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FOREWORD

Th e stated objective of the International Accounting Standards Board (IASB) is to produce 
accounting standards that are principle-based, internally consistent, and internationally con-
verged. Th e resulting fi nancial statements should provide a framework that gives capital market 
participants the tools to make rational and intelligent decisions. Th e role of the analyst as an 
interpreter of the numbers that appear in the fi nancial statements is critical in this process.

Making valuation estimates and the accompanying decisions in an international context 
is, in principle, no diff erent from a purely domestic one. In both cases, the fi nancial reporting 
model is the primary source of the information required. Recommendations and decisions 
have to be made based on careful analysis. Th e learning outcomes and techniques described in 
this volume are designed to enable the analyst to do just that.

Collecting and analyzing data is the core analytical function, but communication is also 
critical. Th e best and most rigorous analysis has to be supplemented by an understanding of 
how investment decisions are made, or it will fail its purpose. It must be communicated to 
the intended recipient in a way that explains the logic behind the valuation estimate or rec-
ommendation and promotes understanding and action. Communication skills, in addition to 
analytical methods, are discussed in the readings.

Th e readings also point to the necessity of exercising judgment as part of the ana-
lytical process. Th is is particularly important in the context of International Financial 
Reporting Standards (IFRS). As noted, an important element of IFRS is that the standards 
are principle-based and not unduly prescriptive (as some perceive US Generally Accepted 
Accounting Principles to be). Th e objective is to allow a degree of fl exibility that permits 
company management to present corporate results in the most meaningful way, while pre-
serving the spirit intended—substance over form. However, this presents the analyst with an 
additional challenge in interpreting the published fi gures and comparing them with those of 
other entities.

CFA Institute and its members have long supported the development of a global set of ac-
counting standards; the benefi ts, in terms of improved comparability for investors and lowered 
cost of capital for corporations, are evident. IFRS are now accepted or required, in whole or in 
part, in some 100 or more jurisdictions around the world. (So far, in the United States, only 
a few foreign registrants with the SEC are permitted to use the Standards.) Achieving com-
parability between companies reporting in Tokyo, Toronto, or Turin would seem to meet the 
cherished goal of a global fi nancial reporting system. But a word of caution is warranted. Few 
countries want to give up sovereignty to an independent authority based in London, no matter 
how high the quality of the output may be. Standard setting is ultimately a political process, 
and powerful constituencies abound that have objectives that may diff er from the provision of 
decision-useful information for investors. And in order to become law in many jurisdictions, 
some sort of endorsement mechanism has to be established. Endorsements can, in some cases, 
exclude provisions in standards, or off er exceptions or options not present in the original text. 
Th e result can be deviations from the published standards. While there may be one language, 
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various dialects can emerge, and the analyst must be vigilant to discern these diff erences, and 
their signifi cance.

Addendum: 30 September 2014
Regrettably, Tony Cope, author of the preceding foreword, passed away in November 2013. 
As we prepare for the third edition an d review his foreword to the second edition of the book, 
we cannot help but note how well his comments stand the test of time.

Tony was on the forefront of advocating for convergence in international accounting 
standards and for assuring consistency and transparency in how company performance is re-
ported. Tony was a member of the US Financial Accounting Standards Board from 1993 to 
2001. After playing a leading role in the Strategy Working Party that led to the creation of the 
International Accounting Standards Board (IASB) in 2001, Tony served as a member of the 
IASB from 2001 through 2007.

Tony made substantial, long-lasting contributions to the quality of global fi nancial report-
ing. More than that, he was a friendly, caring person and is deeply missed by his many friends 
and colleagues.

Sandra Peters, CFA
11 November 2014
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PREFACE

International Financial Statement Analysis is a practically oriented introduction to fi nancial 
statement analysis. Each chapter covers one major area of fi nancial statement analysis and is 
written by highly credentialed experts. By taking a global perspective on accounting standards, 
with a focus on international fi nancial reporting standards (IFRS), and by selecting a broad 
range of companies for illustration, the book well equips the reader for practice in today’s 
global marketplace.

Th e content was developed in partnership by a team of distinguished academics and prac-
titioners, chosen for their acknowledged expertise in the fi eld, and guided by CFA Institute. 
It is written specifi cally with the investment practitioner in mind and is replete with examples 
and practice problems that reinforce the learning outcomes and demonstrate real-world ap-
plicability.

Th e CFA Program Curriculum, from which the content of this book was drawn, is sub-
jected to a rigorous review process to assure that it is:

• Faithful to the fi ndings of our ongoing industry practice analysis
• Valuable to members, employers, and investors
• Globally relevant
• Generalist (as opposed to specialist) in nature
• Replete with suffi  cient examples and practice opportunities
• Pedagogically sound

Th e accompanying workbook is a useful reference that provides Learning Outcome State-
ments, which describe exactly what readers will learn and be able to demonstrate after mas-
tering the accompanying material. Additionally, the workbook has summary overviews and 
practice problems for each chapter.

We hope you will fi nd this and other books in the CFA Institute Investment Series helpful 
in your eff orts to grow your investment knowledge, whether you are a relatively new entrant or 
an experienced veteran striving to keep up to date in the ever-changing market environment. 
CFA Institute, as a long-term committed participant in the investment profession and a not-
for-profi t global membership association, is pleased to provide you with this opportunity.

THE CFA PROGRAM

If the subject matter of this book interests you, and you are not already a CFA charterholder, 
we hope you will consider registering for the CFA Program and starting progress toward earn-
ing the Chartered Financial Analyst designation. Th e CFA designation is a globally recognized 
standard of excellence for measuring the competence and integrity of investment professionals. 
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To earn the CFA charter, candidates must successfully complete the CFA Program, a global 
graduate-level self-study program that combines a broad curriculum with professional conduct 
requirements as preparation for a career as an investment professional.  

Anchored by a practice-based curriculum, the CFA Program Body of Knowledge refl ects 
the knowledge, skills, and abilities identifi ed by professionals as essential to the investment 
decision-making process. Th is body of knowledge maintains its relevance through a regular, 
extensive survey of practicing CFA charterholders across the globe. Th e curriculum covers 10 
general topic areas, ranging from equity and fi xed-income analysis to portfolio management 
to corporate fi nance—all with a heavy emphasis on the application of ethics in professional 
practice. Known for its rigor and breadth, the CFA Program curriculum highlights principles 
common to every market so that professionals who earn the CFA designation have a thor-
oughly global investment perspective and a profound understanding of the global marketplace. 
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CFA Institute is pleased to provide you with the CFA Institute Investment Series, which cov-
ers major areas in the fi eld of investments. We provide this best-in-class series for the same 
reason we have been chartering investment professionals for more than 50 years: to lead the 
investment profession globally by promoting the highest standards of ethics, education, and 
professional excellence for the ultimate benefi t of society.

Th e books in the CFA Institute Investment Series contain practical, globally relevant ma-
terial. Th ey are intended both for those contemplating entry into the extremely competitive 
fi eld of investment management as well as for those seeking a means of keeping their knowl-
edge fresh and up to date. Th is series was designed to be user friendly and highly relevant.

We hope you fi nd this series helpful in your eff orts to grow your investment knowledge, 
whether you are a relatively new entrant or an experienced veteran ethically bound to keep up 
to date in the ever-changing market environment. As a long-term, committed participant in 
the investment profession and a not-for-profi t global membership association, CFA Institute is 
pleased to provide you with this opportunity.

THE TEXTS

Corporate Finance: A Practical Approach is a solid foundation for those looking to achieve 
lasting business growth. In today’s competitive business environment, companies must fi nd 
innovative ways to enable rapid and sustainable growth. Th is text equips readers with the 
foundational knowledge and tools for making smart business decisions and formulating strat-
egies to maximize company value. It covers everything from managing relationships between 
stakeholders to evaluating merger and acquisition bids, as well as the companies behind them. 
Th rough extensive use of real-world examples, readers will gain critical perspective into inter-
preting corporate fi nancial data, evaluating projects, and allocating funds in ways that increase 
corporate value. Readers will gain insights into the tools and strategies used in modern corpo-
rate fi nancial management.

