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PREFACE

The objective of this book is the presentation of financial statement analysis from the point
of view of the primary users of financial statements: equity and credit analysts. The analysis
and use of financial statements is not restricted to analysts, however. Managers, auditors, ed-
ucators, and regulators can also benefit from the insights and analytic techniques presented in
this text.

Corporate managers, and those training to be managers, require an understanding of how
financial statements provide information regarding an enterprise. This book is intended for
use as a university level textbook for MBA and advanced undergraduate financial statement
analysis courses. In addition, it should help equip businesspeople to prepare, audit, or inter-
pret financial information. Finally, the text is designed to be a useful reference for both neo-
phytes and informed readers.

WHO SHOULD READ THIS BOOK?

We believe that our work will be valuable to numerous audiences. First, it will benefit the
working financial analyst. Some of the areas covered (off balance sheet financing and hedg-
ing techniques, for example) are rarely covered either in the professional literature or in ac-
counting textbooks. While many analysts are familiar with some of the techniques in this
book, we believe that even the most experienced analyst will find fresh insights on financial
reporting issues.

Financial analysis, in some cases, is nothing more than journalism. Analysts accept the
financial statements and what management tells them at face value. Good analysis is ham-
pered by the inadequacies of published financial data. Many analysts examine the trend of re-
porting earnings but are unable to go “behind the numbers” or beyond them. The analysis
taught in most textbooks starts and ends with reported financial statements or computerized
databases.

Our view is that good financial analysis requires the analyst to understand how financial
statements are generated in order to separate the economic process that generates the num-
bers from the accounting process that (sometimes) obscures it. Such analysis requires the use
of assumptions and approximations, as reported financial data are often inadequate. We may
dislike the need to make assumptions, but most financial analysis depends on them. Good
analysis also requires the recasting of reported data into other formats when the latter yield
superior insights.

However, we do not believe that there are always simple solutions to analytic problems.
There is, for example, no precisely correct or “optimal” leverage ratio; there are many possi-
ble ratios, depending on the goals of the analysis and the judgement of the analyst. Our view
is that asking the right questions is more than half the battle. This text asks many questions,
and suggests some answers.

Previous financial analysis books have been written from an academic point of view,
stressing either an accounting or an empirical (data analysis) approach. While both finan-
cial accounting and empirical analysis are present in this text, they are integrated with, and
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subordinated to, user oriented analysis. They are subjected to the test or relevance: how do
they aid in the interpretation of financial statement data?

Most of the analysis presented is based on the financial statements of actual companies.
While such analysis can be frustrating (due to inadequate data), we believe that financial
analysis can be presented best in a real world setting. While “models” are sometimes re-
quired for exposition purposes (such as for the analysis of foreign operations), the principles
learned are always applied to real company statements.

The end-of-chapter materials (all problems and solutions were written by the authors)
are also largely based on real corporate data. Some problems are adapted froni the Chartered
Financial Analyst examination program. Readers and students need to apply the text material
to actual financial statements and the problems are designed to test their ability to do so.

The past few years have seen a resurgence of interest in accounting and financial state-
ment analysis. The bursting of the market bubble produced evidence that some preparers had
used accounting methods that pushed the limits of acceptable financial reporting, and that
many financial analysts used reported financial data to make valuation judgments despite ev-
idence of those excesses.

We believe that the readers of the earlier editions of this text were better prepared to rec-
ognize the risks inherent in financial reporting and to make the analytical adjustments re-
quired to avoid many of the pitfalls resulting from overly aggressive accounting methods.'
We have done our best to incorporate the lessons of the past few years in the third edition.
However, both accounting and financial analysis continue to evolve and new issues will
emerge. Our goal, therefore, is to encourage the analyst to think critically about reported data
rather than blindly accepting them for valuation purposes.

ORGANIZATION AND CONTENT

A few comments on the organization and content of the book may be helpful to both reader
and instructor. As already stated, we have integrated accounting, economic theory, and em-
pirical research into a financial analysis framework. In doing so, we realize that some topics
may be more important to some readers than to others. For that reason some advanced mater-
ial (e.g., the Analysis of Oil and Gas Disclosures in Chapter 7) appears in appendices. Within
chapters, we have organized some material into boxes that are available to interested readers
without distracting those who are not.

