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FRAMEWORK FOR FINANCIAL 
STATEMENT ANALYSIS 

CHAPTER OUTliNE 

INTRODUCTION 

NEED FOR FINANCIAL STATEMENT ANAlYSIS 

FOCUS ON INVESTMENT llECISIONS 

( ")a,s~< of User' 

F lllmK 1.11 lnfonnatam ami ( · 1p ita I M<ll k~t' 

THE FI"'ANCIAL REPORTING SYSTEM 

THE U.S. FINANCIAL REPORTING SYSTEM 

Scntnlt~' and E.xchangc (_ omn11 "'"" 
i"tn~Jl(l~[ Accounting Standard' Board 

I '4S/I ( ""' Cf!l1ml f'rume11·ork 

INTERNATIONAL ACCOUNTING STANDARDS 
I ntCJTIHltonal Organizalion c>f Sc·curitlc'> C ommi~'>t(m; 

lntcrnillton<li Accounting Standdr<l' Floard 

Luropc'm Ftnancml R~poning Standard' 

SEC REPORTING REQUIREMENTS FOR FOREIGN 
REGISTRANTS 

--··==---c==~ CHAPTER OBJECTIVES 

Thl· g<,~ls oftbt> chapter arc to. 
I. Explain \\hy tlnanc al >tatcmGnt analJ,;t-;" needed. 
2, D"n'~' the general pnnc1plcs o1thc Ammctal rcpon

mg system. 
J. Ccnnparc tbc role' of th~ ~in;mc·t"l A.:<:ounttng Stan

dards 13oard ami the Sc·curinc~ ami k>;d,angc (om
mJS,ton in scttmg l:.';, (j_\AP 

------

PRINCIPAL FINANCIAL STATEMENTS 
The Balanc~ Shc·d 

-J he Income '>t.ltcmclll 

Fie men!\ of ;/J(' lm onw Si<ilt'tnt'.'// 

Statement of Cornprchcmi\·C Income 

Statement ,1· (_ a'h Flow~ 

Stawment of Stockhold~r; L qUit y 

~oonwtc' 

C Pnlmgcncic:< 

Supplementary Schedule' 

OTHER SOURCES OF FINi\NClAL INFORMATION 

Managemem lll>'Cu'""ll and Analy"' 

Other llata Source' 

ROlE OF THE AUDITOR 
Reporllng on Unccrtainltc' 

Other Auditor Service' 

Changmg Audnor, 
Auditing Out>tdc of the I Jmte<.l States 

SUMMARY 

--··-----

4. Rcviev. the' element' c)f thG FASFI'-; conc~ptual 
framework. 

5. D"euss the progrcs.1 in setting glob,il ac·countmg 
st~nd<1rds and the mk of the International Ac<.·ount
tng Standards BoanL 

6. t-lne!ly dcsctihe th" princtpal ti11anetal >lal~mento: 

Balance Sheet, Income Statement_ Statement c>l' 
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2 
ACCOUNTING INCOME AND ASSETS: 
THE ACCRUAL CONCEPT 

CHAPTER OUTLI,.N':.E _____________________ _ 

INTRODUCTION 

INCOME, CASH FLOWS, AND ASSETS: DEFINITIONS 
AND RELATIONSHIPS 

THE ACCRUAL CONCEPT OF INCOME 

Income Statement 
Format ut~d C/a.•s•fi<·atirm 

!AS Pn•·~l!llllifm Requirement; 
CmnpmJ<'IW' of Net lnmme 

R~c·rwrilli!. ver,11s Nonrecurr"'g /!em.\ 

Accotmting Income: Revenue and Expen~e Recognition 
Dcpurwrcs jivm the Su/c;· Ba.l'i.l a/ Re••enue R~wgmtwn 

Pen <'nlage-af-( "omp/euon and Comp/.:ted Col<! rut< I M<•fhod.\ 
Compi!FI.\'Otl a} Pncenrax~·oj-Compl<•tion uml Crmlpleted ( "onrm<l 

Mdhml.< 
lt!'lallme<lt /okthml uf Revenue R<:('llg,llion 

Cusl Recover\' M<'thod 

[>sues in Revenue and l,.xpense Recognition 
Re1<•nue Rt!ivgnilion 
E.tp<'n.w Remgnitum 

Cia ,., i {i< ·aJ '"" /.» """ s 
SrJ/IH'<II'<' R<'Wn!le Recognitwn 
Uthe1 1.\·sue.< 

Summaty of Revenue Recognition Methods 

NONRECURRING ITEMS 

Type> ofNonrecurring ttems 
UrW.\'U<J! or lnfrequ~ntlit'ms 
£.\·tr~or<iinmy Items 
Di"'OI!Imued O{J<!rotiom· 
Aa<mnting Changes 
Prior Period ;/djU.\'Iinenl.\ 

!AS Standard~ for Nonrecurring Item~ 

Analysis ofNonrecurring ltemb 
lncom~ Stulertu:ntlmpu<'t of Nonruurring lt~m_,. 
Ca>h Flow and Vuluution lmpac·l 

fmplicatwns (or Cuntinumg ()p<!r<J/iom 
Mnn<li;<>ment Disc,..-/ion ""d Earning.\' Mumpulation 

Quality of Earnings 

THE BALANCE SHEET 

format and C!as>ificauon 

Measurement of Assets and Liabilities 

Uses of the Balance Sheet 

STATEMENT OF STOCKHOLDERS' EQUITY 

format, Classification, and Us" 

SUMMAR 'I' 

CHAPTER OBJE.~C_,_TI,.V_.,E.-_5 ----------------------

The objectiVes of this chapter arc to: 

28 

I. Discuss the accrual principle of accounting. 

2. Review the format and classification of the income 
statement 

J. List and discu~s th~ components of the •ncome 
statement. 

4. Describe the criteria for revenue and expense 
recognition. 

5. Discus:; major issue; 1n revenue and expense recog
nition, and how they affect reported eamings. 

6. Compare the percentage-of-completion and com
pleted contract mcthOOs of comract a<:counting. 

7. Discuss the revenue recognition methods used for 
selected indu~tries. 

8. Review the types of nonrecurring items, including 
extraordinary items, discontinued oper-,tticms, the 
cumulative eftect of accounting changes, ~nd prior 
period adju5tments. 

9. Discuss the significance of nonrecurring items to 
firm valuation. 

10. D1:.cuss the concept of earnings quality. 
II. Review the format and components of th.c balance 

sheet 
12. Describe the information contained in the ~tatemcm 

of stocklloldcrs · equity 



























































































3 
ANAL YSJS OF CASH FLOWS 

CHAPTER OUTLINE 

STATEMENT OF CASH FLOWS 
Direct and Indirect Method ('a;h Flow 
Statement> 

Preparation of a Statement of Ca~h Flows 

Transactwnal AnalysiS 

Prcparatwn of a Direct Method Swtemcnt 
or Cash Flows 

C a,h FirM.< from O]J"ral/am 

Investing Cash Fhm

Financin); Cash Flow 

Indirect Method 

Reported versus Operating Changes in Assets 
and Liabllitie:. 

