnsider and InStRutonal percentage ownershi
NIC | AMD | Pwi [ TEN | industy Tnsider Ownership W OF% | Capitalization: LargeCap____|
[ WA WA 5% 7 nsider Ownership may be Tow
Gross Margn um| sl s 507
OperMagnsun| 257 w1 224 T3
P ) WAl 23] Institutional Ownership s in 3 normal range
PEG By expected) WAl gl 2]
PASum 3 o2 ot el ol ShorTaterest
[00ps. Quarterty Revenue growth s fover than the Industry [Shor nterest 35 3 percentage of the fioaQEZIN
[Good, Gross Margin is higher than the Indusir e ems reasonabl

[Good. Operating Margin s higher than the Industey 1z ShortIterest 2 creasing ! Decressing?
[Vhoa. The FIE is higher than the Indusiuy Average

PEG s greater than the ot Bearich.
1. the Price to Sales Ratio is higher than the Ind_As

casing 12.9%
s

ud | 776,
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T
There are more sellers than buyers
Tnstitutional Buging and Selling activity
i

E
% Institutionsl buing is not meaningful

company
Numerical Result of this analysis: 41




ANALYZING THE ANNUAL REPORT

version 2

Type 3 Ticker Sombolin the blwe colored cell & press Enter m 2“03

Intel Corp.

Pilions. of dollars - except today's price

['fear of repert] [Company]

The cioqper e papor, the mare i she divarmation - Fotor danct

GRAPHS

[From Ealance Sheet]

Click here for ingtructions

$1.843  Cash i Cash Equivalents

Bearish Resulis

Acecunts Fecefyahie Change: -3-'1::1 DKL Right direction [Decreasing] $1.712  Accounts Receivable this year
Days waiting For payment this pear= 7 Aeeounts Receivable are decreazing but lnventories are increasing - why? $2.576  Aecounts Receivable prio jear
Days waiting for papment prior pear=| 29 $3. 744 Inventories current ysar
Eelow Kz good - belaw 45 iz superb |T F3I70 Inventories prior year
Inventories Change: Ilﬂ Whoa, wiong direction [Increasing) $198T1 Total Current Assets

Inventory Turnover Dags this year = §2 1!E Sales are Hat or decreasing, Caution
Compare with ather companies in the induztry IFInwentorias are rizing Faster than sales, competition or pricing are likely the problem

$17.544 This r. Total Property Plant & Equip.
§16.918  Prior 'r. Total Froperty Flant i Equip.

Fales or Reyenves Change: -2x| Oh-Oh - Wrong way 47818 Total Current Liabilities
Zales to Accts Receivable Ratio. . .. .......... OK [Sales growing Faster than Accts Receivable] l& 41886 Long-term Dbt this year
$ales to Inventories Ratio. . ................. Caution: Inventories growing faster than sales 41980 Long-term Debt pricr year

Cost of fafes

[Cazt of zalez thiz year!Cozt of 2alez prior year a2 2 % changs]

-Sﬂ A small change isn't considered too serious
Good - Sales increasing faster than Cost of Sales

BAEZ  Common Shares Outstanding this ‘T
5818 Comman Shares Qukstanding prior .

$39.088  Total Stockhalders Equity

Flant & Equipment

[Zalez zhould be inereazing 32 Fask or Faster].

4:{1 0K - [5ales should grow as fast)
Dops - Sales aren't growing as fast

Change:

[Fram Statement of Earnings)

$37586 Total Sales ar Revenues this Year
$38.334 Total Sales or Revenues prior Year

L eng-term Dbt S.ﬂ Right direction [Decreasing]
& zmall change isn't considered 3 erious neqative.