Equity Asset Valuation is a particularly cogent and important resource for anyone involved 
in estimating the value of securities and understanding security pricing. A well-informed pro-
fessional knows that the common forms of equity valuation—dividend discount modeling, 
free cash fl ow modeling, price/earnings modeling, and residual income modeling—can all be 
reconciled with one another under certain assumptions. With a deep understanding of the 
underlying assumptions, the professional investor can better understand what other investors 
assume when calculating their valuation estimates. Th is text has a global orientation, including 
emerging markets.
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International Financial Statement Analysis is designed to address the ever-increasing need 
for investment professionals and students to think about fi nancial statement analysis from a 
global perspective. Th e text is a practically oriented introduction to fi nancial statement analysis 
that is distinguished by its combination of a true international orientation, a structured pres-
entation style, and abundant illustrations and tools covering concepts as they are introduced 
in the text. Th e authors cover this discipline comprehensively and with an eye to ensuring the 
reader’s success at all levels in the complex world of fi nancial statement analysis.

Investments: Principles of Portfolio and Equity Analysis provides an accessible yet rigorous 
introduction to portfolio and equity analysis. Portfolio planning and portfolio management 
are presented within a context of up-to-date, global coverage of security markets, trad-
ing, and market-related concepts and products. Th e essentials of equity analysis and 
valuation are explained in detail and profusely illustrated. Th e book includes coverage of 
practitioner-important but often neglected topics, such as industry analysis. Th roughout, the 
focus is on the practical application of key concepts with examples drawn from both emerging 
and developed markets. Each chapter aff ords the reader many opportunities to self-check his 
or her understanding of topics.

One of the most prominent texts over the years in the investment management industry 
has been Maginn and Tuttle’s Managing Investment Portfolios: A Dynamic Process. Th e third 
edition updates key concepts from the 1990 second edition. Some of the more experienced 
members of our community own the prior two editions and will add the third edition to their 
libraries. Not only does this seminal work take the concepts from the other readings and put 
them in a portfolio context, but it also updates the concepts of alternative investments, perfor-
mance presentation standards, portfolio execution, and, very importantly, individual investor 
portfolio management. Focusing attention away from institutional portfolios and toward the 
individual investor makes this edition an important and timely work.

Th e New Wealth Management: Th e Financial Advisor’s Guide to Managing and Investing 
Client Assets is an updated version of Harold Evensky’s mainstay reference guide for wealth 
managers. Harold Evensky, Stephen Horan, and Th omas Robinson have updated the core text 
of the 1997 fi rst edition and added an abundance of new material to fully refl ect today’s invest-
ment challenges. Th e text provides authoritative coverage across the full spectrum of wealth 
management and serves as a comprehensive guide for fi nancial advisers. Th e book expertly 
blends investment theory and real-world applications and is written in the same thorough but 
highly accessible style as the fi rst edition.

Quantitative Investment Analysis focuses on some key tools that are needed by today’s 
professional investor. In addition to classic time value of money, discounted cash fl ow appli-
cations, and probability material, there are two aspects that can be of value over traditional 
thinking. Th e fi rst involves the chapters dealing with correlation and regression that ultimately 
fi gure into the formation of hypotheses for purposes of testing. Th is gets to a critical skill that 
challenges many professionals: the ability to distinguish useful information from the over-
whelming quantity of available data. Second, the fi nal chapter of Quantitative Investment Anal-
ysis covers portfolio concepts and takes the reader beyond the traditional capital asset pricing 
model (CAPM) type of tools and into the more practical world of multifactor models and 
arbitrage pricing theory.

All books in the CFA Institute Investment Series are available through all major book-
sellers. All titles also are available on the Wiley Custom Select platform at http://customselect.
wiley.com, where individual chapters for all the books may be mixed and matched to create 
custom textbooks for the classroom.
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 CHAPTER   1   

 FINANCIAL STATEMENT 
ANALYSIS: AN INTRODUCTION   

     Elaine     Henry   ,   CFA   
    Th omas R.     Robinson   ,   CFA               

  LEARNING OUTCOMES 

      After completing this chapter, you will be able to do the following:   

•         describe the roles of fi nancial reporting and fi nancial statement analysis;  
•         describe the roles of the key fi nancial statements (statement of fi nancial position, statement 

of comprehensive income, statement of changes in equity, and statement of cash fl ows) in 
evaluating a company’s performance and fi nancial position;  

•         describe the importance of fi nancial statement notes and supplementary information—
including disclosures of accounting policies, methods, and estimates—and management’s 
commentary;  

•         describe the objective of audits of fi nancial statements, the types of audit reports, and the 
importance of eff ective internal controls;  

•         identify and describe information sources that analysts use in fi nancial statement analysis 
besides annual fi nancial statements and supplementary information;  

•         describe the steps in the fi nancial statement analysis framework.      

1.  INTRODUCTION 

 Financial analysis is the process of examining a company’s performance in the context of its in-
dustry and economic environment in order to arrive at a decision or recommendation. Often, 
the decisions and recommendations addressed by fi nancial analysts pertain to providing capital 
to companies—specifi cally, whether to invest in the company’s debt or equity securities and 
at what price. An investor in debt securities is concerned about the company’s ability to pay 
interest and to repay the principal lent. An investor in equity securities is an owner with a re-
sidual interest in the company and is concerned about the company’s ability to pay dividends 
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and the likelihood that its share price will increase. Overall, a central focus of fi nancial analysis 
is evaluating the company’s ability to earn a return on its capital that is at least equal to the 
cost of that capital, to profi tably grow its operations, and to generate enough cash to meet 
obligations and pursue opportunities. Fundamental fi nancial analysis starts with the informa-
tion found in a company’s fi nancial reports. Th ese fi nancial reports include audited fi nancial 
statements, additional disclosures required by regulatory authorities, and any accompanying 
(unaudited) commentary by management. Basic fi nancial statement analysis—as presented in 
this chapter—provides a foundation that enables the analyst to better understand information 
gathered from research beyond the fi nancial reports. 

 Th is chapter is organized as follows: Section 2 discusses the scope of fi nancial state-
ment analysis. Section 3 describes the sources of information used in fi nancial statement 
analysis, including the primary fi nancial statements (balance sheet, statement of compre-
hensive income, statement of changes in equity, and cash fl ow statement). Section 4 pro-
vides a framework for guiding the fi nancial statement analysis process. A summary of the 
key points and practice problems in the CFA Institute multiple-choice format conclude 
the chapter.    

 2. SCOPE OF FINANCIAL STATEMENT ANALYSIS 

 Th e role of fi nancial reporting by companies is to provide information about a company’s per-
formance, fi nancial position, and changes in fi nancial position that is useful to a wide range of 
users in making economic decisions.  1    Th e role of fi nancial statement analysis is to use fi nancial 
reports prepared by companies, combined with other information, to evaluate the past, cur-
rent, and potential performance and fi nancial position of a company for the purpose of mak-
ing investment, credit, and other economic decisions. (Managers within a company perform 
fi nancial analysis to make operating, investing, and fi nancing decisions but do not necessarily 
rely on analysis of related fi nancial statements. Th ey have access to additional fi nancial infor-
mation that can be reported in whatever format is most useful to their decision.) 

 In evaluating fi nancial reports, analysts typically have a specifi c economic decision in 
mind. Examples of these decisions include the following:  

•    Evaluating an equity investment for inclusion in a portfolio.  
•    Evaluating a merger or acquisition candidate.  
•    Evaluating a subsidiary or operating division of a parent company.  
•    Deciding whether to make a venture capital or other private equity investment.  
•    Determining the creditworthiness of a company in order to decide whether to extend a loan 

to the company and if so, what terms to off er.  