/J.cqui.>ition$ ;md D1 W<li/tire.< 

Tmnslalion I>(Fornxn Suh•idim·ies 

Effect of Exchange Rate Changes on Cash 

CHAPTER OBJECTIVES 

Chapter 1 introduced the reader to the financial reponing 
process and Chapter 2 presented a detailed review of the ac
crual process, us role, and 1/s impact on a firm's income state
ment and balance sheet. This chapter focuses on the statement 
of cash flows {SoCF) that recasts the financial statement data 
provided by the accrual process. It discusses the use and analy
si~ of the information provided by the SoCF on its own and in 
conjunction with other !lnancial statement data. As in the pre
vious chapter, we usc Pfizer's 1999 financ1al statements to 11-
lu:.tratc many of the points raised. 

The objectives of this chapter are to: 

74 

1. De,.cribe the three components of a cash flow 
statement 

2. Distingm>h between d1rect mC"thod and indirect 
method cash flow statements. 

3. Show how to use the transacnonal analysts method 
to prepare a direct method ca,·h flow statement using 
financial statement data. 

4. Describe the effect of acquisitions and foreign cur
rency exchange rate change~ on the relationship 

ANALYSIS OF CASH FLOW INFORMATION 
Free Cash Fi<JWS ami Valuation 

Relationship of Income and Cash flows 

Income. Ca.,h Flow. and the Going-Con<·ern Assumption 

lnmme. Cash Flow, and the Choice of Accounlmg Pol<<ws 

Income, Cash Flow, and Liquidity 

Analysis of Cash Flow Trends 

Cash Flow Classification Issues 

Clll!i.,i}icatWn of Cash Fl<>w,, fi>r Pr<>perty, Plant. and Equipment 

Effect of Diffe,..nn:s in Accwnting Met.~od• 

!merest and Dividend.• Received 

{,.teres/ Paid 

N<>nn,•h Tmr.sach"o"s 

CASH FLOW STATEMENTS: AN INTERNATIONAL 
PERSPECTIVE 

SUMMARl' 

between the cash flow statement and the balance 
sheet. 

5. Recast an mdirect statement of cash flows to a direct 
basis or to any fonnat desired. 

6. Understand how classification rules and accounting 
policies can affect the components of the cash flow 
>!atement. 

7. Use the cash flow statement to examine a firm's liq
uidity position and the basic assumptions inherent in 
the accrual process. 

8. Define the free cash flow measure used in valuation 
models. 

9. Understand how cash flow statements can be used 
to derive information about a firm's acquisitions and 
how such activities diston reponed operating cash 
Haws. 

10. Analyze trends in cash flow eomponents. 

11. Explain how cash flow statements prepared under 
lAS GAAP may differ from tho~ prepared under 
U.S. GAAP and how to adjust for these differences. 
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4 
FOUNDATIONS OF RATIO 
AND FINANCIAL ANALYSIS 

CHAPTER OUTLINE 

INTRODUCTION 
Purpose and Use of Ratio Analysis 

Ratio Analys1s: Cautionary Notes 
E<wwmic A.uumptions 

Benchmarks 
Timrng and Window Dres>ing 

Negative Nu~nbers 

Accounting M~thod, 

COMMON-SIZE STATEMENTS 

DISCUSSION Of RATIOS BY CATEGORY 
Activity Analysis 
Short-Term (Opuating) Activity Ratios 
Long-Term (Investment) Actmly Ratios 

Liquidity Analysis 
Length of Cash Cycle 

Warkmg Capital Ratios and Defen.>·iw lmervals 

Long-Term Debt and Solvency Analysis 
Debt Covemmts 
Capitalizati"" Table and Debt Rauw 

lntere.<t Cov.,age Ratio• 

Capital Expeotditure and CFO-Io-Debt Ratios 

Profitability Analysis 
Return on Sal<ts 

Return an fnO'flstment 

hqfitabdity ""d Ca.<h Flow.• 

Operating and Financial Leverage 
Operating Lewrage 

Financial LeV<!rage 

CHAPTER OBJECTIVES 

This chapter introduces ratio>, the basic tools of financial 
analysis. The objectives of Chapter 4 are to: 

110 

I. Examine the purpose and use of ratios and provide 
some cautionary notes. 

2. Explain the use of common-size statements. 

J. OiiiCuss the construction and use of: 

RATIOS: AN INTEGRATED ANALYSIS 
Analysts of Firm Performance 
Disaggregut•on of ROA 
Disaggregatl<>n flj ROE <md ft., Relatmnship to ROA 
Trends m ROE and ROA 

Economic Characteristics and Strategies 
Competing Strategies 

Product Life Cycle 

!mer industry Ecmwmic Fat 10rs 

Classification and Sele<:tion of Ratios 

EARNINGS PER SHARE AND OTHER RATIOS USED 
IN VAlUATION 
Eamings per Share 
Simple Capital Struc/ure 

Complex Capital Structure 

Adjus/mcnt>for Options <.md Warrants 

Lim<lalions of EPS Calculmions 

Cash Flow per Share 
EBITDA per Share 
Book Value per Share 
Price-to-Earnings and Price-to-Book-Value Ratios 

Dividend Payout Ratio 

PATTERNS OF RATIO DISCLOSURE AND USE 
Perceived Importance and Classification 
Disclosure of Ratios and Motivation 

SUMMARY 

• Sh.ort-term and long-term activity (turnover) rir.tio~ 
that measure the eftkiency with which the firm 
uses its resources. 

• Liquidity ratios, including wmking capita\ ratios, 
the cash cycle, and the defensive interval, that assess 
the finn's ability to meet its ncar-term obligations. 
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Liquidity Analysis 

CHAf'H R 4 f()( J:-.Jf)ATIONS Of RA llO t\ND riNANCIAI ANAl Y~IS 

S'lon-term lenders and creditors (such as supplier<!) must a:.sess the abih ty of a firm to meet 
its current obligatiOns. That ability depends on the cash rc~ources available as oftht! balance 
sheet date and the ca~h to be generated through the operating cycle of the firm . 

Figure 4 -2 is o liChematic repre~entation of the operating cycle of a linn. The finn pur
chases or manufactures inventory, requiring an outlay of cash and/or the creation (lf trade 
paya bles debt. The sale of inventory generates receivables that, when collected, arc used to 
satisfy the payablcs, and the cycle begins again. The abi lity to repeat this cycle on a continu
ous basis depends on the firm's short-term liqwdity and cash-generating ability. 

Length of Cash Cycle 

One indicator of short-term liquid il)' uses rhe acti'V tty rat ios as a liquidity measure. The 
operating c:vdl! of a merchandising firm is the sum of the number of days it takes to sell 
i1wentory and the number of days until the resulting receivables are converted to cash. 
The circumference of the ctrcle in Figure 4 -2 represents the length of this cycle. lf a firm 
operates without credtt, 11 abo represents the total number of days cash is tied up in oper
ating as!let~. 

To the extent a tirrn uses credit, the length of the cash (operating) cycle is reduced. Sub
tracting the number of days of payablcs outstanding from the operating cycle results in the 
firm's cash cycle. the number of days a company's cash is tied up by its current operating 
cycle (the circumference of the shaded portion of tlu.: ;;iode in figure 4-2) The ca~h cycle14 

'apturcs the interrelationship of sales, collections, and trade credit in a manner that the indi
-.i dual numbers may nut. The shorter the cycle, the more efficient the finn's operations and 
cash management: longer cycles, on the other hand , may be indicative of cash shortfal Is and 
increased financing costs. 