As the globalization of financial markets continues apace, we include discussions and
comparisons of relevant foreign and international (IASB) accounting standards throughout
the text. Some of this material is in separate “international” sections but much of it is inte-
grated. As the comparative analysis of companies using different accounting standards is an
increasingly common concern, our goal is to help the user who must make an investment de-
cision despite the lack of comparability. In some chapters; non-U.S. companies are used to il-
lustrate international accounting differences. Non-U.S: companies are also used extensively
in the cases and problem sections.

The first five chapters introduce the essential elements of financial statement analysis.
Chapter 1 provides the framework, including discussions of data sources and the roles of pre-
parers, auditors, and standard setters in the financial reporting process.

Chapter 2 describes the accrual method of accounting and its implications for financial
reporting, leading to a discussion of the income statement and balance sheet. Chapter 3 de-
scribes the cash flow statement and cash flow analysis. Chapter 4 presents ratio analysis, sug-
gesting both its advantages and its limits. Chapter 5 reviews empirical research, emphasizing
its implications for financial analysis.

Chapters 6 to 15 focus on specific areas of analysis, ranging from inventories to multina-
tional corporations. Throughout these chapters our goal is to show how differences in ac-
counting methods and estimates affect reported financial condition, results of operations

! For example, Case 16-1 in the second edition used the 1995 financial statements of Enron to raise questions about
their risk-management activities.
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(including cash flows), and ratios. In many cases, analytic techniques are used to restore
comparability, enhancing the decision usefulness of financial data. Each chapter includes a
discussion of international accounting differences and relevant empirical research findings.

Chapter 6 considers the analysis of inventories, where differing methods have far-reach-
ing effects on financial data. Chapter 7 (Long-Lived Assets) addresses the capitalization ver-
sus expensing decision, which has pervasive effects on reported financial statements.
Chapter 8 considers differing methods of allocating capitalized costs to operations and the
thorny topics of impairment and restructuring. Chapter 9 concerns income tax accounting,
and focuses on the information content of income tax disclosures.

Chapter 10, the first of a series on long-term liabilities, provides an analysis of varying
forms of debt. Chapter 11 turns to off-balance-sheet financing techniques, with particular
emphasis on leases. Chapter 12 considers pension and other employee benefits (including
stock options).

The next three chapters focus on problems resulting from the combination of more than
one enterprise. Chapter 13 considers the cost, mark-to-market, equity method, and consolida-
tion issues resulting form intercorporate investments, including joint ventures. Chapter 14
presents the alternative methods of accounting for business combinations, as well as the
analysis of leveraged buyout firms (LBOs) and spinoffs. Chapter 15 describes the impact of
changing exchange rates on multinational firms and suggests how available data can be used
to separate exchange rate and accounting effects from operating results.

Chapter 16 examines risk management activities (including hedging), an area of incon-
sistent accounting standards and incomplete disclosures.

Chapters 17 through 19 pull together all previous text material. Chapter 17 shows how
to use financial statement disclosures to prepare current cost balance sheets and to normalize
reported income and cash flows. Such recast data, we believe, provide superior inputs for in-
vestment decisions. Chapter 18 demonstrates how financial data can be used to assess differ-
ent forms of risk. Chapter 19 presents a variety of valuation models, and relates their use to
the material covered earlier in the text. It also considers forecasting models for which finan-
cial data constitute the input. Chapter 19 concludes with a section on financial statement
forecasts.

Changes in Third Edition

This edition has been substantially rewritten. There is also a major organizational change.
The book is accompanied by a CD containing all appendices, cases, and the financial state-
ments of eight companies used to illustrate the analysis. This material is also located at a
Web site to which all who purchase the text will have access. The icon adjacent to this para-
graph will be placed in the text when reference to the CD/Web site is required.

There were two reasons for this organizational change. First, we wanted to be able to use
a larger number of companies in this edition. The eight firms chosen include four that are lo-
cated outside the United States. Three of these companies use non—U.S. accounting princi-
ples (one IAS, one Swedish, one Japanese). Three of the eight firms are drug companies, and
three are forest product companies.” The choices allow the text to compare firms within a
single industry using different accounting methods and to illustrate a variety of accounting
differences and analytical techniques.

