A AN

{ANDLLE

Financ'

_ J AHI/RE - | - P95 (Gerald 1. Wh
: [IHRIRS - C - RilE(Ashwi
8% - FBEM(Dov Fried)

@Wl LEY . (?I:"I'lc ﬁsuﬁmﬂou*sie



FWILEY

@ﬁiﬁﬁ&” -C- ﬁi@;‘é(Ashwi ‘_
% - PR (Dov Fried) -

fofE H MR &

CITIC PUBLISHING HOUSE



BEEERERB (CIP) B

W5 iR T B MRS 3. ek, —Jbm. BIEHARME, 2003.4
HZ KX : The Analysis and Use of Financial Statements
ISBN 7-80073-639-3

Lo I W itRR-at - Vo F2315

FE A S B ECIPEIEZFE (2003) #016809+2

Gerald I. White, Ashwinpaul C. Sondhi, Dov Fried: The Analysis and Use of Financial Statements.

Copyright © 2003 John Wiley & Sons. Inc. All rights reserved.

AUTHORIZED REPRINT OF THE EDITION PUBLISHED BY JOHN WILEY & SONS, INC., New York, Chichester,
Weinheim, Singapore, Brisbane, Toronto. No part of this book may be reproduced in any form without the written permission of

John Wiley & Sons, Inc.

This reprint is for sale in the Peopie’s Republic of China only and excludes Hong Kong, Macao, and Taiwan.

EBHPIEHEH SIohn Wiley & Sons, Inc. S 1EMAR, REWRE BHEIFAT, AATME M0 A8 LMER T X E 2

»E.

MERESHSER

CAIWU BAOBIAO FENXI YU YUNYONG

FOE: NHRET B MARES - C- Rl R HEE
MEIHRE: NEF EEls: £ & THA

HAREIT: PfE AR (o smums A fm himm e s BRI A A B 100600)
2 % & PERSRTARRE

A B OE. JLRREEET

F & 787mmx1092mm /16 E H: 49 F . 9I0FF

R R: 200354 AE IR B0 ik: 200344 H B 1R
RALEF: 01-2003-1211

# B ISBN 7-80073-639-3/F - 484

£ f#r 82005T

REALERE - @5
Ak E &, ol f. BR. LR, AT 0 FEHR. RF MR 010-85322521

E-mail:sales@citicpub.com 010-85322522



SRS ITRAIR, £ 5HE

FELE ey AR, P ESEAOS TS B RER KT EE, S KB C RN E
REFFH I AL b, ERRIHORIEZER, BEREF R . (5B IL G R {L Ty
B, HEHCIAWTO, i3 =11 08 A 45 LA S A5 A 2533 00 T e 47 3 — 1 R APk AR S L
B EB AN, e E RS AE )y i I L AR e T A AR 22, R
BRAGT RN H, ERE P, HEIR RGOSR E . g, HHIEETA,
PR A AT PRGN R ORISR HiafE, EER. B ABRE; R
WA SRR IVRITIROME R PSR s BRCER RO I S R E TR MG
ABSEAE B AT P N 55 o X — DI S R PRI AT, P EBTA T U
AR RN, BORM 20 BRI ML A L EANSREEIRIE S R R PR EA T
S AT EE BRI R R, DS & BRI AR R0 b [E A SR AR AR

8 2B AL A b T T NG Y LGB AP AR, RATT B SR NIRRT ik [ S B AR T B R
G SEBRIGBETS , R B IR A U BRSPS B TR T Ak 22 T FE RO B 2
AAT, ST P B R OK . “HRVE G @ AT TR SR AR R AR — ™ i B B PR ATl A
TORRHEGEITH . BRI & B N A AR DAE, JTIR T 196048%), IEAFRX
VAR BB IZ R R R RATR L IERCH AR AHM S BEEERL A
L AKELE T MO bR . CRASHY IR 1 8 & IR A RIS T 1 B LBk, W
B EEH SR A KRR AR R, I I E S mrg R R AR R R, URBRE
AR SR . TSR RS AR % R CFACRIUF BT i L R E B O R5E
BINERR, WRMEBATSHNE P RR . WES EER L 5Tk

