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Preface

This text—case book is based on the very successful
Analysis of Corporate Financial Reports second-year
MBA course taught at the Harvard Graduate School of
Business Administration. The course is based on the
assumption that success in the business world as a
manager, investor, grantor of credit, or public account-
ant requires in part an appreciation of the interplay
between a company’s corporate strategy and its corpo-
rate financial reporting policies and practices.

Corporate financial statements can represent genu-
ine managerial performance or they can represent an
illusion of performance, either good or bad. Corpora-
tions have leeway in how they report their financial
condition and results of operations. Despite progress
in eliminating undesirable reporting practices, areas
remain in which alternative practices are equally ac-
ceptable for reporting essentially identical business
transactions. The profits and reported financial condi-
tion of the reporting company will vary depending on
which alternative is used.

Those who can use corporate financial statements
1o tell the difference between real and illusory perfor-
mance have a considerable advantage in making busi-
ness decisions of all kinds. For example, corporate
managers who understand the relationship between
corporate financial reporting and business policy, as
well as how other managers can influence profits

through the judicious use of alternative accounting
practices, are more likely to succeed than their less
knowledgeable competitors. Ignorance of the options,
uncertainties, and ambiguities of the practices under-
lying the preparation of corporate financial statements
can lead investors and creditors to make poor deci-
sions. On the other hand, unless those practicing pub-
lic accountancy understand how investors use
financial data, know how to identify and interpret the
motives of managers issuing financial reports, and rec-
ognize the relationship between business strategy, and
financial reporting decisions, they run the risk of not
satisfactorily fulfilling their third-party responsibility
to the issuers and users of corporate financial state-
ments. In short, an intimate knowledge of the subtle-
ties of financial accounting and the ability to apply
appropriate financial analysis techniques can be criti-
cal to the success of many of those who participate in
our business system,

This book shows financial statement users how to
analyze financial reports so as to identify the eco-
nomic realities of the reporting corporation. To ac-
complish this end the book provides the reader with
an understanding of the current state of financial re-
porting practices; the way in which the corporate fi-
nancial statements influence our economic system; the
significant consequences of corporate financial data

vii
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for the people who depend on their credibility; and the
methods by which competent statement users interpret
the data contained in corporate financial reports. It is
not a book on accounting methodology.

The subject matter is approached from a variety of
points of view. Foremost are the interests of those
closest to the corporation, namely, the management
communicating the financial data, existing and poten-
tial stockholders, financial analysts using corporate fi-
nancial statements for investment recommendations,
the grantors of trade and commiercial credit, and the
independent certified public accountant responsible
for expressing an opinion on the fairness of the corpo-
rate financial statements issued by management.

Textual Material

The first chapter of this book represents background
material. Its purpose is to familiarize the reader with
(1) some of the fundamental issues in corporate finan-
cial reporting and analysis and (2) some of the key
institutions that influence corporate financial reporting
standards and practices.

Each of the subsequent chapters consists of text
and selected case studies. Each chapter deals with a
particular financial reporting and/or financial analysis
topic. The split of pages between text and cases is
about even. Thus, unlike in a number of other
casebooks, there should be sufficient textual material
in this book to satisfy the professional user seeking to
gain a better understanding of fundamentals and cur-
rent practices in the area of corporate financial report-
ing and analysis. Such readers might include corporate
executives, bankers, financial analysts, and individual
investors.

International Standards

One particular chapter should be mentioned. Because
of its importance in today’s business world, the Inter-
national Accounting Standards issued by the Interna-
tional Accounting Standards Committee are covered
in Chapter 27.

Uses of Financial Data

Every chapter includes a discussion of financial state-
ment analysis and interpretation practices relevant to
that chapter. In Part Four, however, three chapters are
devoted exclusively to financial analysis topics. These
three chapters cover the fundamentals of financial
analysis that the reader will need to interpret the case
data presented in later chapters.

A Clinical Approach

The case studies have been prepared as a basis for
discussion of the topics covered in the related text.
They have not been selected to illustrate either appro-
priate or inappropriate handling of financial reporting
situations. To decide what is appropriate action is the
purpose of the case discussion.

Most of the cases require a decision on the part of
the student. Typically, the student is asked to assume a
role with a real sense of the professional and personal
involvement of (1) top management responsible for
issuing financial data to the public in a particular situ-
ation or (2) a statement user responsible for making
recommendations based on the data.

To make the management decision realistically, the
student must identify the administrative burdens of the
decision maker, the opportunities for creative action,
and the manager’s responsibilities. In particular, the
student must be concerned with how financial report-
ing relates to other areas of top management concern,
such as corporate strategy, stockholder relations, the
market price of the company’s stock, dividend policy,
and capital structure. In addition, the student must
think through the implications for the company of ac-
tions that investors, the company’s independent audi-
tor, the regulatory authorities, and others might take as
a result of the company’s financial reporting decision.

In cases where the student is asked to apply finan-
cial analysis techniques directly to obtain insights
into the reporting company for security valuation
purposes, the student should relate these insights
to security valuation practices and, as well, assume
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the responsibility of making a competent recom-
mendation to others who must rely upon the analyst’s
recommendations.

Seldom will there be a simple, easy answer to the
problems posed. Discussion of the case studies within
a decision-making framework should give students an
appreciation of:

¢ The “real world” difficulties in resolving finan-
cial reporting and analysis issues.

» The role of judgment in the selection of appro-
priate accounting practices and analytical
techniques.

¢ The evolutionary state of accounting principles
and analysis practices.

s The significance and limitations of financial ac-
counting data for corporate decision-making pur-
poses and securtty valuations.

The need for managers to involve themselves in
the finaricial reporting process.

The vital communication function that financial
reports play in our economic system.

s The difficulties encountered in trying to develop

an integrated statement of a basic theory of ac- -

counting that is both acceptable to accounting

theoreticians and at the same time responsive to

the subtleties of our complex economic system.
» The relationship between the accounting systems

and reports management uses for management
. control and financial reporting purposes.

The continuing need for the business, financial
analysts, and accounting professions to develop a
useful and acceptable set of accounting princi-
ples that eliminates the differences in accounting
practices not justified by different circumstances.

Non-U.S. Company Cases

A number of cases invoive non-U.S. companies.
Experience has shown that discussion of these cases
enhances the student’s understanding of U.S. account-
ing practices and the alternative ways a company’s

ix

financial statements might be viewed for decision-
making purposes.

Reading Plan

The cases and chapters included in this book have
been used in many undergraduate and graduate ac-
counting and financial -analysis courses at both the
introductory and advanced levels. In each of these -
courses the order and manner in which the materials
were used varied according to students’ prior back-
ground in the field and the instructor’s course objec-
tives. Consequently, it is unlikely that the materials
included in this book could be put together in an
order that would meet the needs of all readers and
courses.

It is suggested that each reader skim the table of
contents before reading the text and determine where
to begin and in what order the chapters should be
covered. For example, readers with limited or no prior
understanding of financial accounting and financial
analysis probably should read the chapters in the order
presented. On the other hand, a reader with consider-
able exposure at the introductory level might just skim
the first eight chapters and begin reading seriously at
Chapter 10.
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