The second reason follows from the first. The second edition exceeded 1200 pages (in-
cluding the financial statements of three companies) and the expansion of our financial state-
ment group to eight would have made the third edition impossibly large. Moving the
ancillary material to a CD and Web site enabled us to greatly reduce the text size while ex-
panding the number of financial statements.

The Web site will also be a means of communicating with our readers. We will post up-
dates for new FASB and IASB standards on the Web site as well as errata.

2 We had intended to include two technology companies within our corporate set, but those firms refused permission
to reprint their financial statements. However, the text has many illustrations of technology company financial re-
porting and analysis.
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The third edition also includes the following changes:

1.
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use of International Standards and the expectation that they will gradually replace
virtually all non-U.S. standards. In every chapter we explain both sets of standards
and the most significant differences between them, providing illustrations when
appropriate.

. We have updated the text to reflect all FASB and IASB standards issued through

June 2002, discussing proposed standards as well. New standards resulted in major
revisions to Chapters 12 (pensions), 14 (mergers and acquisitions), and 16 (de-
rivatives). Discussions of empirical research have also been updated for recent
publications.

Chapter 2 contains additional material on revenue and expense recognition, using il-
lustrations from technology and nontechnology firms.

. Chapter 19 has a new section on financial statement forecasting.
. We distinguish real companies used in examples and problems by placing the ticker
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GERALD I. WHITE
ASHWINPAUL C. SONDHI
Dov FRrRIED

August 2002



TRIEPRGILEMN - 2iH5W55 &5 b SCRIFER)
4 WX 4 R JFAEHE BE | DU RRE
it Accounting 21 | Carl S. Warren KGR 2007. 7
o John J. Wild .
SR Fundamental Accounting Principles 18 . £ W 2007. 8
Kermit D. Larson
Donald E. Kieso
Rk £tk Intermediate Accounting 12 FEREE 2007. 10
Jerry J. Weygandt
231, s T L E
v W G Cost Accounting 12 | Charles T. Horngren | | ) 2007.7
P ERO VB
BHEit¥ Advanced Accounting 9 | Floyd A. Beams fi%—m 2007.12
it —fiS Auditing and Assurance Services 12 | Alvin A. Arens K e 2008. 1
NGB 2 0 Fundamentals of Corporate Finance 5 | Richard A. Brealey kg 2007. 6
2SS Accounting Theory 5 | Jayne Godfrey PNEEF] 2007. 5
o 2 A 5545 1 Intermediate Financial Management Eugene F. Brigham FEibK 2007. 10
Financial Reporting, Financial Statement
4 54 . =
Mg 2 3. 9 R 5047 5 65 Analysis, and Valuation: A Strategic Per- | 6 | Clyde P. Stickney P NESRLS 2008. 1
1B« SR R .
spective
ZAN i
= AM%% Finance for Executives 3 | Gabriel Hawawini #H E B 2008. 1
— RSN E R
W 454 25 50 W7 Financial Statement Analysis 8 | John J. Wild B A 2007. 6
TRIEPREIGEM - &1 5M%5 A2 51 b SChliFR)
4 HKXAH4 72/ JRfEH e EH 5
Zit¥R8 Introduction To Accounting 3 | Penne Ainsworth KE | ¥75.00 | 7-300-06552-X
¥59.00( |) | 7-300-07137-6
Ak e Intermediate Accountin, 3 | J. David Spiceland %
gl 2 o dohel s X | 6. 00(F) | 7-300-07138-4
W 5545112 Financial Accounting 4 | Robert Libby wEK ¥84.00 | 7-300-07033-7
A 58 4 Cost Accounting 11 | Charles T. Horngren | F 37 B ¥99.00 | 7-300-06167-2
BHI &2 Management Accounting 6 | Don R. Hansen BREAE | ¥96.00 |7-300-06479-5
Bt Advanced Accounting Arnold J. Pahler L FAN ¥99.00 | 7-300-06868-5
BRI %41t Advanced Financial Accounting 7 | Richard Lewis ERZER | ¥65.00 |7-300-07726-9
BOF 596 & A 44 | Accounting for Government and Non- ;
3 : oy 12 | Earl R. Wilson B | ¥79.00 |7-300-06268-7
21t profit Entities
2 — TR 4 :
- Auditing: a risk analysis approach 5 | Larry F. Konrath Bka®r | ¥79.00 | 7-300-06168-0
I 5545 PE SR Foundation of Financial Management | 11 | Stanley B. Block E #| ¥59.00 |7-300-06869-3
5 [/ T 5545 7 Multinational Financial Management 7 | Alan C. Shapiro ¥ ¥69.00 | 7-300-06625-9
LARESR C te Fi d I 4 | Richard Pik fL ¥69 v 6
orporate Finance and Investment O . 00 -300-07465-0
s T b il
IR AR L5 :010-82501868-551/570  010-62514162 f&  $.010-62514775

