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E\ancial statements are the basis for a wide range of business analysis.
Managers use them to monitor and judge their firms’ performance relative to competi-
tors, to communicate with external investors, to help judge what financial policies they
should pursue, and to evaluate potential new businesses to acquire as part of their invest-
ment strategy. Securities analysts use financial statements to rate and value companies
they recommend to clients, Bankers use them in deciding whether to extend a loan to a
client and to determine the loan’s terms. Investment bankers use them as a basis for val-
uing and analyzing prospective buyouts, mergers, and acquisitions. And consultants use
them as a basis for competitive analysis for their clients. Not surprisingly, therefore, we
find that there is a strong demand among business students for a course that provides a
framework for using financial statement data in a variety of business analysis and valu-
ation contexts. The purpose of this book is to provide such a framework for busmess stu-
dents and practitioners.
The first edition of this book has been successful well beyond our original expecta-
tions. The book has been used in Accounting and Finance departments in business
schools in the U.S. and around the world.

CHANGES FROM THE FIRST EDITION

Many of our colleagues who used the first edition provided us wnth valuable feedback
Based on this feedback, we made the following changes:

« We expanded the coverage of accounting issues in the text. There are now five new
chapters that provide analytical approaches to evaluating a firm’s accounting choic-
es and estimates with respect to assets, liabilities, entities, revenues, and expenses.
The materials in these chapters cover a variety of accounting transactions. - ..

* We expanded and revised extensively the chapters on valuation in order to make
the material more accessible, and also to reﬂect the growmg body ef accounung Te-
search in this area. '

* We included a discussion of corporate strategy in the strategy analysis chapter. In
the previous edition, we focused only on industry analysis and the competitive po-
sitioning of a company in a single industry. The new material helps students ana-
lyze multibusiness organizations as well.
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» We used a variety of company situations to help illustrate the concepts. In the pre-
vious edition, we used one company example throughout the book.

* We included fifteen new cases in this edition. However, we also retained several
popular cases from the previous edition because they have proved to be very effec-
tive for many instructors.

* To facilitate the selection of cases, we paired each chapter with a case that we think
is best suited to illustrate the concepts in that chapter. However, to retain some flex-
ibility for instructors, we also included a set of multipurpose cases at the end of the
book.

* To supplement the cases, we added conceptual questions and problems at the end
of each chapter. These questions can be used in class discussions or for after-class
assignments.

KEY FEATURES

This book differs from other texts in business and financial analysis in a number of im-
portant ways. We introduce and develop a framework for business analysis and valuation
using financial statement data. We then show how this framework can be applied to a
variety of decision contexts.

Framework for Analysis‘ :

We begin the book with a discussion of the role of accounting information and interme-
diaries in the economy, and how financial analysis can create value in well-functioning
markets. We identify fout'key components of effective financial statement analysis:

* Business Strategy Analysis 4

* Accounting Analysis

* Financial Analysis

* Prospective Analysis

-

The first of the components, business strategy analysis, involves developing an un-
derstanding of the business and competitive strategy of the firm being analyzed. Incor-
porating business strategy into financial statement ‘analysis is one .of the distinctive
features of this book. Traditionally, this step has been ignored by other financial state-
mient analysis books. Howevet, we believe that it'is critical to begin financial statement
analysis with a company’s stiategy because it‘proVitles dr' ifnportant foundation for the
subsequent analysis. The strategy analysis séction discusses cafitemnporary tools for an-
alyzing a company's industry; its competitive position and:sustainability within an in-
dustry, and the company’s:corporate strategy. * .., ..iv. . ;.

+ Accounting analysis irvolves examining how accqusting rules and conventions rep-
resent the firm’s business eoonomics and strategy in its financial statements, and, if nec-
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essary, developing adjusted accounting measures of performance. In the accounting
analysis section, we do not emphasize accounting rules. Instead, we develop general ap-
proaches to analyzing assets, liabilities, entities, revenues, and expenses. We believe that
such an approach enables students to effectively evaluate a company’s accounting
choices and accrual estimates, even if students have only a basic knowledge of account-
ing rules and standards.

Financial analysis involves analyzing financial ratio and cash flow measures of oper-
ating, financing, and investing performance of a company, relative either to key compet-
itors or historical performance. Our distinctive approach focuses on using financial
analysis to evaluate the effectiveness of a company’s strategy and to make sound finan-
cial forecasts.