RIS ETWEAL, FENANRAEEERAARTEXRMAL, Lhs LI
) A LR R B R R R R LA IERAF . R E . T BT
AR A S A SRV B R R VTR AL . REMIEFRTY, Tkl
— TS T SR AR B EABREG . BORMMEBARIETE, AT R SR 5T
UL/RS0it, fide ] Pl ool th OB O RITE ik, WRBUR T R S3R
(g e ERE AR RS, s R B, ARE BRE B A 1T AN R AN AR B O KR R B
W YEH, BTIA, FEIUSERIGRUNA T . AR RPRE IR (1 S A, R AT AT A
TS )T L T ATS L, BSOS HURRRERS TR, X A — e i LA R
1 MU g e A S R RS I P ek B . B AR 1 0T BB T RLEAE B2,
145 A A N AR L R A TG T I e A PR A R A A T A

iii



v

TEORBG Y, AN AHT R DR BE Y5 G (13 AT R E i HIR TARATAE AR . BUFBiF . SR
%, EX TIRIEDRE VT &0l e L R A+ R, HELETRENRKR &a/
R, —HERE TREESAORFIRSD, ERENRPE S AERTRE, i A
B, 5 G A SRR E T R . BFORIRATA A BUR G . eRisrZ
K E RSB TR, — BRI, RE AL RESR K. £ E MR
S—HERNRIEHEN SN “EHE7, BREANTYREENSSEZ—, WA RR L E
TV & LB SRR AR, SRR TR, BUSEERE, b THREERN
AR, RS AR R AT I RE RO SRR [ UHESR T A R IRE, SR A 2O SR 5
FEMMKEFUFZ—. NERERNERE, RS LUEL S MHGELRS R
AT X, AR R S . STV R dl RS . WL
BRENES, RRESORETRGIESTSORRFTRBR—FEHEHHRER, &K
R4 C AN ERMEA T I — % R RER . RIS R A T MR RS
LS S AE 1T, 3 LRI S 5V Sh AR A0 B 3E AR RS th oo A AR R P E AR T M £
PR, B RR R I R 4R S GO M R S P SR I A RIS E A e, R
WP F % R AREAC, BT oo S H A X TR A FIRYL, HRMIB4E

REMAWTOR, Bl RITHET T THORMBEREE, T EFRITHAGA
S N FFRR R R RE K 5 BUTE R ARAT IR T FEUE S R 55 AR AT 55 5 T A AGIE
LW, FEHE T RN 45 B A4S IR K ST 36 B R IR . AT AT
MR EA, OB RME I K eRE, M RISIES AR SRR
bl 45, A AR T SR R WS K, E AT A AN s AT B, R
TP S EBT I AR A AR OB . ShEL. A%, SESDARAEIR
(7 BT R M AR R 220 . B, Bl Dl sE 4 R P R AR, LR
FEAE SRS, FERMP KEN SRS G TRAL .

B2 A, BAIE AR AR JPREIEA LR A, FHWR, SR
A oM A BHLAGER MR A T f R 1 T X B B IR AR A LR TR EN . Ebs
BRI R TS e R R, SRR I A R E RS, R
ZAETFHITION, ERSMIANER, KEREANREL, EXIME, WimH%—dt
ERVETG . LA RO R TN . A R B AT A R O, SR KRR SR TR

CFA®Z -4 2 2 IR B 9 BV U IR, R IR CFAIIRES H 5. MIfHIX
5 \F5 1 Hh S i 2R 3R [ A RV A T 3 2 SR ) B B A S S AR T

LFRFAEETEFR
AR TIPS 2 AR
F &



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: cquity and credit anatysts. The analysis
and usc 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
usc 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 1Ssues.

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 anatysis 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
distike the need to make assumptions, but most financial analysis depends on them. Good
analysis also requites 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 arc 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 arc adapted from the Chartered
Financial Analyst cxamination program. Readers and students need to apply the text material
10 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 cvidence 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 (1ASB) 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 companics 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 ii-
Justrate 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 intemnational 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 & 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 avatlable 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.

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 alt 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 1o 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 10 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.

° We had intended to include two technology companies within our corporate set, but those firms refused permission
to reprint their financia: 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.

ACKNOWLEDGMENTS

We have increased our focus on U.S. GAAP and IASB GAAP given the increasing
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 1ASB standards issued through
June 2002, discussing proposed standards as weil. 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 rccent
publications.