HIR I B, 37 - 010-62515351

HL,F- 1R 44 : rdcbsjg@crup. com. cn
A M < A6 R A KA 59 B34k kE 1501 FELHEHEE R

d

3k : www. rdjg. com. cn

MR B 2 A - 100872




— HERERIGEEXALFESZERSNERFHETEM
(—) IHEELAEH - BDIRRT

rp LN BOK A AL TR B S SO bt

EM | AR
=) g g i ISBN
F5 2D 0T HXHA4 fE& G |
. N Karl E. Case,
1 | ZMAFFEHEE 7 0 | Principles of Macroeconomics, 7e . 35 2005 7-300-06727-1
Ray C. Fair
5 2 5 X : Karl E. Case,
2 | WA TFERH (5 7 ) | Principles of Microeconomics, 7e . 35 2006 | 7-300-06728-X
Ray C. Fair
3 | EHAFGE 11D Managerial Economics,11e Mark Hirschey 38 2007 | 978-7-300-07769-7
4| ERESEECE T D ifateg;c Management: Concepts and | \pp ol A, Hitt | 38 |2006| 7-300-07686-6
ses,7e
5 | AT HFREEGE 7 D .ESS‘;““*‘IS of Organizational Behav- | o} Robbins | 28 | 2004 | 7-300-05669-5
ior,7e
6 | Apyemameg sy | | uman Resource Management: Gai- | p 009 A Noe | 35 | 2006 7-300-06709-3
ning a Competitive Advantage,5e
7 | BESEHHFCE 4 D Business Statistics,4e David M. Levine 36 | 2006 | 7-300-06124-9
8 | WML HEECGE 9 B Business Research Methods, 9e Donald R. Cooper |[39(f#) | 2007 -
9 | AT CGE 2 i) Corporate Financial Management, 2e Douglas R. Emery |36(f#i)| 2007 ——
10 | RI2HEEE G 5 B0 Business Essentials, 5e Ronald J. Ebert, | o) | 5506 | 7-300-07210-0
Ricky W. Griffin
s Essentials of Management Informa-
At i
13 HIRfR B ASRR tion Systems: Managing the Digital | Kenneth C. Laudon | 39 | 2006 7-300-07549-5
(55 6 J5O ]
Firm, 6e
i ic M ’ b
12 | Sms AT RS (5 3 10 issem‘als of Strategic Management, | | 1y i Hunger | 20 | 2004 | 7-300-05753-5
e o i : = :
13 1\ ¥ i 5 Bt B 4% 4 PE | Business Logistics/Supply Chain Ronald H. Ballou |38Cf%)| 2007
(58 5 5O Management, 5e
v i ions Manage-
14 | BT R i‘:‘r‘l‘t‘d""“‘m of Operations Manage- | ;= p Ritzman | 30 | 2004 | 7-300-05679-2
(D) IFEEZHREH - B EERT
. 5 M | HAR
s ~ ISBN
i T HEXH 4 EH o |
1 | EbRS G 12 D) International Trade,12e Thomas A. Pugel 35 2005 7-300-06281-4
2 | EBrERECE 12 5O International Finance,12e Thomas A. Pugel | 30 |2005| 7-300-06282-2
. I i Mana; . & Ca-
3 | EERAFELCE 5 B0 S’e‘;eg‘f“"“al gement; Text & Ca | b | W.Beamish | 35 |2005| 7-300-06398-5
4 | EPRESCGE 12 RO International Marketing,12e Philip R. Cateora 34 | 2005 | 7-300-06312-8
In ional Business. .
5 | EERRIS 5 B0 ternational Business, Competiog in | o o wry mn | 5992008 | 7-800-06702%8

the Global Marketplace,5e