  1    Th e role of fi nancial reporting is specifi ed in International Accounting Standard (IAS) 1  Presentation of 
Financial Statements , paragraph 9, and paragraph 12 of the  Framework for the Preparation and Presentation 
of Financial Statements . An updated framework is currently a joint project between the International Ac-
counting Standards Board (IASB), which issues International Financial Reporting Standards (IFRS), and 
the Financial Accounting Standards Board (FASB). Th e FASB issues US generally accepted accounting 
principles (US GAAP) contained in the FASB Accounting Standards Codifi cation TM  (FASB ASC). Th e 
set of accounting standards that a company uses to prepare its fi nancial reports depends on its jurisdic-
tion. Th e IASB and FASB will be discussed further in a later chapter. 
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•    Extending credit to a customer.  
•    Examining compliance with debt covenants or other contractual arrangements.  
•    Assigning a debt rating to a company or bond issue.  
•    Valuing a security for making an investment recommendation to others.  
•    Forecasting future net income and cash fl ow.   

 Th ese decisions demonstrate certain themes in fi nancial analysis. In general, analysts seek 
to examine the past and current performance and fi nancial position of a company in order to 
form expectations about its future performance and fi nancial position. Analysts are also con-
cerned about factors that aff ect risks to a company’s future performance and fi nancial position. 
An examination of performance can include an assessment of a company’s profi tability (the 
ability to earn a profi t from delivering goods and services) and its ability to generate positive 
cash fl ows (cash receipts in excess of cash disbursements). Profi t and cash fl ow are not equiv-
alent. Profi t (or loss) represents the diff erence between the prices at which goods or services 
are provided to customers and the expenses incurred to provide those goods and services. In 
addition, profi t (or loss) includes other income (such as investing income or income from the 
sale of items other than goods and services) minus the expenses incurred to earn that income. 
Overall, profi t (or loss) equals income minus expenses, and its recognition is mostly independ-
ent from when cash is received or paid.  Example 1  illustrates the distinction between profi t 
and cash fl ow.  

 EXAMPLE 1    Profi t versus Cash Flow 

 Sennett Designs (SD) sells furniture on a retail basis. SD began operations during 
December 2009 and sold furniture for €250,000 in cash. Th e furniture sold by SD was 
purchased on credit for €150,000 and delivered by the supplier during December. Th e 
credit terms granted by the supplier required SD to pay the €150,000 in January for the 
furniture it received during December. In addition to the purchase and sale of furniture, 
in December, SD paid €20,000 in cash for rent and salaries.  

  1  .     How much is SD’s profi t for December 2009 if no other transactions occurred?  
  2  .     How much is SD’s cash fl ow for December 2009?  
  3  .     If SD purchases and sells exactly the same amount in January 2010 as it did in 

December and under the same terms (receiving cash for the sales and making pur-
chases on credit that will be due in February), how much will the company’s profi t 
and cash fl ow be for the month of January?    

 Solution to 1:   SD’s profi t for December 2009 is the excess of the sales price (€250,000) 
over the cost of the goods that were sold (€150,000) and rent and salaries (€20,000), 
or €80,000.   

 Solution to 2:   Th e December 2009 cash fl ow is €230,000, the amount of cash received 
from the customer (€250,000) less the cash paid for rent and salaries (€20,000).   
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 Although profi tability is important, so is a company’s ability to generate positive cash fl ow. 
Cash fl ow is important because, ultimately, the company needs cash to pay employees, sup-
pliers, and others in order to continue as a going concern. A company that generates positive 
cash fl ow from operations has more fl exibility in funding needed for investments and taking 
advantage of attractive business opportunities than an otherwise comparable company without 
positive operating cash fl ow. Additionally, a company needs cash to pay returns (interest and 
dividends) to providers of debt and equity capital. Th erefore, the expected magnitude of fu-
ture cash fl ows is important in valuing corporate securities and in determining the company’s 
ability to meet its obligations. Th e ability to meet short-term obligations is generally referred 
to as  liquidity , and the ability to meet long-term obligations is generally referred to as  sol-
vency . Cash fl ow in any given period is not, however, a complete measure of performance for 
that period because, as shown in  Example 1 , a company may be obligated to make future cash 
payments as a result of a transaction that generates positive cash fl ow in the current period. 

 Profi ts may provide useful information about cash fl ows, past and future. If the trans-
action of  Example 1  were repeated month after month, the long-term average monthly cash 
fl ow of SD would equal €80,000, its monthly profi t. Analysts typically not only evaluate past 
profi tability but also forecast future profi tability. 

  Exhibit 1  shows how news coverage of corporate earnings announcements places corporate 
results in the context of analysts’ expectations. Panel A shows the earnings announcement, and 
Panel B shows a sample of the news coverage of the announcement. Earnings are also frequently 
used by analysts in valuation. For example, an analyst may value shares of a company by com-
paring its price-to-earnings ratio (P/E) to the P/Es of peer companies and/or may use forecasted 
future earnings as direct or indirect inputs into discounted cash fl ow models of valuation.  

 Solution to 3:   SD’s profi t for January 2010 will be identical to its profi t in December: 
€80,000, calculated as the sales price (€250,000) minus the cost of the goods that were 
sold (€150,000) and minus rent and salaries (€20,000). SD’s cash fl ow in January 2010 
will also equal €80,000, calculated as the amount of cash received from the customer 
(€250,000) minus the cash paid for rent and salaries (€20,000)  and  minus the €150,000 
that SD owes for the goods it had purchased on credit in the prior month.   

   EXHIBIT 1       An Earnings Release and News Media Comparison with Analysts’ Expectations   

 Panel A: Excerpt from Apple Earnings Release 
   Apple Reports Second Quarter Results   
   Record March Quarter Revenue and Profi t   
   iPhone Sales More Th an Double   

  CUPERTINO, California—April 20, 2010—Apple ®  today announced fi nancial re-
sults for its fi scal 2010 second quarter ended March 27, 2010. Th e Company posted 
revenue of $13.50 billion and net quarterly profi t of $3.07 billion, or $3.33 per di-
luted share. Th ese results compare to revenue of $9.08 billion and net quarterly profi t 
of $1.62 billion, or $1.79 per diluted share, in the year-ago quarter. Gross margin 
was 41.7 percent, up from 39.9 percent in the year-ago quarter. International sales 
accounted for 58 percent of the quarter’s revenue. 
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 Apple sold 2.94 million Macintosh ®  computers during the quarter, representing 
a 33 percent unit increase over the year-ago quarter. Th e Company sold 8.75 million 
iPhones in the quarter, representing 131 percent unit growth over the year-ago quar-
ter. Apple sold 10.89 million iPods during the quarter, representing a one percent 
unit decline from the year-ago quarter. 

 “We’re thrilled to report our best non-holiday quarter ever, with revenues up 
49 percent and profi ts up 90 percent,” said Steve Jobs, Apple’s CEO. “We’ve launched 
our revolutionary new iPad and users are loving it, and we have several more extraor-
dinary products in the pipeline for this year.” 

 “Looking ahead to the third fi scal quarter of 2010, we expect revenue in the 
range of about $13.0 billion to $13.4 billion and we expect diluted earnings per share 
in the range of about $2.28 to $2.39,” said Peter Oppenheimer, Apple’s CFO. 

  Source:   www.apple.com/pr/library/2010/04/20results.html     

 Panel B: Excerpt Downloaded from FOXBusiness.com Report: Tuesday, 
20 April 2010  

 “Apple Earnings Surge by 90% in Second Quarter” by Kathryn Glass 

  In what’s beginning to become its trademark, Apple Inc. (AAPL: 238.7911, –9.5489, 
–3.85%) delivered much better-than-expected second-quarter earnings, but gave 
third-quarter guidance below expectations. 

 Th e personal-technology behemoth said it expects third-quarter earnings in the 
range of $2.28 to $2.39 per share on revenue between $13 billion and $13.4 billion. 
Analysts were expecting third-quarter earnings of $2.70 a share on revenue of $12.97 
billion, according to a poll by Th omson Reuters. 

 Apple reported second-quarter profi t of $3.07 billion, or $3.33 per share, com-
pared with year-ago profi t of $1.62 billion, or $1.79 per share. Revenue rose to 
$13.5 billion, compared with revenue of $9.08 billion, one year ago. Th e tech giant 
said 58% of revenue came from international sales. 

 Th e results soared above expectations; analysts’ second-quarter profi t estimates 
were for $2.45 per share on revenue of $12.04 billion.    