. Chapter 2 contains additional material on revenue and expensc recognition, using 1l-

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

symbeol (primary market as reported on the Bloomberg® system) in brackets (e.g..
[IBM]) following the name. This convention is not followed for the companies
whose financial statements are on the CD/Website.

We acknowledge the help of our many teachers, mentors, colleagues, and friends throughout
our respective careers. In particular we thank the late Oliver R. Grace, as well as Professors
Michael Schiff, George Sorter, Joshua Livnat, and Sanford C. Gunn, and Raj Malhotra.

The first and second editions were reviewed by a number of colleagues, friends, stu-
dents, and outside reviewers. We appreciate their valuable insights, constructive criticisms,
and encouragement. The contribution of Eric Press (Temple University), the main reviewer
for the second edition, deserves special recognition.

We accept full responsibility for any errors. We welcome comments and corrections,
which can be directed to us through the Wiley Web site.

GERALD [. WHITE
AsHWINPAUL C. SONDH!
Dov FRIED

August 2002
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SUMMARY

CHAPTER OBJECTIVES

The goals of this chapter arc to:
1. Explain why financial statement analysis is necded.
2. Discuss the general principles of the financial report-
ing system.
3. Compare the roles of the Financial Accounting Stan-
dards Board and the Securities and Exchange Com-
mission in sctting U.5. GAAP.

4. Review the elements of the FASB's conceptual
framework.

5. Discuss the progress in setting global accounting
standards and the role of the International Account-
ing Standards Board.

6. Briefly describe the principal financial statements:
Balance Sheet. Income Statement, Statement of
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Comprehensive Income, Slatement_ of Cash Flows, 8. Describe the usefulness of the Management Discussion
and Statement of Stockholders’ Equity. and Analysis and other sources of financial information.
7. Discuss the usefulness of financial statement foot- 9. Discuss the role of the independent auditor and infor-
notes and supplementary data. mation conveyed by the audit opinion.
INTRODUCTION

Why are financial statements useful? Because they help investors and creditors make better
economic decisions. The goal of this book is to enhance financial statement users’ under-
standing of financial reporting in order to facilitate improved decision making. We will ex-
amine the impact of the differential application of accounting methods and estimates on
financial statements, with particular emphasis on the effect of accounting choices on reported
earnings, stockholders’ equity, cash flow, and various measures of corporate performance
(including, but not limited to, financial ratios). We will also stress the use of cash flow analy-
sis to evaluate the financial health of an enterprise.

Financial statements are, at best, only an approximation of economic reality because of
the selective reporting of economic events by the accounting system, compounded by alter-
native accounting methods and estimates. The tendency to delay accounting recognition of
some transactions and valuation changes means that financial statements tend to lag behind
reality as well.

This chapter provides a framework for the study of financial statement analysis. This
framework consists of the users being served, the information system available to them, and
the institutional structure within which they interact.

NEED FOR FINANCIAL STATEMENT ANALYSIS

The United States has the most complex financial reporting system in the world. Detailed ac-
counting principles are augmented by extensive disclosure requirements. The financial state-
ments of large muitinationals add up to dozens of pages, and many of these firms voluntarily
publish additional “fact books” for dissemination to financial analysts and other interested users.

Financial reporting in other major developed countries and many emerging markets has
also evolved substantially in recent years, with an increasing emphasis on providing informa-
tion useful to both domestic and foreign creditors and equity investors. International Ac-
counting Standards have become a credible rival to U.S. standards.

In an ideal world, the user of financial statements could focus only on the bottom lines
of financial reporting: net income and stockholders’ equity. If financial statements were com-
parable among companies (regardiess of country), consistent over time, and always fully re-
flecting the economic position of the firm, financial statement analysis would be simple, and
this text a very short one.

The financial reporting system is not perfect. Economic events and accounting entries do
not correspond precisely; they diverge across the dimensions of timing, recognition, and
measurement. Financial analysis and investment decisions are further complicated by varia-
tions in accounting treatment among countries in each of these dimensions.

Economic events and accounting recognition of those events frequently take place at dif-
ferent times. One example of this phenomenon is the recognition of capital gains and losses
only upon sale in most cases. Appreciation of a real estate investment, which took place over
a period of many years, for example, receives income statement recognition only in the pe-
riod management chooses for its disposal.'

"However. in countries (such as the United Kingdom) where periodic asset revaluation is permitted, balance sheet
recognition of market value changes may occur much sooner.