These financmg costs are often not minimal. Boer ( 1999). for example, estimates that for 
Dollar General, a retail chain, rcducmg its I 0 1-day cash cycle by a single day would increase 

Operating and cash cycles 

\n"entory _ _ ___ 
slotage 

/ Days.
/ 

, payables 

§ ~ ' outstandmg 
-~ s ~ I .!'/ c 
" <I> ffi: < -
0 

. . -~ --
Cash_ 

C()ttee1101\ 

/ 

Shaded a rea Cllcumlerence = cash eye e 

FIGURE 4-2 Op(ratong an<J ca>h cycles. 

'"The tnverse of the wurkong capital turnover ratio lllnlC~ 36.5) Is :wmetnncs used as a o:rudt: •PP"" unauon uf ohc 
c»h cycle. !See Rochanh a11<ll aughlin 11 Y~O) for an extended dl:scus~•on. I 















































































5 
EMPIRICAL RESEARCH: IMPLICATIONS 
FOR Fl NANCIAL STATEMENT ANALYSIS 

CHAPTER OUTLINE 

INTRODUCTION 

CLASSICAL APPROACH 

MARKET-BASED RESEARCH 
Efikient Market Theory 
Modem Portfolio Theory 

Tests of the EMH versus the Mechanistic Hypothesis 

Ball and Brown Study 

lnfonnat.on Content Studic> 

Relationship Between Eammgs and Stock Return~ 

4c('lmnllnl? Variahle 

Mm-!er-h<~<ed Vm·i,h/e 

Te.11 o/the Re/allomh•p Be!K een lh<' Gm1d Ne,-.,!Bwl f\leH'S 
Paranww· and Ahnm mal Retum.< 

POSITIVE ACCOUNTING RESEARCH 

Disclosure and Regulatory Requirements 

Agency Theory 
Bmw,, Plan H<•pnlhe.\i,, 

CHAPTER OBJECTIVES 

The gG81s ofttus chapter arc to: 
I. Review the class1cal approach to accounting the

ory and the framework that still underlies most ac
counting standard-setting activities. 

2. Survey market-based accounting research that exam
ines the relationship between stock prices and finan
cial reporting. 

Deht Cow•nalillf1p<:!thesi.•· 

Po/iti<·ul '"·'' Hot>alhe.<is 

Summary of the Re;eareh 

Empirical Research: A Mid-Course Evaluation 

Cmica/ Eo•a/uotion of Re.><'arch Fmdmg1· 

Marlwr A~omali~> 

DIRECTION OF CURRENT RESEARCH: BACK 
TO THE FUTUREl 
Ball and Brown Revi.;ited 

Conte~tual Approaches and r·undamental Analysis 

Other Area.< o/ R<•wan·h 

Coming Full Circle: From Edwards and Bell to Ohlson 

Markel (/,)e/f!< <en<''' and Ac<·mmlinK 

IMPLICATIONS OF EMPIRICAL RESEARCH 
FOR FINANCIAL STATEMENT ANALYSIS 

3. Explain ''positive" accounting theory and its empha
sis on the effect of financial reporting on manage
ment. creditor, and regulatory decision making. 

4. Examine the current trend of accounting research. 

5. Discuss the relevance of empirical research to finan
cial statement analysis. 

163 
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6 
ANALYSIS OF INVENTORIES 

CHAPTER OUTLINE 

INTRODUCTION 

INVENTORY AND COST OF GOODS SOlD: 
BASIC RELATIONSHIPS 

Scenario !. Stable Pnccs 
Scenario 2- Ri~ing Prices 

COMPARISON OF INFORMATION PROVIDED 
BY ALTERNATIVE METHODS 

Balance Sheet [n!Onnation: Inventory Account 
lnvenron · ValuaTion· /.m•·er of Ca.<t or Market 

Income Stltemcnt Information: Cost of Goods Sold 

LIFO VERSUS FIFO; INCOME, CASH FLOW, 
AND WORKING CAPITAl EFFECTS 

ADJUSTMENT FROM LIFO TO FIFO 

Adjustment of Inventory Balances 

Examph', Somow 

Adjustmenl ofCo~t of Goods Sold 

ADJUSTMENT OF INCOME TO CURRENT 
COST INCOME 

Example· C"lle.< Au.>lmlia 

FINANCIAL RATIOS: LIFO VERSUS fiFO 

Profitabilirv: Gross Profit Margin 

Liquidity: Working Capital 

192 

Acuvny: Inventory Turnover 

/nwn/ui)' Theory and T urnave,- Ral!os 

EcomJmk Ordu Quanti/;• 

Ju.<t in Time 

The FIFO/UFO Chmce and f!lwn/ory Holdmg Policy 

Solvency: Debt-to-Equity Ratio 

DECLINES IN LIFO RESERVE 
UFO Liquidations 

E.tamp!e: Oil~t~ur 

Declining Prices 

Example Wvman- Gordon 

INITIAL ADOPTION Of LIFO AND CHANGES 
TO AND FROM LifO 

Initial Adoption of LIFO 
Change from UFO Method 

LIFO: A HISTORICAL AND EMPIRICAL PERSPECTIVE 

Overview of FIFO/LIFO Choice 
Summary ofFIFO/LlFO Choice 

INTERNATIONAL ACCOUNTING AND REPORTING 
PRACTICES 

IASB Standard 2 

SUMMARY AND CONCLUDING COMMENTS 
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7 
ANALYSIS OF LONG-LIVED ASSETS: 
PART I THE CAPITALIZATION DECISION 

CHAPTER OUTLINE 

INTRODUCTION 

>'\CQUIRING THE ASSET: THE CAPJT ALIZATION 
DECISION 

CAPITALIZATION VERSUS EXPENSING: 
CONCEPTUAL ISSUES 

Finandal Statement E ITec·t' of Capitalization 

lot< ome J ·, whdu1 

l'rofua~lim 

Cash h'"" from Op<'l'!lllml' 

l,nnag<' Ralim 

CAPITAUZA TION VERSUS EXPENSING: GENERAL ISSUES 
Capitalization of Interest Costs 

fm,•reo/ Caprlahou/1(!11 Orwide th<· 1 '"''""Sial<'\ 

Intangible A~'eh 

Rcc()g_/!lllfm and Mi!tl\'III'<'IPWnil"""' 

Rnnm II and f)<'/'eiopmenl 

!'alc'IW and ( -r!l'_l rij.;h!S 

Fmnch1<~1 and U"ensn 

CHAPTER OBJECTIVES 

The objectives of Chapter 7 arc to: 
1. D1scuss the effe<:ts of capitalization versw; cxpen'>lng on: 

• Income vanabilit~ 

• Profitabllity 

• Cash from operations 

• Fmancial ratio~ u>cd to mc3sure leverage 

2. F.xplam the rule~ gvvcrning the capnalization of in
terest and the effects of such capnalization on finan
ctal statements. 

J. Review the circumstances under which tntang1blc as
:.e\8 are capitalized. 

4. Shcm how capttal inti on of expendi turcs tOr t..:8earch 
and development and computer sotlware affects 

Brand' 1md Tmdnnarks 

Goodwill 

As~et Revaluation 

CAPIT.o\LIZATION VERSUS EXPENSING: INDUSTRY 
ISSUES 
Regulated Utilities 

Computer Software Development Co>ts 

Accounting li1r Oil and Gas Exploratmn 

ANALYTICAL ADjUSTMENTS fOR CAPITALIZATION 
AND EXPENSING 
Need for Analytical Adjustment~ 

Valuation Implications 

Other Economic Con>equences 

Additicnal Analysis of Fix~d Asset Data 

(·a pita/ bpenditw·es 

S<1i<'. Impairment. or Retireme!/1 ?{ A.<.\d\ 

SUMMARY 

financial statements and how to restate to achteve com
par~btltty wllh firms that expense such expendirnres. 

s. De;cnbe the two methods of accounting for oil and gas 
exploration and show their effects on the level and 
trend of reported income, cash flows, assets. and equity. 