EXHIBIT 1 (Continued)

 Analysts are also interested in the current fi nancial position of a company. Th e fi nancial 
position can be measured by comparing the resources controlled by the company ( assets ) in 
relation to the claims against those resources ( liabilities  and  equity ). An example of a resource 
is cash. In  Example 1 , if no other transactions occur, the company should have €230,000 
more in cash at 31 December 2009 than at the start of the period. Th e cash can be used by 
the company to pay its obligation to the supplier (a claim against the company) and may also 
be used to make distributions to the owner (who has a residual claim against the company’s 
assets, net of liabilities). Financial position is particularly important in credit analysis, as de-
picted in  Exhibit 2 . Panel A of the exhibit is an excerpt from an April 2010 announcement by 
a credit rating agency of an upgrade in the credit ratings of Teck Resources Ltd., a Canadian 



6 International Financial Statement Analysis

mining company. Th e rating agency explained that it upgraded the credit rating of the com-
pany (its “corporate credit rating”) and the credit rating of the company’s debt securities (the 
“issue-level rating”) because the company had repaid its debt quickly (“accelerated debt repay-
ment”). Panel B of the exhibit is an excerpt from the company’s second quarter 2010 earnings 
announcement in which the company’s CEO describes the company’s repayment of debt. 
Panel C of the exhibit is an excerpt from the company’s fi nancial report illustrating the change 
in the company’s fi nancial position in June 2010 compared with December 2009. As shown, 
the amount of the company’s debt liabilities relative to the amount of its equity declined sub-
stantially over the period.  

   EXHIBIT 2  

 Panel A: Excerpt from Announcement by Standard & Poor’s Ratings Services: 
16 April 2010  
 Teck Resources Ltd. Upgraded to “BBB” from “BB+” On Improved Financial Risk Profi le; 
Removed from CreditWatch 

  We are raising our long-term corporate credit rating on Vancouver-based mining 
company Teck Resources Ltd. to “BBB” from “BB+.”… We are also raising the 
issue-level rating on the company’s notes outstanding to “BBB” from “BB+.”… We 
base the upgrade on Teck’s materially improved fi nancial risk profi le following the 
accelerated debt repayment in the past year. Th e stable outlook refl ects our opinion 
that Teck will maintain relatively stable credit metrics in the medium term, despite 
inherent volatility in the commodities market. 

  Source:  Market News Publishing.     

 Panel B: Excerpt from Earnings Announcement by Teck Resources Limited: 
28 July 2010  
 Teck Reports Second Quarter Results for 2010 

  Vancouver, BC—Teck Resources Limited (TSX: TCK.A and TCK.B, NYSE: TCK) 
announced quarterly earnings of $260 million, or $0.44 per share, for the sec-
ond quarter of 2010. Our operating profi t before depreciation was approximately 
$1.0 billion and EBITDA was $844 million in the second quarter. 

 Don Lindsay, President and CEO said, “During the quarter we eliminated 
the outstanding balance of our term bank loan and have now repaid the US$9.8 
billion bank debt related to the Fording acquisition in less than 18 months, just 
over two years ahead of schedule. In addition, all of our operations performed 
well, and we met or exceeded the guidance given in our previous quarterly re-
port. Our second quarter benefi tted from a substantial increase in coal sales to 
6.4 million tonnes and the higher benchmark prices negotiated for the second 
quarter. In addition, in the quarter we re-established our investment grade credit 
ratings from all of the major rating agencies and declared a semi-annual dividend 
of $0.20 per share.” 

  Source:  Teck Resources form 6-K, fi led 11 August 2010.     
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 In conducting a fi nancial analysis of a company, the analyst will regularly refer to the 
company’s fi nancial statements, fi nancial notes, and supplementary schedules and a variety 
of other information sources. Th e next section introduces the major fi nancial statements and 
some commonly used information sources.    

3.  MAJOR FINANCIAL STATEMENTS AND OTHER 
INFORMATION SOURCES 

 In order to perform an equity or credit analysis of a company, an analyst collects a great deal 
of information. Th e nature of the information collected will vary on the basis of the individual 
decision to be made (or the specifi c purpose of the analysis) but will typically include infor-
mation about the economy, industry, and company as well as information about comparable 
peer companies. Much of the information will likely come from outside the company, such as 
economic statistics, industry reports, trade publications, and databases containing information 
on competitors. Th e company itself provides some of the core information for analysis in its 
fi nancial reports, press releases, investor conference calls, and webcasts. 

 Companies prepare fi nancial reports at regular intervals (annually, semiannually, and/
or quarterly depending on the applicable regulatory requirements). Financial reports include 
fi nancial statements along with supplemental disclosures necessary to assess the company’s 
fi nancial position and periodic performance. Financial statements are the result of an account-
ing recordkeeping process that records economic activities of a company, following the applica-
ble accounting standards and principles. Th ese statements summarize the accounting informa-
tion, mainly for users outside the company (such as investors, creditors, analysts, and others) 
because users of fi nancial information inside a company have direct access to the underlying 
fi nancial data that are summarized in the fi nancial statements and to other information that is 
collected but not included in the fi nancial reporting process. Financial statements are almost 
always audited by independent accountants who provide an opinion on whether the fi nancial 

 Panel C: Financial Position of Teck Resources Limited: 28 July 2010 and 
31 December 2009 

 (in millions of Canadian $)  28 July 2010  31 December 2009 

ASSETS $ 28,570 $ 29,873

LIABILITIES

Debt 5,678 8,004

All other liabilities 7,273 7,288

Total liabilities 12,951 15,292

EQUITY 15,619 14,581

Debt divided by equity 0.36 0.55

EXHIBIT 2 (Continued)
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statements present fairly the company’s performance and fi nancial position in accordance with 
a specifi ed, applicable set of accounting standards and principles.  

 3.1.     Financial Statements and Supplementary Information 

 A complete set of fi nancial statements include a statement of fi nancial position (i.e., a balance 
sheet), a statement of comprehensive income (i.e., a single statement of comprehensive income 
or an income statement and a statement of comprehensive income), a statement of changes in 
equity, and a statement of cash fl ows.  2    Th e balance sheet portrays the company’s fi nancial po-
sition at a given point in time. Th e statement of comprehensive income and statement of cash 
fl ows present diff erent aspects of a company’s performance over a period of time. Th e statement 
of changes in equity provides additional information regarding the changes in a company’s fi -
nancial position. In addition, the accompanying notes or footnotes to the fi nancial statements 
are required and considered an integral part of a complete set of fi nancial statements. 

 Along with the required fi nancial statements, a company typically provides additional 
information in its fi nancial reports. In many jurisdictions, some or all of this additional infor-
mation is mandated by regulators or accounting standards boards. Th e additional information 
provided may include a letter from the chairman of the company, a report from management 
discussing the results (typically called management discussion and analysis [MD&A] or man-
agement commentary), an external auditor’s report providing assurances, a governance report 
describing the structure of the company’s board of directors, and a corporate responsibility 
report. As part of his or her analysis, the fi nancial analyst should read and assess this additional 
information along with the fi nancial statements. Th e following sections describe and illustrate 
each fi nancial statement and some of the additional information.  

 3.1.1.     Balance Sheet 
 Th e  balance sheet  (also called the  statement of fi nancial position  or  statement of fi nancial 
condition ) presents a company’s current fi nancial position by disclosing the resources the 
company controls (assets) and its obligations to lenders and other creditors (liabilities) at a spe-
cifi c point in time.  Owners’ equity  represents the excess of assets over liabilities. Th is amount 
is attributable to the company’s owners or shareholders. Owners’ equity is the owners’ residual 
interest in (i.e., residual claim on) the company’s assets after deducting its liabilities. 

 Th e relationship among the three parts of the balance sheet (assets, liabilities, and owners’ 
equity) can be expressed in the following equation form: Assets = Liabilities + Owners’ equi-
ty. Th is equation (sometimes called the accounting equation or the balance sheet equation) 
shows that the total amount of assets must equal or  balance  to the combined total amounts of 
liabilities and owners’ equity. Alternatively, the equation may be rearranged as follows: Assets – 
Liabilities = Owners’ equity. Th is formulation emphasizes the residual claim aspect of owners’ 
equity. Depending on the form of the organization, owners’ equity may be referred to as “part-
ners’ capital” or “shareholders’ equity.” 

