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Abstract 

The traditional approach to Financial Statement Analysis emphasizes a deep study of the Profit and Loss 

Account, Balance Sheet and the cash flow statement. Each item in these statements needs to be 

scrutinized, according to conventional wisdom, and interrelationships between these statements need to 

be taken into account. Then the annual report needs to be read and footnotes need to be considered.  The 

problem with this approach is that it takes a long time for an analyst to read the financial statements of 

company, due to which, he or she is unable to study and evaluate a large number of companies. He or she 

might spend a lot of time in studying a company only to realize that it is unattractive. In this paper I 

propose a new model wherein the analyst needs to evaluate three items, the trend in revenues over the 

past five years, the trend in profit over the past five years and the operating cash flow trends over five 

years. In this methodology, one doesn’t have to build complicated excel models as this data is available 

on yahoo or google finance. One can evaluate hundreds of companies in a day.  
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According to the traditional model of evaluating companies based on their financial statements, generally 

the Trend in Sales, Profits, Operating Cash flow is considered. Then the analyst evaluates financial ratios 

such as Return on Equity, Debt to Equity Ratio, Net Profit Margins. Then turnover ratios are considered 

and the working capital cycle is calculated. Some analysts even study the company tax rate. After that the 

notes to accounts are studied following which the analyst reads the annual report. 

This model works because a large mutual fund would have a substantial number of analysts with each 

analyst being in charge of one or two sectors. Therefore in this method, an analyst needs to become an 

expert in a few companies, with the limitation that the analyst rarely gets exposed to all the sectors. And if 

the analyst is not exposed to all the sectors, it is very difficult for him to form a holistic view of what is 

happening in the world. Lack of this holistic view leads to incorrect investment recommendations.  

In this paper I propose a new model of financial statement analysis. In this model, an analyst needs to 

look at just the past 5 year trend in Revenues, Profits and Operating Cash Flow. If the revenues and 

profits are in general increasing over this time line, and the operating cash flows are positive and close to 

profits, one can say with a fair degree of confidence that the company is doing well. One definitely might 

be wrong, but if one evaluates a thousand companies for example, one might be wrong in 30% of the 

companies and right in the rest. That is good enough to beat the index.  

This method emphasizes breadth over depth. This makes sense because, there are a huge number of 

companies in this world in a large number of different countries and sectors. There are close to 5,000 

companies in the Bombay Stock Exchange in India alone. Unless one evaluates at least the important 

companies, one would not get an idea as to what is happening in the world and which companies are 

doing well. And then one makes sub optimal decisions.  

Why these three things? Because when there is a large amount of information on a subject and one has 

constraints of time, it is best to consider only the most important parts of the information. This is a 

principle that is followed in data analytics. And these three things are the most important things in 

analyzing a stock. 

What about debt? The traditional view is that excess debt is negative for a company. However according 

to my studies, debt per se may not be bad. Sometimes debt is good because high debt may mean that the 
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company might be undervalued and a good investment option when the debt is reduced (the principle or 

LBO) 

What about ratios? If one has the Revenues and Profits, one can easily calculate Net Profit Margin. 

Return on Equity is overrated, because it doesn’t really tell much about the returns of a company. A low 

return on equity may mean that the company is not that bad (For example Larsen and Toubro) while a 

high return on equity might not mean that the company is profitable (For example Luxury Goods which 

have huge returns on equity but comparatively lesser profits due to low sales) 

As regards footnotes, they should not be read, since they do not give information commensurate with the 

time spent.  

As regards tax rate, that is also not much useful information because different companies might give 

different taxes in different jurisdictions.  

To sum up, an analyst needs to study a large number of companies (in the thousands) and should evaluate 

the above three parameters. That way the analyst would also remember the figures in their mind easily 

and can compare quickly and effortlessly between companies. The other advantage of this method is that 

even a retail investor with limited knowledge can make a fair decision as to which stock to invest in.  
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