6. Examine the financial statement effects of revaluation 
of long-term assets. 

7. Consider the accounting for industries wtth unusual 
capitalization practices and the effects of aecountmg 
choices on reported financ1al data. 

8. Adjust reported financial statements for differences in 
capitalint1on policy. 

9. Discu•s the valuatton implications of expendimres 
that m~y be either capitalized or expensed. 

227 
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8 
ANAlYSIS OF lONG-liVED ASSETS: 
PART II ANAlYSIS OF DEPRECIATION 
AND IMPAIRMENT 

CHAPTER OUTLIN"E'---~~~~~~~~~~~~~~~~~~--~-

INTRODUCTION 

THE DEPRECIATION CONCEPT 

Depreciation Method, 

A nnwl)· or Smklng Fund Depr,•riotion 

So aij!.hi-Lm" Deprecimion 

An·el~ra/ed Deprenallim ,.\1ethoJ, 

linil<-o0-'I'O<Iuclwn and Sa,·h·e Houn ,\fethod< 

Gr<>up and Comp"We n~P''"ciali~~ M<'lhods 

D~pletion 

Amortization 

Depreciation Method D1sdosures 

lkprHiotion Lin'' and Salvage Values 

lmpao.:l of Depreciat,on Mctlwds on Financial Statements 

Accelerated Depreciation and 1 axe~ 
lmpacl oflnflatton on Depr~cialion 

Change.> in Depreciation Method 

CHAPTER OBJECTIVES 

Chapter R h~s the followmg objectives: 

1. Define the characteristics of different deprecialion 
methods. 

2. Explain the role of depreciable ltvcs and s~!vage val
ues in the computation of depreciation expense. 

3. Show the effects uf different depreciation methods on 
the financial stutemenK 

4. Discuss how inflation impact:. the measurement of 
cconomtc dcpreci~tion. 

5. Illustrate the tmpact of changes from one deprecta
tion method to another. 

ANAlYSIS OF FIXED ASSET DISCLOSURES 
E-;timating Relative Age and Useful Lives 

htimating the Age of Assets 

IMPAIRMENT OF lONG-LIVED ASSETS 
Financial Reporting of hnpaired Assets 

Impairment of Assets Held for Sale 

Impairment of Asset:; Remaining in Uoe 

Financial Statement Impact of Impairments 
Effec: of SF AS 121 on Analysts of Impairment 

Empincal Findings 

LIABILITIES FOR ASSET RETIREMENT OBLIGATIONS 

Provisions of SFAS 143 

Effects of SF AS 143 

SUMMARY 

6. Define the measurement of relative age, useful life. 
and average age of fixed assets, and the use of these 
measures. 

1. Illustrate the finaocial reponing of asset impairment 
aJJd its financial statement effects. 

8. D•scuss the financial statement effects of recognizing 
obhgauons associated wtth disposal activities. 

9. Discuss the liability for closure, removal, and envi
ronmental effects of long-lived operating assets and 
the financial :.tatcment impacts of recognizing that l i
ahility. 

257 
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9 
ANALYSIS OF INCOME TAXES 

CHAPTER OUTLINE 

INTRODUCTION 

BASIC INCOME TAX ACCOUNTING ISSUES 

THE LIABIUTV METHOD: SFAS 109 AND lAS 12 
Deferred Tax Liabllnies 

T reatmcnt of Operating Lo.1se~> 

Dckrred Tax Asset> and the Valuation Allowance 

Financial Slatement Pre>cntation ;nd !Ji;closurc Requirement~ 

DEFERRED TAXES: ANALYTICAL ISSUES 
Facton; Influencing the Level and Trend of Deferred Taxes 

Effects ol Ckang<'' 1n T"t La><-,· and ,,., ormlln~ Mdhod• 

Ef/cU of !Ire Gnmlh Rule o/lhe hmr 

F.f/i'c '·' ol :V<'Itre< '" rmg Items ""'' E4ua•· Adwl!m~llls 

Liability or Equ1ty? 
Analysis \>I- Deterred Tax Assets and the Valuation Allowance 

E!Tccnvc Tax Rate> 

ACCOUNTING FOR TAXES: SPECIALIZED ISSUES 

Temporary ver,u> Permanent Differenct:s 

lndcfimte Reversals 

Accounting for Acquisition~ 

ANALYSIS OF INCOME TAX DISCLOSURES: PFIZER 
. .-.naly~i<; of the Effective Tax Rate 

Analy"s of Deferred ln~ome Tax Expen8e 

Using Deferred Taxes to Estimat~ Taxable Income 

Analy;u; of Deferred Tax Assets and Liabilities 

Other Issue' mlncome Tax Analysis 

FINANCIAL REPORTING OUTSIDE 
THE UNITED STATES 

IASB Standards 

Other National Standards 

SUMMARY 

=cc=ccc-=====-----------------
CHAPTER OBIECTIV_Es. _ ------------- ______ _ 

All bus•ne" enterprises arc 8ubjcct to income tax. lts analy>is, 
therefore. ,, an e-scntial part or an overall firm analy.,is. In this 
chapter. IH 

290 

I. l.xammc the liabllity method used to a~count for in
.:ome tax under U.S. and lAS GAA?. 

2. l.xplam how the tax effects of operatmg lnsses are 
Jccountcd for under the liability method. 

3. Discuss how the vaiUltion allowance affects the in
come smtement and balance sheet. 

4. Discu:.s the factors govcmmg the level and trend of 
tldcrred tax assets and !•abilities. 

S. Evaluate the rclevanc< of deferred tax asset> and lia
hllnics to firm valuation 

6. De~cribe the three ditfercnt measures of the effec
tive tax rdtC. 

7. D1ffcrentiate between temp\lf3ry and permanent 
differences betwe~n taxable mcomc and pretax 
income. 

11. Show ho"' financial statement disclosures can be 
used to analyze and forct:ast tile firm's cflectJve tax 
rate. 

9. Examine the relationship between deferred taxes 
and cash outflows for tax payments. 

10. 01>CUSS international dilferencc~ m the accounting 
for income taxes. 
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10 
ANALYSIS OF FINANCING LIABILITIES 

CHAPTER OUTLINE 

INTRODUCTION 

BALANCE SHEET DEBT 

Current l,t"b'ILticl 

Long-Tenn Debt 

Fmam wl SW~I/1<'111 f-/kd' 

7~m-(-orrrm" Dehl 

Vwwhle-Hmt /Jeh1 

Fn ed- n•1 "" Vam<hle-Ra/c Dehr and lnror<'_\/ Rare Swap' 

!Jehr /)enommated m a hwng11 Cum''" 1 

Proje<I/Jehi 

Debt with EqUJt~ Feature> 

Com n !ih/,• Bond' and Wtll rani• 

('omnwdll\' Bond< 

Pnpelual Dei>! 

Pre/erred SJ."·!. 