  Exhibit 3  presents the balance sheet of the Volkswagen Group (FWB: VOW) from its 
Annual Report 2009. 

  2    Th e names of the fi nancial statements are those in IAS 1. Commonly used terms for these fi nancial 
statements are indicated in parentheses. Later chapters will elaborate on each of these fi nancial statements. 
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    EXHIBIT 3       Balance Sheet of the Volkswagen Group 

 € million  Note  31 Dec. 2009  31 Dec. 2008 

 Assets 

 Non-current assets 

Intangible assets 12 12,907 12,291

Property, plant, and equipment 13 24,444 23,121

Leasing and rental assets 14 10,288 9,889

Investment property 14 216 150

Equity-accounted investments 15 10,385 6,373

Other equity investments 15 543 583

Financial services receivables 16 33,174 31,855

Other receivables and fi nancial assets 17 3,747 3,387

Noncurrent tax receivables 18 685 763

Deferred tax assets 18 3,013 3,344

 99,402  91,756 

 Current assets 

Inventories 19 14,124 17,816

Trade receivables 20 5,692 5,969

Financial services receivables 16 27,403 27,035

Other receivables and fi nancial assets 17 5,927 10,068

Current tax receivables 18 762 1,024

Marketable securities 21 3,330 3,770

Cash and cash equivalents 22 20,539 9,474

Assets held for sale 23 — 1,007

 77,776  76,163 

 Total assets  177,178  167,919 

     

 Equity and liabilities 

 Equity  24 

Subscribed capital 1,025 1,024

Capital reserves 5,356 5,351

Retained earnings 28,901 28,636

Equity attributable to shareholders of 
Volkswagen AG

35,281 35,011

Minority interests 2,149 2,377

 37,430  37,388 

(continued)
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 € million  Note  31 Dec. 2009  31 Dec. 2008 

 Noncurrent liabilities 

Noncurrent fi nancial liabilities 25 36,993 33,257

Other noncurrent liabilities 26 3,028 3,235

Deferred tax liabilities 27 2,224 3,654

Provisions for pensions 28 13,936 12,955

Provisions for taxes 27 3,946 3,555

Other noncurrent provisions 29 10,088 9,073

 70,215  65,729 

 Current liabilities 

Current fi nancial liabilities 25 40,606 36,123

Trade payables 30 10,225 9,676

Current tax payables 27 73 59

Other current liabilities 26 8,237 8,545

Provisions for taxes 27 973 1,160

Other current provisions 29 9,420 8,473

Liabilities associated with assets held for sale 23 — 766

 69,534  64,802 

 Total equity and liabilities  177,178  167,919 

  Note:  Numbers are as shown in the annual report and may not add because of rounding.   

 In  Exhibit 3 , the balance sheet is presented with the most recent year in the fi rst column 
and the earlier year in the second column. Although this is a common presentation, analysts 
should be careful when reading fi nancial statements. In some cases, the ordering may be re-
versed, with years listed from most distant to most recent. 

 At 31 December 2009, Volkswagen’s total resources or assets were €177 billion. Th is 
number is the sum of non-current assets of €99 billion and current assets of €78 billion.  3    
Total equity was €37 billion. Although Volkswagen does not give a total amount for all the 
balance sheet liabilities, it can be determined by adding the non-current and current liabilities, 
€70,215 million + €69,534 million = €139,749 million, or €140 billion.  4    

  3    Current assets are defi ned, in general, as those that are cash or cash equivalents; are held for trading; or 
are expected to be converted to cash (realized), sold, or consumed within 12 months or the company’s 
normal operating cycle. All other assets are classifi ed as non-current. 
  4    Current liabilities are defi ned, in general, as those that are expected to be settled within 12 months or 
the company’s normal operating cycle. All other liabilities are classifi ed as non-current. 

EXHIBIT 3 (Continued)
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 Referring back to the basic accounting equation, Assets = Liabilities + Equity, we have 
€177 billion = €140 billion + €37 billion. In other words, Volkswagen has assets of €177 
billion, owes €140 billion, and thus has equity of €37 billion. Using the balance sheet and 
applying fi nancial statement analysis, the analyst can answer such questions as  

•    Has the company’s liquidity (ability to meet short-term obligations) improved?  
•    Is the company solvent (does it have suffi  cient resources to cover its obligations)?  
•    What is the company’s fi nancial position relative to the industry?   

 Volkswagen, a German-based automobile manufacturer, prepares its fi nancial statements 
in accordance with International Financial Reporting Standards (IFRS). IFRS require compa-
nies to present classifi ed balance sheets that show current and non-current assets and current 
and non-current liabilities as separate classifi cations. However, IFRS do not prescribe a par-
ticular ordering or format, and the order in which companies present their balance sheet items 
is largely a function of tradition. As shown, Volkswagen presents non-current assets before 
current assets, owners’ equity before liabilities, and within liabilities, non-current liabilities 
before current liabilities. Th is method generally refl ects a presentation from least liquid to 
most liquid. In other countries, the typical order of presentation may diff er. For example, in 
the United States, Australia, and Canada, companies usually present their assets and liabilities 
from most liquid to least liquid. Cash is typically the fi rst asset shown, and equity is presented 
after liabilities. 

 As a basis for comparison,  Exhibit 4  presents the balance sheet of Wal-Mart Stores, Inc., 
or Walmart (NYSE: WMT) from its 2010 Annual Report. 

    EXHIBIT 4       Walmart Consolidated Balance Sheet 

 31 January 

 (Amounts in millions except per share data)  2010  2009 

 ASSETS 

 Current assets: 

Cash and cash equivalents $7,907 $7,275

Receivables, net 4,144 3,905

Inventories 33,160 34,511

Prepaid expenses and other 2,980 3,063

Current assets of discontinued operations 140 195

     Total current assets  48,331  48,949 

 Property and equipment: 

Land 22,591 19,852

Buildings and improvements 77,452 73,810

Fixtures and equipment 35,450 29,851

Transportation equipment 2,355 2,307

(continued)
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 31 January 

 (Amounts in millions except per share data)  2010  2009 

Property and equipment 137,848 125,820

Less accumulated depreciation (38,304) (32,964)

     Property and equipment, net  99,544  92,856 

 Property under capital leases: 

Property under capital leases 5,669 5,341

Less accumulated amortization (2,906) (2,544)

     Property under capital leases, net  2,763  2,797 

Goodwill  16,126  15,260 

Other assets and deferred charges  3,942  3,567 

      Total assets  $170,706  $163,429 

 

 LIABILITIES AND EQUITY 

 Current liabilities: 

Short-term borrowings $523 $1,506

Accounts payable 30,451 28,849

Accrued liabilities 18,734 18,112

Accrued income taxes 1,365 677

Long-term debt due within one year 4,050 5,848

Obligations under capital leases due within one year 346 315

Current liabilities of discontinued operations 92 83

     Total current liabilities  55,561  55,390 

Long-term debt  33,231  31,349 

Long-term obligations under capital leases  3,170  3,200 

Deferred income taxes and other  5,508  6,014 

Redeemable non-controlling interest  307  397 

Commitments and contingencies

 Equity: 

Preferred stock ($0.10 par value; 100 shares authorized, 
none issued) — —

Common stock ($0.10 par value; 11,000 shares 
authorized, 3,786 and 3,925 issued and outstanding at 
31 January 2010 and 31 January 2009, respectively) 378 393

EXHIBIT 4 (Continued)
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 31 January 

 (Amounts in millions except per share data)  2010  2009 

Capital in excess of par value 3,803 3,920

Retained earnings 66,638 63,660

Accumulated other comprehensive loss (70) (2,688)

     Total Walmart shareholders’ equity 70,749 65,285

Non-controlling interest 2,180 1,794

     Total equity  72,929  67,079 

      Total liabilities and equity  $170,706  $163,429 

 Walmart has total assets of $170.7 billion. Liabilities and other non-equity claims total $97.8 
billion, and equity is $72.9 billion. A later chapter will cover the analysis of the balance sheet in 
more depth. Th e next section describes and illustrates the statement of comprehensive income.   