Finally, under prospective analysis we show how to develop forecasted financial
statements and how to use these to make estimates of a firm’s value. Our discussion of
valuation includes traditional discounted cash flow models as well as techniques that
link value directly to accounting numbers. In discussing accounting-based valuation
models, we integrate the latest academic research with traditional approaches, such as
earnings and book value multiples that are widely used in practice.

While we cover all four components of business analysis and valuation in the book,
we recognize that the extent of their use depends on the user’s decision context. For ex-
ample, bankers are likely to use business strategy analysis, accounting analysis, financial
analysis, and the forecasting portion of prospective analysis. They are less likely to be
interested in formally valuing a prospective client.

Application of the Framework to Decision Contexts

The next section of the book shows how our business analysis and valuation framework
can be applied to a variety of decision contexts, including:

*

* Securities Analysis

* Credit Analysis

* Corporate Financing Policies Analysis

* Merger and Acquisition Analysis ;
* Management Communications Analysis

For each of these topics we present an overview chapter to provxde a fouridation for
the class discussions. Where possible we discuss relevant institutional details and the re-
sults of academic research that are useful in applying the analysis concepts developed
earlier in the book. For example, the chapter on credit analysis shiows how banks and rat-
ing agencies use financial statement data to develop analysis for lending decisions and
to rate public debt issues. This chapter also discusses academic research on how to ana-
lyze whether a company is financially distressed.

vii
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CASE APPROACH

We have found that teaching a course in business analysis and valuation is significantly
enhanced, both for teachers and students, by using cases as a pedagogical tool. Students
want to develop “hands-on” experience in business analysis and valuation so that they
can apply the concepts in decision contexts similar to those they will encounter in the
business world. Cases are a natural way to achieve this objective by presenting practical
issues that might otherwise be ignored in a traditional classroom exercise. Our cases all
present business analysis and valuation issues in a specific decision context, and we find
that this makes the material more interesting and exciting for students.

To provide both guidance and flexibility in the choice of cases, we include one case
at the end of each chapter, especially chosen for applying the concepts in that chapter.
The multipurpose cases at the end of the book can be used with more than one chapter.

USING THE BOOK

We designed the book so that it is flexible for courses in financial statement analysis for
a variety of student audiences~MBA students, Masters in Accounting students, execu-
tive program participants, and undergraduates. Depending upon the audience, the in-
structor can vary the manner in which the conceptual materials in the chapters, end-of-
chapter questions, and case examples are used.

Prerequisites

To get the most out of the book, students should have completed basic courses in finan-
cial accounting, finance, and either business strategy or business economics. The text
provides a concise overview of some of these topics, primarily as background for pre-
paring the cases. But it would probably be difficult for students with no prior knowledge
in these fields to use the chapters as stand-alone coverage of them. We have integrated
only a small amount of business strategy into each case, and do not include any cases
that focus exclusively on business strategy analysis.

The extent of accounting knowledge required for the cases varies considerably. Some
require only a basic understanding of accounting issues, whereas others require a more
detailed knowledge at the level of a typical intermediate financial accounting course.
However, we have found it possible to teach even these more complex cases to students
without a strong accounting background by providing additional reading on the topic.
For some cases, the Teaching Manual includes a primer on the relevant accounting issue,
which instructors can hand out to help students prepare the case.

How to Use the Text and Case Materials

The materials can be used in a variety of ways. If the book is used for students with prior
working experience or for executives, the instructor can use almost a pure case approach,
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adding relevant lecture sections as needed. However, when teaching students with little
work experience, a lecture class can be presented first, followed by an appropriate case,
It is also possible to use the book primarily for a lecture course and include some of the
cases as in-class illustrations of the concepts discussed in the book.

Alternatively, lectures can be used as a follow-up to cases to more clearly lay out the
conceptual issues raised in the case discussions. This may be appropriate when the book
is used in undergraduate capstone courses. In such a context, cases can be used in course
projects that can be assigned to student teams.

We have designed the cases so that they can be taught at a variety of levels. For stu-
dents that need more structure to work through a case, the Teaching Manual includes a
set of detailed questions that the instructor can hand out before class. For students who
need less structure, there are recommended questions at the end of each case.
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