CHAPTER OBJECTIVES ____ _ 

Th1> chapter concern~ debt obligatiOn\ that are recogni1cd on 
the firm-, lmlancc sheet The obiccti,·es of Chapter I 0 are to: 

322 

1. D•~cuss the difli:rcncc between operating and financ
ing liabiht1es. 

2. Ikscribe the effect on reported financial >latements, 
in.-luding the carrytng amount. the pattern of expense 
r~tognition. and reported cash flo"''· of: 
• Debt issued ut a premium or dis~ount 

• Zero-coupon debt 

• l'ixed- nnd vnrinblc-rate debt 
• Debt denommatcd in fore1gn currencies 

• Debt with equity features. such as convertible and 
exchangeable debt 

3. Cumparc the effects o( changes 1n interest r~tes on 
both the mterest payments and market val1.1e of fixed
and variable-rate debt. 

Effects of Changes in Interest Rate~ 
Debt: Markel Ol' Bo{)J. Value.' 

Debt of Finns m Distress 

Ac('mmling for Re.H/'ucrured and {mp.urcd Dehl 

Retirement of Debt Prior to Matu:ity 
Ar~mmting for Dd>l Rerircment 

Callable Bond.\ 

n~jeu.\ance 

BONO COVENANTS 
Nature of Covenants 

SUMMARY 

4. Estimate the market value of debt and discuss its 
uoefulness. 

5. hplain how interest rate swaps change the finn's 
risk exposure to changing interest rates 

6. Ikscribc the circumstances under which preferred 
stock should be treated as debt, or debt as equity for 
financial analysis. 

7. Differentiate between the economic and account
ing effects (often different) of debt retirement or re
financing. 

S. Explain the role of debt covenants in protecting 
creditors by limiting the firm's freedom to invest, 
pay d1vidcnds, or make other opei-ating and strategic 
decisions. 

I 



















































































11 
LEASES AND OFF-BALANCE-SHEET DEBT 

CHAPTER OUTLINE 

INTRODUCTION 

LEASES 
Incentives for L~a~mg 

1 ,ea'~ Cb'" n~ation: Le>see< 

Cap•l~//_m~c'' 

Opt'ra/mg !.eo"'' 

Financial R~portmg by Le>sees: (a pita! 'crsus Opcratmg Leases 

( om1,~, """' Anal} ,.;,. ()/ ( 'apii"ID•J ~'"' Opemring Le.-"e' 

Analysis of Lc~sc Dlsdo,urcs 

1-M<'V fJi<clowr '' Rei.{Uiremenh 

Fwancwl RepMiing h,\ Le>W£'\_ An Eramplc 

lmf'"' I o/ Operallng /.<''"'" 4J!" 1/menr' 

Other Lcasc-Relakd !S>ucs 

OFF-BALANCE-SHEET FINANCING ACTIVITIES 

Take-or-Pay and Throughput Arrangements 

Sale of Receivable<; 

CHAPTER OBJECTIVES 

In thts chapter, we: 

1. Di;cuss the mottvatwn> for leasing assets as oppo:.ed 
to buying them and the mcentives for reporting the 
lease> as operalm!J leases rather than ca,~•talleases. 

2. Compare the financtal sMement effects of operatmg 
leases and mpital lea«'< from both a lessee and 
lessor pcrspect•ve 

J. Demonstrate how operating lea~e-. keep substantial 
portion~ of a firm's operating capacity and debt off 
the balance -.heet. 

<1. Adjust reported leverage, profitability, and cash flows 
for off-balance-;heet (OBS) leases. 

Other SecuritJi.ations 

Jomt Ventures. Finance Sub;u,harics, and Investment in 
Affilidtes 

ANALYSIS OF OBS ACTIVITIES: TEXACO 

AdJUStments to 1999 Debt 

FINANCIAL REPORTING BY LESSORS 

Lease Classification; Le~~ors 

Sales-Type Lea~e~ 

Direct Fmancing Leases 

Fman:'ial Reponmg hy Le1sr!n- A, Ewmple 

!AS Standards for Lessors 

SUMMARY 

S. Discuss the similarity between OBS lea~es and other 
OBS activities such as wke-or-pay unJ throughput 
arrangements and adjust reported financial state
ment~ and ratios for these activities. 

6. t.xplam the impact of transfers of receivable;· on re
ported cash flow from operations and shol1-tenn debt 
and how to undot~ose effects. 

7. Illustrate the adjustments required to reflect the OBS 
debt of the subsidiarie~ and affiliates of a finn. 

8. Compare lessor financial reporting for sales-type 
leases and dtrect financing leases. 

363 
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12 
PENSIONS AND OTHER 
EMPLOYEE BENEFITS 

--c=~=c-c=--------

CHAPTER: OUTLINE 
·····--------

--~-----------···--------------

CHAPTER OBIECTIVES 

INTRODUCTION 

PENSION PLANS 

Defined Comrihution Plan' 

DcfincJ Benefit Plan; 

DEFINED BENEFIT PENSION PLANS 
Lsnmat1ng Bcndit Oblig<HL<m> 

I· actors Afkwng Renefit Ohlig~ti""' 
Cw I ( ·,,., r>onenl ' 

Orh,•r f-<~crm·, 

1'111h FloH 1 

FactO<> Alk'<:tlllg Plan Assets 

f-. nlf' I m ., 'r ( -., n ,.-i lm 11 o" ' 

( 'rmll •hrtlln'l·' f,, f'la11 l'urtr<'lp<illh 

Funded Stall!> of Pension Plan 

FINANCIAL REPORTING FOR PENSIONS: SFAS 87 
AND SFAS 132 
Pcn>tnn Cost. Component; and 'vlca,ur~mcnt 

.-l<llwl E>'<'lrl\ len'!<'(' (Ill! rmd fnlen•\1 Co,,/ 

.\'mo,>rhnl r,, "'' 
Or/"' 1 · f', , •" " ( "w r admen 1> , Sell i<' m ~lit., _ a '"/ T e rm ma lw" H ""'' /11., 
Balance Shcc• Carrying Amount' and R~conctliation 
to Funded Statu> 

ANALYSIS OF PENSION PLAN DISCLOSURES 

r mportanc~ or lb,lnnptlom. 

lmpad of ~ '·"'"'~'''""' "" !he R<'ll<'{ir ()hllgarwn 

/mpudo/ f,\lln!J>IIU/1' 011 Pcmitm Co.-1 

ill! N< om f ,,nn I 'om 1"" · 1 " "' o I 1 ' "'" 'I' I: "n.' 

400 

Analysis of Pension Plan: Status, Costs, and Cash Flow<; 