Debt to Equity Ratio is OK

Change:

416,742 Costof Sales this Year
$18.430  Cost of Sales prior Year

Inventaries are increazing
Sales are decreasing

Free cash How growth is lesz than Sales growth

Return an Equity iz inadequate

Cash Position per Share i less than 20% of the current price

$7.686 Income befone Tages

Bullish Results

LT Debt to Equity Ratio:
[Long-term Dbt { Tatal Equity]

Bzt debtto £aquity. |Lung-telm Debt is in normal range
Marmal Long-term Debt -- Lesz than 25% debt,

$5.232  This 'fr. Met Income
46,976 Prior Yr. Met Income

48 TobalInberest Paid on Debt

Fotalloterest Coverage
[Pretax Profit « Tatal Interest Paid { Total Interest Paid]

Pretag enceeds interest & times SBI:ﬂ Large numbers aren't as useful as small.

This company appears to be in good shape financially.
Ay number below B is worrisome, & number below 3is very worrisome

[Froim Statement of Cash Flows)

$10.926 This Yr.-Met Cash provided by Operations
$12.625 Prior Yr. -Met Cazh provided by Operations

Pricr ‘fears B2 |Eoud. Gross Profit is increasing
Enpect Gross Margin o be greater than 505

Gross Profit Margin
[Cast of Sales ! Eales]

Thiz years A%

45,197 Acquizition of Property Plant & Equipment

$3.000 Tatal Dividénds paid [if ang]

-1.4}{1 Right Direction [Decreasing)
£ small change of up o about 23 isn't considered too consequencial

Number of shares outstanding trend: Even

[Cure. e, Bharea!Prioe 7'r. Shares]

$12.71 Today's Price per Share

2,99 10 Year Bond rate

Cash How Growth
[Curr. v, Cazh from Operatians{Prior Vr. Cazh from Operationz]

Cash Aoy should increase at the same rate as Sales - or greater
Caution - Cashflow is not increasing at or better than the Sales rate

Data from MoneyCentral M3h.com are dsed in thiz analysis

Free Cash Flow Margin .
[Free Cazh Flow ! $ales] Free Cash flow per share |
Return on free cash flow - compare to gield on 10 yr. bond

B DOFS, angthing less than 10 is bad news
4] Though not significent here - the 3 per share at risk is reduced by this amount
3.7 Good - Free Cashflow return is greater than the bond yield

See www.Investopedia.com for item definitions

Net Earnings to Receivables Ratio IEﬂ.Bxi This ratio appears to be acceptable

Met Eamings { Feceivables)

| Return on Assets [ROA) 104 | This meazurement of profitability includes debt--an impartant factor
[Hek Income | Total Asgets] S Graph B for the reasans why m
| Return on Equity (ROE) 13.5% | This meazurement of proficability does not include debt--an important factor

[Hek Income | Total Equity] S chart & For the reazons why

ZLllﬂ The higher the number the higher the quality of Eamings.
One or lezz than one iz very serious. Eamings quality iz very low,

|Eamings Confidence Rating -- Meazures quality of Earnings |

[Met Cazh from Operations ! Net Income]

Plet Income et Cazh

|Cumnare - Net Income with Met Cash -21%‘1 =135 Met Cash iz growing Faster than Met Income, That normallyis positive

Accounts Hemﬂ}ble is decreazing

Sales are increazing faster than Cozt of Sales
Dbt iz dereazing

Interest Coverage is reazonable

Giroz= Prafit Margin is growing

Shares outstanding are decreazing
Sales are growing Faster than Cash flow

Feturn on Free Cash Aow is good
Feturn on Bssets is adequate

Met Cash is growing Faster than Mt Income

Dbt bo Equityis reasonable




lalel -
|Thi5 represents actual cash included in the
price of each share of stock. If significant, [perhaps

$1.79' per share in cash beyond debt,
OFfers price support in Falling mark.et if pozitive.

|Ea5h Position per Share:
[Met Cash f Shrs outstanding]