 3.1.2.     Statement of Comprehensive Income 
 Th e statement of comprehensive income, under IFRS, can be presented as a single statement 
of comprehensive income or as two statements, an income statement and a statement of com-
prehensive income that begins with profi t or loss from the income statement. Th e Volkswagen 
Group chose the latter form of presentation rather than a single statement.  

 3.1.2.1.     Income Statement     Th e income statement presents information on the fi nancial re-
sults of a company’s business activities over a period of time. Th e income statement commu-
nicates how much  revenue  and other income the company generated during a period and the 
expenses it incurred to generate that revenue and other income. Revenue typically refers to 
amounts charged for the delivery of goods or services in the ordinary activities of a business. 
Other income includes gains, which may or may not arise in the ordinary activities of the busi-
ness.  Expenses  refl ect outfl ows, depletions of assets, and incurrences of liabilities that decrease 
equity. Expenses typically include such items as cost of sales (cost of goods sold), administrative 
expenses, and income tax expenses and may be defi ned to include losses. Net income (revenue 
plus other income minus expenses) on the income statement is often referred to as the “bottom 
line” because of its proximity to the bottom of the income statement. Net income may also be 
referred to as “net earnings,” “net profi t,” and “profi t or loss.” In the event that expenses exceed 
revenues and other income, the result is referred to as “net loss.” 

 Income statements are reported on a consolidated basis, meaning that they include the 
income and expenses of subsidiary companies under the control of the parent (reporting) com-
pany. Th e income statement is sometimes referred to as a  statement of operations  or  profi t 
and loss (P&L) statement . Th e basic equation underlying the income statement is Revenue + 
Other income – Expenses = Income – Expenses = Net income. 

 In general terms, when one company (the parent) controls another company (the sub-
sidiary), the parent presents its own fi nancial statement information consolidated with that of 
the subsidiary. (When a parent company owns more than 50 percent of the voting shares of 
a subsidiary company, it is presumed to control the subsidiary and thus presents consolidated 

EXHIBIT 4 (Continued)
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fi nancial statements.) Each line item of the consolidated income statement includes the entire 
amount from the relevant line item on the subsidiary’s income statement (after removing any 
intercompany transactions); however, if the parent does not own 100 percent of the subsidiary, 
it is necessary for the parent to present an allocation of net income to the minority interests. 
Minority interests, also called non-controlling interests, refer to owners of the remaining shares 
of the subsidiary that are not owned by the parent. Th e share of consolidated net income at-
tributable to minority interests is shown at the bottom of the income statement along with the 
net income attributable to shareholders of the parent company.  Exhibit 5  presents the income 
statement of the Volkswagen Group from its Annual Report 2009. 

    EXHIBIT 5       Income Statement of the Volkswagen Group for the Period 1 January to 
31 December* 

 € million  Note  2009  2008 

 Sales revenue  1  105,187  113,808 

Cost of sales 2 –91,608 –96,612

 Gross profi t  13,579  17,196 

Distribution expenses 3 –10,537 –10,552

Administrative expenses 4 –2,739 –2,742

Other operating income 5 7,904 8,770

Other operating expenses 6 –6,352 –6,339

 Operating profi t  1,855  6,333 

Share of profi ts and losses of equity-accounted investments 7 701 910

Finance costs 8 –2,268 –1,815

Other fi nancial result 9 972 1,180

 Financial result  –595  275 

 Profi t before tax  1,261  6,608 

Income tax income/expense 10 –349 –1,920

   Current –1,145 –2,338

   Deferred 796 418

 Profi t after tax  911  4,688 

Minority interests –49 –65

Profi t attributable to shareholders of Volkswagen AG 960 4,753

 

Basic earnings per ordinary share in € 11 2.38 11.92

Basic earnings per preferred share in € 11 2.44 11.98

Diluted earnings per ordinary share in € 11 2.38 11.88

Diluted earnings per preferred share in € 11 2.44 11.94

 *Th e numbers are as shown in the annual report and may not add because of rounding.   
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  Exhibit 5  shows that Volkswagen’s sales revenue for the fi scal year ended 31 December 
2009 was €105,187 million. Subtracting cost of sales from revenue gives gross profi t of 
€13,579 million. After subtracting operating costs and expenses and adding other op-
erating income, the company’s operating profi t totals €1,855 million. Operating profi t 
represents the results of the company’s usual business activities before deducting interest 
expense or taxes. Operating profi t (also called operating income) is thus often referred 
to as earnings before interest and taxes (EBIT). Next, operating profi t is increased by 
Volkswagen’s share of the profi ts generated by certain of its investments (€701 million) 
and by profi ts from its other fi nancial activities (€972 million) and decreased by fi nance 
costs (i.e., interest expense) of €2,268 million, resulting in profi t before tax of €1,261 
million. Total income tax expense for 2009 was €349 million, resulting in profi t after tax 
(net income) of €911 million. 

 After allocating the losses attributable to minority interest ownership in Volkswagen 
subsidiary companies, the profi t attributable to shareholders of Volkswagen for 2009 was 
€960 million. Allocating the losses attributable to minority interest ownership resulted in 
the allocation to shareholders of the parent company, Volkswagen AG, exceeding net income 
(profi t after tax). Volkswagen’s disclosures indicate that its minority interests relate primarily 
to Scania AB, a subsidiary in which Volkswagen owns about 72 percent of the voting rights 
(with the minority interests owning the remaining 28 percent). 

 Companies present both basic and diluted earnings per share on the face of the income 
statement. Earnings per share numbers represent net income attributable to the class of 
shareholders divided by the relevant number of shares of stock outstanding during the pe-
riod. Basic earnings per share is calculated using the weighted-average number of common 
(ordinary) shares that were actually outstanding during the period and the profi t or loss 
attributable to the common shareowners. Diluted earnings per share uses  diluted shares —
the number of shares that would hypothetically be outstanding if potentially dilutive claims 
on common shares (e.g., stock options or convertible bonds) were exercised or converted 
by their holders—and an appropriately adjusted profi t or loss attributable to the common 
shareowners. 

 Volkswagen has two types of shareholders, ordinary and preferred, and presents earn-
ings per share information for both, although there is no requirement to present earnings 
per share information for preferred shareowners. Volkswagen’s basic earnings per ordinary 
share was €2.38. A note to the company’s fi nancial statements explains that this number 
was calculated as follows: €960 million profi t attributable to shareholders of Volkswagen, of 
which €703 million is attributable to ordinary shareholders and €257 million is attributable 
to preferred shareholders. Th e €703 million attributable to ordinary shareholders divided by 
the weighted-average number of ordinary shares of 295 million shares equals basic earnings 
per share for 2009 of €2.38. Similar detail is provided in the notes for each of the earnings 
per share numbers. 

 An analyst examining the income statement might note that Volkswagen was profi table 
in both years. Th e company’s profi tability declined substantially in 2009, primarily because of 
lower sales and reduced gross profi t. Th is was not unexpected given the global fi nancial and 
economic crisis in that year. A better understanding of Volkswagen’s profi tability could likely 
be gained by examining income statements over a longer time period. Th e analyst might for-
mulate questions related to profi tability, such as the following:  

•    Is the change in revenue related to an increase in units sold, an increase in prices, or some 
combination?  
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•    If the company has multiple business segments (for example, Volkswagen’s segments include 
passenger cars, light commercial vehicles, and fi nancial services, among others), how are the 
segments’ revenue and profi ts changing?  

•    How does the company compare with other companies in the industry?   

 Answering such questions requires the analyst to gather, analyze, and interpret informa-
tion from a number of sources, including, but not limited to, the income statement.   

 3.1.2.2.     Other Comprehensive Income     Comprehensive income includes all items that im-
pact owners’ equity but are not the result of transactions with shareowners. Some of these 
items are included in the calculation of net income, and some are included in other compre-
hensive income (OCI). Under IFRS, when comprehensive income is presented in two state-
ments, the statement of comprehensive income begins with the profi t or loss from the income 
statement and then presents the components of other comprehensive income. Although US 
generally accepted accounting principles (US GAAP) indicate a preference for this type of 
presentation when a single statement of comprehensive income is not presented, they permit 
companies to present the components of other comprehensive income in the statement of 
changes in equity.  5    

  Exhibit 6  presents the statement of comprehensive income of the Volkswagen Group from 
its Annual Report 2009. 