.Hori•·arion (ot Ad!"·' rmen1>· ro Liuhi!itr and Cos/ 

Analysis of rex a co Pension Plan Disclosures 

A na/nir of Te.wcn ·, Pen11on (rend\ 

£Himatmg F''"'re Pen.,wn Cost 

OTHER PENSION FUND ISSUES 
Acquis1tiom and Divestitures 

C<.~rtadmenb and Senlements 

Cash Balance Plans 

IASB AND "''ON-U.S. REPORTING REQUIREMENTS 

OTHER POSTEMPLOYMENT BENEFITS 

l:stimating Health Care Benefits 

Computing Postretirement Benefit (n_<,t 

Disclosure of Plan Statu; 

lmportance of A;~umptions 

Eff~cl of A>wmpiWIL\ 

Analy~~; of Westvaco 's Postretirement Health Care Costs 

C<llcrd!llum "/ Non IIMO/hed Costs and Comparmm M Cash Flows 

Us1ng SFAS 106 and S~ AS 132 D:sclosures 

Postretirement Bendit~ Outside the United States 

PRERETIREMENT BENEFITS 

STOCK COMPENSA TJON PLANS 

L~mg SFAS 123 Disclosures 

EITcct on the Statement of Cash Flows 

Stock Repurchase Programs and Sales of Put Warrants 

SUMMARY 

I 













































































































13 
ANALYSIS OF INTERCORPORATE 
INVESTMENTS 

-----
CHAPTER OUTLINE 

--------

INTRODUCTION 

INVESTMENTS IN SECURITIES 
Cost McthoJ 

:vt~rkcr Mcthorl 

Lower of Cost or Markd \1ctht'd 

U.S. Ac~OtJ11111)! Standard:. for lme,tmcnt> ttl 5enmttc> 

('lm.>i/1< !ill<'" { 1 lie/"' 

t.t>·r;.tw 

,\'()11- [ · S .-li'«>HillfiJg .\randw d, 

ANALYSIS OF MARKET ABLE SECURITIES 
Separation nfOpnutmg from Jm·::.tment R~~ulh 

Llkrt'> 0f (J"'" fkalion of Mar-ketable Sewntrcs Lndcr SF.-\S I 15 

U/<'<'1 o!J R"f'"'·rcd l'l'r/<11 "''"'"' 

f://el'l nn In«'"'"'"/ ami 1'111an< r11~ /)(-,·"'"'" 

An~ly~i., ol lrrv~.<trnent l'crJ(,.ma.l<·~ 

Mdl-(-1()-,\fiJI''<'I I< t''IW!Img 

Summary nl Analytical Prolcdm:'> 

EQUITY METHOD OF ACCOUNTING 

Comlrtion' 1<.11 Usc 
lllustratron of the Equr'ty Mdhocl 

Comp:ui~<'ll of the t'quity Mcthod and SFAS 115 

Fquity \1ethml of Accounting and Analy"' 

CONSOLIDATION 
ConditiOns for l.se 

ll\u,tranon or C onsol!dation 

COMPARISON OF CQNSOUDA TION 
W1TH THE EQUITY METHOD 
(onsoltdatton versus the Fqu1ty Method: Analytical 
Consid~ronon' 

Vo11h'""''g"'"'"''' s,,h,·id''''''"·' 
Jrwu Vi·nmn'\ 

ProportJonatc Con ~ohdation 

C111npon.wn .i{ !'!'OJ"!IiiOn(l/c• C"n'oi1dation omllhe /:.quill' /.kllwd 

he of l'topomonale C rmso/1dorirm In Prm'/[( e 

SJgniJkance ofCon,olidation: Summary 

ANAlYSIS OF MINORITY INHREST 

CONSOliDATION PRACTICES OUTSIDE 
THE UNITED STATES 

ANALYSIS OF SEGMENT DATA 
Dr..,ci<Nrre Recruircmcnt' of SF A~ 131 and lAS 14 

I llu>tralion of lndu~trv Segment>: Lucent and Roche 

II hr>tration of Geographical Segments: Honda 

Matwgemcnt Dr><:u>'ion amJ Andy~is 

U>c> and Lrmitations ol Segment Data 

\Jsmg Segment Data to C;trmatc C on>ohdatcd l:ammgs und R L~k 

SUMMARY 

----------·---------
CHAPTER OBJECTIVES 

------~--

The goal <JI t)n, chapter;, to cnlwnc~ the understanding of the 
ilccountlng and ~naly~is is,ucs r~latcd to 111tercorporat~ invest· 
rncnrs '>p"cific obje~lf\'CS tnclu<k 

454 

I. 11rfli:rcntratc b~twccn the rcturn cJmcd on lt1vcst
'llCilb "' marketable 'ccurltle' ;mel the rccognnwn 
'lfthat retllm inlimm;>al stawmcnt,_ 

2. Compute the mark-to market return on portiOlios of 
markct3hlc sccurilLCS. 

3. D»cliS\ the nmditi(lll> under wh•ch the equrty 
method is requltcd 

I 
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14 
ANALYSIS OF BUSINESS COMBINATIONS 

CHAPTER OUTLINE 

CHAPTER OBJECTIVES 

INTRODUCTION 

ACCOUNTING FOR ACQUISJTJONS 
Conditions Necessary for ll>e of the Pooling of Interests Method 

ILLUSTRA liON OF THE PURCHASE AND POOLING 
METHODS 
The Purchase Method 

The Pooling of Interests Method 

EFFKTS OF ACCOUNTING METHODS 

Comparison of Balance Sheets 

Sc<'Mario A All S!uck 

Comparison of Income Statements 

Income Stalemen/ Dl.\lortion Under the P~rcha.>e Method 
/nr·mrw Sla/emenl Dislortion Under !he PrNiling of {ntere.>l> Melhod 

Ratio EftCcts 

Cash How Statement Effe;:ts 

[!educ·ing As.<el.> and Liahdll•e> Ar·quired. 
[)iswrtion oj Ca>h from Op<'ralion< 

COMPLICATING FACTORS IN PURCHASE METHOD 
ACQUISITIONS 
Contingent Payments 

Allocation of Purchase Price 

Restructuring Provisions 

INCOME TAX EFFECTS OF BUSINESS COMBINATIONS 

CHAPTER OBJECTIVES 

Chapter 14 examines the accounting and analyois issues related 
to bu~iness combinations, spinoffs, and other forms of corpo
rate reorganization. In this chapter, we: 

1. Explain the mechanics of the pooling of interests and 
purchase methods of accouming for busmess combi
nations. mcluding the differences between U.S_ and 
JASB GAAP. 

INTERNATIONAL DIFFERENCES IN ACCOUNTING 
FOR BUSINESS COMBINATIONS 

Differences in Hi~torical Treatment of Goodwill 

ANALYSIS OF GOODWILL 

Goodwtll Amortization 

Goodwill Impairment 
Goodwill Impairment Under SFAS 142 

CHOOSING THE ACQUISITION METHOD 
Income Maximiution as Motivation for the Pooling/Purchase 
Choice 
Market Reaction and the Pooling/Purchase Choice 

Interpreting the Research Result~ 

PUSH-DOWN ACCOUNTING 

Example: Genentech 

Impact on the Balance Sheet 
Impact on the Income Statement 

Effect on Cash Flows 
EITect on Financial Ratios 

Push-Down Summed Up 

SPINOFFS 

Analysis of Spinoffs 

Example: Lucent 

Reasons for Investment in Spinoffs 

SUMMARY 

2. Consider the conditions that determine which method 
is used. 

3. Compare the effects of pooling and the two variant>, 
or the pun:hase method on po>tacquisition balance 
sheet. income, and cash 11ow statements. 