. Danéer

Good, Cash Position is meaningful - greater than 202 of current price 202 of the share price] it's very positive. Caution
Good
NOTE: Ratios are more meaningful if compared to other companies in the same industry. See below for competitors. Wery Good
|l]uick Ratio: 2l |.ﬁ.l:u:|ut 11iz normal. The higher the betker.
[Tatal &zzets - Inventories ! Total Liabilitizs]
|Eum!-nt Ratio 25 tol |.ﬁ.l:n:|ut 2= normal kar manufacturer. 11 normal kar Utilities.
[also called Working Capital Ratio)
[Total Current Azzets { Total Current Liabilitics]
| Inventory Turnover Ratio: 4.5‘ to 1 | Thie higher the ratio the better, Indicates quality merchandise & praper pricing. |i|
[Cost of Zales | Inventary] Alzo note the number of days Inventaries are held before they become a product and zold [See "Inventories” above].
Inwentory Fatio appears to be in  normal range
| Plant Turnover Ratio: 21 tol | The higher the ratio the better. If plant or equipment are added, sales should increaze.

[Zales ! Prop. Plant & Equip.)

Bie aware it takes time far a new plant bo come an line and benefit sales, Check to see what the funds for PPEE were spent for,

[Price to Sales Ratio: $ 188"

[Today's Price f Revenues per hare]

| The lawer thie amaunt the better. Thiz iz the amount invested for each dallar of sales. This ratio is Industy sengitive,
Thii= ratio will be higher for companies with kigh prafit margins and growth. Compare to same industry companies. See the COMPETITORS box below.

@ Copyright 2000-2003 Bob Adams

Good, Gross Margin is higher than

the Industry

Dops, Quarterly Revenue growth is lower than the Industry

Good, Operating Margin is higher than the Industry
Whoa, The PIE is higher than the Industry Average
Dops, the PEG is greater than the Industry Y Based on the PEG Ratio the Frice seems high at present
Bummer, the Price to Sales Ratio is higher than the Ind. Avg.

Short Interest as a percentage of the float

Short Interest seems reasonable

1.9

COMPETITORS TO:  Intel Corp. Insider and Institutional percentage ownership
INTC AMD Putl TXN Industry Insider Dunerihip‘ 073 Capitalization: LargeCap
(itrly Rew Growth [yoy): 232 (1= {18 -29.9% 8. Insider Ownership may be low

Grosz Margin [tm): BRA 40005 R, G003 450
Oiper Margins [tm): 2B BT A, ke -2.2% Institutional Dunemhip‘ b4

F{E [ttm): 138 (1= {18 101 129 Institutional Ownership is in a normal range
PEG [5 yr expected): 25 (1= R, 43 25

PYS [ttm): 14 nz 1T5:) 16 10 short Interest

I= Short Interest ¥ Increasing ! Decreasing? Inereasing 1233
Short Interest is reasonable but increasing. That's a caution signal

If Short Interest is increasing and the market sentiment is Bearish, discount the increase somewhat
Shirk Inkerest of greater than 205 is a warning sign a sizeable group of inwestors feel the gompany will drop in price

AMDO = Advanced Micro Devices Inc.
Pl = Samsung Electronics Co., Ltd.
Tih = Texas Instruments Inc.

Industry = Semiconductar - Broad Line

Crwmrare e coimyrany SEi Smalined o e feans A o e dmabising
Flie cowmmamy O, Shown ahors il chamge el FEREmINTT LT

e el

Ratio of Insider Buys to Sells:

0.61

There are more sellers than bugers

Institutional Buging and Selling activity

Institutions buying shares of this company
Institutions selling shares of this company

Institutions neutral on this company

402
1¥
o

IF buyers are zignificantly greater than sellers,
that's positive, [20% or greater)

Institutional buging is not meaningful

Humerical Result of this analysis: 41

|

This value summarizes the resultz of the analyzis. It can be used as a broad meazurement in comparing companies but
used anly as a broad quide. The higher the number the stronger the company. Compare b company peers.

Magimum number of points po:ssible = 100