    EXHIBIT 6       Statement of Comprehensive Income of the Volkswagen Group for the Period 
1 January to 31 December 

 € million  2009  2008 

 Profi t after tax  911  4,688 

Exchange diff erences on translating foreign operations:

    Fair value changes recognized in other comprehensive income 917 –1,445

    Transferred to profi t or loss 57

Actuarial gains/losses –860 190

Cash fl ow hedges:

    Fair value changes recognized in other comprehensive income 683 1,054

    Transferred to profi t or loss –908 –1,427

Available-for-sale fi nancial assets (marketable securities):

    Fair value changes recognized in other comprehensive income 200 –330

    Transferred to profi t or loss 71 100

Deferred taxes 216 145

  5    See FASB ASC paragraphs 220-10-45-8 to 220-10-45-10. However, the IASB and the FASB have each 
issued a jointly developed proposal that would require entities to present a continuous statement of total 
comprehensive income. Th e continuous statement would include separate sections for profi t or loss and 
other comprehensive income. 
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 € million  2009  2008 

Share of profi ts and losses of equity-accounted investments 
recognized directly in equity, after tax 30 –188

 Other comprehensive income  406  –1,901 

 Total comprehensive income  1,317  2,787 

Of which attributable to

    Shareholders of Volkswagen AG 1,138 3,310

    Minority interests 179 –523

  Exhibit 6  shows that other comprehensive income, although smaller in absolute terms 
than profi t after tax (net income), had a signifi cant eff ect on total comprehensive income. In 
2009, other comprehensive income represented approximately 31 percent of total comprehen-
sive income and was approximately 45 percent of the size of profi t after tax (net income). In 
2008, other comprehensive income was negative (a loss) and was approximately 41 percent 
of the size of profi t after tax (net income) in absolute terms. Th e statement of comprehensive 
income will be discussed in greater detail in a later chapter. Th e next section briefl y describes 
the statement of changes in equity.    

 3.1.3.     Statement of Changes in Equity 
 Th e statement of changes in equity, variously called the “statement of changes in owners’ eq-
uity” or “statement of changes in shareholders’ equity,” primarily serves to report changes in 
the owners’ investment in the business over time. Th e basic components of owners’ equity are 
paid-in capital and retained earnings. Retained earnings include the cumulative amount of the 
company’s profi ts that have been retained in the company. In addition, non-controlling or mi-
nority interests and reserves that represent accumulated other comprehensive income items are 
included in equity. Th e latter items may be shown separately or included in retained earnings. 
Volkswagen includes reserves as components of retained earnings. 

 Th e statement of changes in equity is organized to present, for each component of 
equity, the beginning balance, any increases during the period, any decreases during the 
period, and the ending balance. For paid-in capital, an example of an increase is a new 
issuance of equity and an example of a decrease is a repurchase of previously issued stock. 
For retained earnings, income (both net income as reported on the income statement and 
other comprehensive income) is the most common increase and a dividend payment is the 
most common decrease. 

 Volkswagen’s balance sheet in  Exhibit 3  shows that equity at the end of 2009 totaled 
€37,430 million, compared with €37,388 million at the end of 2008. Th e company’s state-
ment of changes in equity presents additional detail on the change in each line item.  Exhibit 
7  presents an excerpt of the statement of changes in equity of the Volkswagen Group from its 
Annual Report 2009.  

 In  Exhibit 7 , the sum of the line items total comprehensive income (€1,102 million) and 
deferred taxes (€216 million) equals the amount of total comprehensive income reported in 
the statement of comprehensive income, except for a rounding diff erence. Using the balance 

EXHIBIT 6 (Continued)
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at 31 December 2009, the sum of the columns accumulated profi t through equity-accounted 
investment equals the amount of retained earnings on the balance sheet (€28,901 million in 
 Exhibit 3 ), except for a rounding diff erence. Dividends (€779 million) are reported in this 
statement and reduce retained earnings. Explanatory notes on equity are included in the notes 
to the consolidated fi nancial statements. Th e next section describes the cash fl ow statement.   

 3.1.4.     Cash Flow Statement 
 Although the income statement and balance sheet provide measures of a company’s suc-
cess in terms of performance and fi nancial position, cash fl ow is also vital to a company’s 
long-term success. Disclosing the sources and uses of cash helps creditors, investors, and 
other statement users evaluate the company’s liquidity, solvency, and fi nancial fl exibility. 
 Financial fl exibility  is the ability of the company to react and adapt to fi nancial adversities 
and opportunities. Th e cash fl ow statement classifi es all cash fl ows of the company into three 
categories: operating, investing, and fi nancing. Cash fl ows from  operating activities  are 
those cash fl ows not classifi ed as investing or fi nancing and generally involve the cash eff ects 
of transactions that enter into the determination of net income and, hence, comprise the 
day-to-day operations of the company. Cash fl ows from  investing activities  are those cash 
fl ows from activities associated with the acquisition and disposal of long-term assets, such 
as property and equipment. Cash fl ows from  fi nancing activities  are those cash fl ows from 
activities related to obtaining or repaying capital to be used in the business. IFRS permit 
more fl exibility than US GAAP in classifying dividend and interest receipts and payments 
within these categories. 

  Exhibit 8  presents Volkswagen’s statement of cash fl ows for the fi scal years ended 31 
December 2009 and 2008. 

    EXHIBIT 8       Cash Flow Statement of the Volkswagen Group: 1 January to 31 December 

 € million  2009  2008 

 Cash and cash equivalents at beginning of period (excluding 
time deposit investments)  9,443  9,914 

Profi t before tax 1,261 6,608

Income taxes paid –529 –2,075

Depreciation and amortization of property, plant, and equipment, 
intangible assets and investment property 5,028 5,198

Amortization of capitalized development costs 1,586 1,392

Impairment losses on equity investments 16 32

Depreciation of leasing and rental assets 2,247 1,816

Gain/loss on disposal of noncurrent assets –547 37

Share of profi t or loss of equity-accounted investments –298 –219

Other non-cash expense/income 727 765

Change in inventories 4,155 –3,056

Change in receivables (excluding fi nancial services) 465 –1,333

(continued)
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 € million  2009  2008 

Change in liabilities (excluding fi nancial liabilities) 260 815

Change in provisions 1,660 509

Change in leasing and rental assets –2,571 –2,734

Change in fi nancial services receivables –719 –5,053

 Cash fl ows from operating activities  12,741  2,702 

Investments in property, plant, and equipment, intangible assets 
and investment property –5,963 –6,896

Additions to capitalized development costs –1,948 –2,216

Acquisition of equity investments –3,989 –2,597

Disposal of equity investments 1,320 1

Proceeds from disposal of property, plant, and equipment, 
intangible assets and investment property 153 95

Change in investments in securities 989 2,041

Change in loans and time deposit investments –236 –1,611

 Cash fl ows from investing activities  –9,675  –11,183 

Capital contributions 4 218

Dividends paid –874 –722

Capital transactions with minority interests –392 –362

Other changes 23 –3

Proceeds from issue of bonds 15,593 7,671

Repayment of bonds –10,202 –8,470

Change in other fi nancial liabilities 1,405 9,806

Finance lease payments –23 –15

 Cash fl ows from fi nancing activities  5,536  8,123 

Eff ect of exchange rate changes on cash and cash equivalents 190 –113

 Net change in cash and cash equivalents  8,792  –471 

 Cash and cash equivalents at end of period (excluding time 
deposit investments)  18,235  9,443 

Cash and cash equivalents at end of period (excluding time deposit 
investments) 18,235 9,443

Securities and loans (including time deposit investments) 7,312 7,875

 Gross liquidity  25,547  17,318 

Total third-party borrowings –77,599 –69,555

 Net liquidity  –52,052  –52,237 

EXHIBIT 8 (Continued)
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 Th e operating activities section of Volkswagen’s cash fl ow statement begins with profi t be-
fore tax,  6     €1,261 million, subtracts actual income tax payments, and then adjusts this amount 
for the eff ects of non-cash transactions, accruals and deferrals, and transactions of an investing 
and fi nancing nature to arrive at the amount of cash generated from operating activities of 
€12,741 million. Th is approach to reporting cash fl ow from operating activities is termed the 
indirect method. Th e direct method of reporting cash fl ows from operating activities discloses 
major classes of gross cash receipts and gross cash payments. Examples of such classes are cash 
received from customers and cash paid to suppliers and employees. 