4. Describe the effects of the three methods on financial 
ratios_ 

503 
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15 
ANALYSIS OF MULTINATIONAL 
OPERATIONS 

----~-

CHAPTER OUTLIN"E:_ ____ _ ----- ------~ --

CHAPTER OBJECTIVES 

INTRODUCTION 

EFFECTS OF EXCHANGE RATE CHANGES 

BASIC ACCOUNTING J<;'iUES 

FOREIGN CURRENCY TRANSLATION 
UNDER SFAS 52 

Role of the t unct10na I Cnrr~ncy 

Rcmca,uremcnt. ']he Jempoml Method 

T r;mslatL<Jn: -1 he A 11-Currcnt Method 

Treatment of Ex<; hangc Raw Garns and lOS><:'' 

Kcmeasurcmcnt ven-us Translation 

ILLUSTRATION OF TRANSLATION 
AND REMEASUREMENT 

Translation. Th~ All-Current 'vl~thod 

Cumulative T rans!at"'n Adju_,tmcnr 

l ·'.11 n g I h" ( T 1 I u F., I!IH" I<' 1-. " lru n !(' R a /e ( ii<W<!; <'·' 

Remc<NJremcnt Th,;- ') empoml Method 

COMPARISON OF TRANSLATION 
AND REMEASUREMENT 

lncmnc Statement F.!Teds 

l:'ffi'c! '"' G' '"·' Pm/11 .\/,wf.!m 

F(/el'l '"' .\', IIIII"""' 

Balance Sh~ct Ufe<:ts 

CHAPTER OBJECTIVES 

Changes \II exchange mtcs have pe"asi,·e effect' on t1tc finan
cial 'tate"1~nts of multmational enterprises. The ohjc;;ti~c; of 
Chapter I 'i are to: 

54& 

l. Uc>cribe the dtffcrcnce between the two reportmg 
methods used to account for c~changc rate changes 
wlth respect to the· 

Impact on fmanc1al ibtio~ 
Comp<!nw"' of Ratios ( i!l(h'r Tmn,{olion and Remeawrement 

( ·ump<iriwn '!I T1 un1lmed wu/ Local ( rlrl'<'"' 1 Ralw.\ 

Impact un Repo11cd Cash fluws 

ANAL YSJS OF FOREIGN CURRENCY DISCLOSURES 
exchange Rate Changes: Exposur~ and EJTccts 

Balanc,· She• 1 

lmomeS/alemem 

< ·a.<h Flo~ Siat''""'m 

HYPERINFLATIONARY ECONOMIES 
Alternative Accountmg Methods for Hyperinflationary 
Subsidiaries 
Effect' of Debt Dcnom•rutted in Hypen nflation~ry Cm rencies 

CHANGES IN FUNCTIONAL CURRENCY 

ANALYTICAL DIFFICULTIES RELATED 
TO FOREIGN OPERATIONS 
Relationship~ Among Interest Rarcs, Inflation, 
and Exchange Rates 

Cons•>tency in Reporllng 

Economic Jnterpret~tion of Results 

Impact of SFAS 8 and SFAS 52 on 
Management and ln~estor Behav1or 

FINANCIAL REPORTING OUTSIDE 
OF THE UNITED STATES 
International Accounting Standa1ds 

SUMMARY 

• Exchang~ rates used to tran~latc financial >late
men! data 

• Mea;urcmcnt of finn cxpo,ure to exchMge mte 
changes 

• Disposition of translation gums and losses 

I 























































































16 
DERIVATIVES AND HEDGING ACTIVITIES 

CHAPTER OUTLINE 

CHAPTER OBJECTIVES 

INTRODUCTION 

DEFINING RISK 
Forc1gn Currency R•sk 

!merest Rate Risk 

Commodity Risk 

Ri'k of Change~ in Market Value 

Event R1sk 

HEDGING TECHNIQUES 

Forward Contracts 

(;!1111/nJ>arl•· R1.1'i 

Opti<ln> 

Economic Hedges 

/11/erc'/ RaT~ Malchi11g 

FordW! Curren<-'' Molchmg 

ACCOUNTING STANDARDS FOR DERIVATIVE 
INSTRUMENTS AND HEDGING ACTIVITIES 

RecognitiOn of Dcnvatives Jlld Measurement 
of DcnvaliH~s and llcdged Items 

/Jeri I ·ml\'<'-' lldd for Tradmg 

I !edge Qualification Criteria 

CHAPTER OBJECTIVES 

Th•~ ~haptcr ;, concerned with tran,actions that firms usc to 
manage the cffc<:t of price changes on assets, liabilities. re
ported mcomc. and future casb flows. Our goal1s to· 

I. Define and illllstrale the primary risb thJt tinns may 
hedge. including Jorctgn currency risk. int~re,t rat~ 

risk, commodity price risk, nsk of changes in market 
value, and event risk. 

2. Examine the hed~;ing techniques used to maaag~ 
these rish, including forward contracts, options, and 
economic hedges. 

3. Define and illustrate the types of hedge tr~nsactions: 

• fair value hedge.< 

• Cash flow hedges 

• Foreign currency hedges 

Types of Hedges 

""''' Value !ledg~.> 

Cash f '"" Hedf;;r!< 

Fore! !!II Currenq- Hedges 

Embedded Derivatives 

Hedge Effectiveness 

Hedge Termmation 

Effect of Hedging on Impairment 

Disclosure Reqwrements 

Related Financial Reporting R~quiremcnts 

Fair Vul!!e DISdm·urc; 

Di.1·clmures ~( Cortc~nm;lwn of CreJu Risk 

ANALYSIS Of HEDGING DISClOSURES 

Analy~is of IBM's Ri~k Management Disclosures 

Analysis of AMR 's Rbk Management Disclosures 

Risk factors in Denvativcs and Hedging Activnie.< 

H,•Jg<' {neifa/1 >'en<'S.\' 

CouN/crpal"ly Risk 

f)eril•a/1\'e Pricing 

SUMMARY 

4. Dtscuss the recognition and measurement issues con
nected with hedge accounting, including the treat
ment uf both realized and uruca!ized gains and 
los~.es. 

S. Define, illustrate, and explain the accounting for em
bedded denvativcs. 

6. Explain fhe significance of hedge effectiveness in the 
accounting and analysts or hedge transactions_ 

7. Explain how financial statement disclos~res can be 
u;ed to gain insight tnto risks faced by the firm, its 
risk management activtties, and the impact of these 
activities on reported financial statements. 

589 
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17 
ANALYSIS OF FINANCIAL STATEMENTS: 
A SYNTHESIS 

CHAPTER OUTLINE 

CHAPTER OBjECTIVES 

INTRODUCTION 

ANALYSIS OF AND ADJUSTMENTS 
TO THE BALANCE SHEET 
Analysis of Book Value 

Adjustments to Assets 

Adjustments to Liabilities 

Balance Sheet Ad]ustmenh ti1r Wcstvaco 

Adju.\lme!U\ ro Cwn·m ;hwl1 

Ad!rl>lmcll/' lo l.ong- Te1 m ~.\.'CI' 

ldjrlllnwnll lo Cun-enl Liabi/uin 

Adju>lm<'tll> !o Lon;;-Term Li<Ji,h!W\ 

>\djustments to Stockholders' Equity 

Adjusted Book Value per Common Share 

Analysis of Capiwl Stru~ture 

Balance Sheet AJju>tm•'nll ti>r Non-1) <;_ ( ompames 

IASBGAAI' 

Non-l· S G4AI' 

ADJUSTMENTS TO REPORTED INCOME 
Normalization of Reponed Income 

Op<>rclling Net Income 

CHAPTER OBJECTIVES 

This chapter addresse> debt and equity analy:.i' and provides a 
bndl;l~ between financial ,tat~m.,nl and sccuritv analys.s_ lt 
sho"s htm to: 

I. Adjust the halance >heel for current values and off
balance-sheet activitr">-

2. Compute adjustctl bonk value per common share. 

3. Adjust the capital >trtrcturc to reflect current value> 
and off-balance-shed aeti vities 

Analytical Treatment of Nonrecurring !terns 

Eamm)!' -\'orm~hzu/Wtl for ln•e,/irm Companmn-' 

Income l'<onnalization for Non-U.S. Firms 

Normalization Over the Economic Cycle 

Acqmslllon HlCds 

Exchange Rate Effects 

Effe.:t of Accounting Changes 

Qual tty of Fammgs 

Comprehen~tve Income 

ANAlYSIS OF CASH HOW 
Analysis of Cash Flow Components 

Free Cash Flow 

lntcma!ional Ca~h Flow Comparisons 

ADJUSTED FINANCIAl RATIOS 
InternatiOnal Ratio Compaosons 

SUMMARY 

4. Normalt<'e reported income. 

5. Estimate the earning power of the firm. 

6. Assess the quality of earnings. 

7. Adjust ca>h Ji·om operations for analytical purposes_ 

8. Compute free cash flow. 

9. Adjust financial rallOS fornoncompamb1hly. 

619 
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18 
ACCOUNTING- AND FINANCE-BASED 
MEASURES OF RISK 

CHAPTER OUTLINE 

CHAPTER OBJECTIVES 

INTRODUCTION 

Earnings Vanabilit} and Its Cornponcnb 

Opemrm;; und Fmwr< 1d Rid-

,Heasw-n u/1 imm< 1ul and Opel uti>rv; !.n<•ruge 

,1('(mmtmg Bda 

CREDIT RISK 

Bankruptcy Prediction 

Research Results 

,.\1,,/tivariatc _\f<><fd< 

R<mknif!ln /'ccdiclwn ""'' Ca,·h f'fm,' 

Bankrupt<,. and Fi11ancwl Omrcn - ( 'ondwfl"f: C0nmu Ill\ 

The Prcdrction of llond Rutrngs 

Bmul 1/almg ( lu» i(u all on' 

The li/lml Rumrp f'mCC<I' 

Ra/<11)'..1" R1.1k and Remrm 

Imp"''/ of Rw"'li·' 

CHAPTER OBJECTIVEcoS __ 

fhis chapter 1s concerned \\ith the C\aluation of risk <mJ it fo
cuse' on dii1Crcnt mea~ures of risk 'uggested by theory ami 
used "' practrce_ Our purpose is to: 

646 

I. [)cfi.ne mea~urcs or earlllllg_l l'ariahdrll' and exammc 
their u;e 111 the prediction and evaluation ofnsk_ 

2. haluate and review re>earcb on the predinon of 
bankruptcy. We al'o discus' the role ofca'h fin"' in 
the prediction of bankruptcy. 

3. Dcsnibc· the rok of th~ debt rating pwcco> ond th~ 
resulting Jeht classific;~t10n, 111 the C\·:~luat.on of de
fault risk. 

U>d'ulnes~ ol Bond Rallngs Pr~dtcttons 
( lwiu of i'-\f'la!ia/nl-r l',mah/i'' 

\fod,•l Rnu//_\ 

The 7" -S('()re ,md Hond !la/111);\ 

The Sigmfkancc o I' Rat rng>: .'\ no!licr I ook 

,\f('(ll'tll'enwnr f!/ Finwh w/1 al'/ol!ln 

EQUITY RISK; MEASUREMENT ANIJ PREDICTION 

Risk and Return. 1hemellcal ~lode!> 

!I"• C1!':\4 ami Bela I~) 

A l'T and .tfu/1!/il< ror i!oJd, 

lmponana and Lscfulness or Beta 113 l 

Review of Theoretical and Fmpincal Fmding; 

1'/wm·c•tir·W Frame" nrk 

Fmrwi"al Sru,/le,· 

The Alla~k on th~ CAPM and 13 

4/te/ 1111/1 ·•e M"t"w·n of F<rui{< R1sk "' Harker 11><'{/i""'"'J .. , 

I he De/<'nl!' r.-! ~ UJic/ihe ( 'A/'-~1 

/mp/1w11om f'w -\c('ormlurg R"!. ,\1,•"""'''' 

SUMMARY 

·---

4. f_ >.amine the '~ lu~ o I' preJtctwns of hond r~lm~> and 
rel'le\\ cmpmc;~l re,car~h-

5. Di.;cus' cgu•ty r"k in the context of the capitol a>>~t 
pncing model and the arbitrage pncin!" th~o•-:•-

6. Kc\'lC\\ theoretical and cmptncal rc,earch td••ed I<> 

tht measurement anJ prcJ•ction or cqttity ri,k. 
7. [)hell% the contnl\CI"'Y O\Cr rhc' cflkacy c>f(',\l'\1 

and beta_ 
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19 
VALUATION AND FORECASTING 

CHAPTER OUTLINE 

CHAPTER OBJECTIVES 

INTRODUCTION 

VALUATION MODELS 

OVERVIEW OF MODELS 

ASSET·BASED VALUATION MODELS 
Y1arkct Price ami Book Value: Thcorctlcill Con~mleration8 

Flook Value. Measurement Issues 

Tobin's (} Ratio 

Stability and Gro,Hh of Flook V ;!lue 

Earnmp· Retelllimr 

f:j)ecr 11{ ..Vr•>< Eqwl_l · f'uwncm,; 

F.ffec 111{ 4< </Jill'ilmm 

Ell•·cl of Cha~!{iN!{ E" h~ngc /l(lln 

1:://el'l o{Fmon1 wl Reporlillg Chmce< <md Accmmling Chlm)!;C\' 

Re.11rw·rw·in~ Pm•uiolls and Wrirr•-11/fl 

DISCOUNTED CASH FLOW VALUATION MODELS 
Divid~nd-b.-ed Models 

Gmwrh l'aiMns 

Eamings-ba!>ed Modeb 

R<•la/1(1/J\'h<p Bel~ eea E<1min;;1 -ha\l·d and /Jmdend-lw.><'ti Model.< 

I h,• ncfmilu.n of t:am111g1 ami/he Vallwlimr Ohw('tin• 

No-Crowrh IJode/ 

Grmnh Mo,/<'i 

F. 'lmwrmg (,nm !lr 
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Frc~ Ca.-.h Flow Approach to Valuation 

4djti\lmenl.\ 10 Reported Cash (mm Investment 

Dividends. Earning.\_ or Free CQ.Ih Flows.' 

THE ABNORMAL EARNINGS OR EBO MODEL 

EBO versus DCF Models 

Finite Horizons 

!ieluli\'e lmportun~e of hrmmal Value Ca/cu/atwns 

Growth C"mfwnle\ 

F.ffecl o{Accoumin}? Po/ines 

The Cletm Surplus Relmionship 

Unbiwed wr.<u.< C on<c•n•altv<' Accormllng 

Vu/ue UmW-' 

Price/Rook Value and Pnce• Earmnfi:.\ Rarios Revm'red 

The EBO Model: Concluding Comments 

FORECASTING MODELS AND TIME 
SERIES PROPERTIES OF EARNINGS 

FORECASTING MODELS 
Extrapolati;·e Models 

Permanent wr<us Transitory Companems 

Index Models 

Forecasting with Disaggregated Data 

Quarterly Forecasting Model.< 

Se~o;nwnt-hased Forec~s/; 

Fr!l'eeall\ Using Income or Balance 5hee/ Component.< 

COMPARISON WITH FINANCIAL ANALYST FORECASTS 
Analyst Forecasts: Some Caveats 

Improved Foruastwg A htlily or- Earnings Matragemenr? 

Market E>peclalonn and Anonwlie.\ 

l.arg<' ,-er.<l" Small F<mr.< 

!ndi\'idua/ venu.< Consen.<w· Forec{J.\ 1.1 
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