 Th e indirect method emphasizes the diff erent perspectives of the income statement and 
cash fl ow statement. On the income statement, income is reported when earned, not necessar-
ily when cash is received, and expenses are reported when incurred, not necessarily when paid. 
Th e cash fl ow statement presents another aspect of performance: the ability of a company to 
generate cash fl ow from running its business. Ideally, for an established company, the analyst 
would like to see that the primary source of cash fl ow is from operating activities as opposed 
to investing or fi nancing activities. 

 Th e sum of the net cash fl ows from operating, investing, and fi nancing activities and 
the eff ect of exchange rates on cash equals the net change in cash during the fi scal year. For 
Volkswagen, the sum of these four items was €8,792 million in 2009, which thus increased the 
company’s cash, excluding amounts held in time deposit investments, from €9,443 million at 
the beginning of the period to €18,235 million at the end of the period. As disclosed in a note 
to the fi nancial statements, the time deposit investments are €42 million and €2,304 million 
for the years 2008 and 2009, respectively. Th e note also disclosed that €11 million of cash and 
cash equivalents held for sale [sic] are included in the cash and cash equivalents as reported in 
cash fl ow statement but are not included in the cash and cash equivalents as reported in the 
balance sheet in 2008. When these amounts are included with the amounts shown on the cash 
fl ow statement, the total cash and cash equivalents for the years 2008 and 2009 are €9,474 
(= 9443 + 42 – 11) million and €20,539 million. Th ese are the same amounts reported as 
cash and cash equivalents on the balance sheets in  Exhibit 3 . Th e cash fl ow statement will be 
covered in more depth in a later chapter.   

 3.1.5.     Financial Notes and Supplementary Schedules 
 Th e notes (also sometimes referred to as footnotes) that accompany the four fi nancial state-
ments are required and are an integral part of the complete set of fi nancial statements. Th e 
notes provide information that is essential to understanding the information provided in the 
primary statements. Volkswagen’s 2009 fi nancial statements, for example, include 91 pages 
of notes. 

 Th e notes disclose the basis of preparation for the fi nancial statements. For example, 
Volkswagen discloses in its fi rst note that its fi scal year corresponds to the calendar year, that 
its fi nancial statements are prepared in accordance with IFRS as adopted by the European 
Union, that the statements are prepared in compliance with German law, that the statements 
are denominated in millions of euros unless otherwise specifi ed, and that the fi gures have 
been rounded, which might give rise to minor discrepancies when fi gures are added. Volkswa-
gen also discloses that its fi nancial statements are on a consolidated basis—that is, including 
Volkswagen AG and all of the subsidiary companies it controls. 

  6    Other companies may choose to begin with net income. 
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 Th e notes also disclose information about the accounting policies, methods, and estimates 
used to prepare the fi nancial statements. As will be discussed in later chapters, both IFRS and 
US GAAP allow some fl exibility in choosing among alternative policies and methods when 
accounting for certain items. Th is fl exibility aims to meet the divergent needs of many busi-
nesses for reporting a variety of economic transactions. In addition to diff erences in accounting 
policies and methods, diff erences arise as a result of estimates needed to record and measure 
transactions, events, and fi nancial statement line items. 

 Overall, fl exibility in accounting choices is necessary because, ideally, a company will se-
lect those policies, methods, and estimates that are allowable and most relevant and that fairly 
refl ect the unique economic environment of the company’s business and industry. Flexibility 
can, however, create challenges for the analyst because the use of diff erent policies, methods, 
and estimates reduces comparability across diff erent companies’ fi nancial statements. Compa-
rability occurs when diff erent companies’ information is measured and reported in a similar 
manner over time. Comparability helps the analyst identify and analyze the real economic 
diff erences across companies, rather than diff erences that arise solely from diff erent accounting 
choices. Because comparability of fi nancial statements is a critical requirement for objective 
fi nancial analysis, an analyst should be aware of the potential for diff erences in accounting 
choices even when comparing two companies that use the same set of accounting standards. 

 For example, if a company acquires a piece of equipment to use in its operations, account-
ing standards require that the cost of the equipment be reported as an expense by allocating its 
cost less any residual value in a systematic manner over the equipment’s useful life. Th is allo-
cation of the cost is known as  depreciation . Accounting standards permit fl exibility, however, 
in determining the manner in which each year’s expense is determined. Two companies may 
acquire similar equipment but use diff erent methods and assumptions to record the expense 
over time. An analyst’s ability to compare the companies’ performance is hindered by the dif-
ference. Analysts must understand reporting choices in order to make appropriate adjustments 
when comparing companies’ fi nancial positions and performance. 

 A company’s signifi cant accounting choices (policies, methods, and estimates) must be 
discussed in the notes to the fi nancial statements. For example, a note containing a summary 
of signifi cant accounting policies includes how the company recognizes its revenues and de-
preciates its non-current tangible assets. Analysts must understand the accounting choices a 
company makes and determine whether they are similar to those of other companies identifi ed 
and used as benchmarks or comparables. If the policies of the companies being compared are 
diff erent, the analyst who understands accounting and fi nancial reporting can often make nec-
essary adjustments so that the fi nancial statement data used are more comparable. 

 For many companies, the fi nancial notes and supplemental schedules provide explanatory 
information about every line item (or almost every line item) on the balance sheet and income 
statement, as illustrated by the note references in Volkswagen’s balance sheet and income state-
ment in  Exhibits 3  and  5 . In addition, note disclosures include information about the follow-
ing (this is not an exhaustive list):  

•    fi nancial instruments and risks arising from fi nancial instruments,  
•    commitments and contingencies,  
•    legal proceedings,  
•    related-party transactions,  
•    subsequent events (i.e., events that occur after the balance sheet date),  
•    business acquisitions and disposals, and  
•    operating segments’ performance.   
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    EXHIBIT 9       Excerpt from Notes to the Consolidated Financial Statements of the Volkswagen 
Group for Fiscal Year Ended 31 December 2009: Selected Data on Operating Segments (€ millions) 

 2008 

 Passenger Cars 
and Light   

    Commercial Vehicles  Scania 
 Volkswagen   

    Financial Services 
 Total 

Segments 

Sales revenue from external 
customers 98,710 3,865 10,193 112,768

Segment profi t or loss 6,431 417 893 7,741

Segment assets 91,458 10,074 74,690 176,222

 2009 

 Passenger Cars 
and Light   

    Commercial Vehicles  Scania 
 Volkswagen   

    Financial Services 
 Total 

Segments 

Sales revenue from external 
customers 86,297 6,385 11,095 103,777

Segment profi t or loss 2,020 236 606 2,862

Segment assets 87,786 9,512 76,431 173,729

 An analyst uses a signifi cant amount of judgment in deciding how to incorporate infor-
mation from note disclosures into the analysis. For example, such information as fi nancial in-
strument risk, contingencies, and legal proceedings can alert an analyst to risks that can aff ect 
a company’s fi nancial position and performance in the future and that require monitoring over 
time. As another example, information about a company’s operating segments can be useful as 
a means of quickly understanding what a company does and how and where it earns money. 
Th e operating segment data shown in  Exhibit 9  appear in the notes to the fi nancial statements 
for Volkswagen. (Th e totals of the segment data do not equal the amounts reported in the com-
pany’s fi nancial statements because the fi nancial statement data are adjusted for intersegment 
activities and unallocated items. Th e note provides a complete reconciliation of the segment 
data to the reported data.) From the data in  Exhibit 9 , an analyst can quickly see that most of 
the company’s revenues and operating profi ts come from the sale of passenger cars and light 
commercial vehicles. Over 80 percent of the company’s revenues was generated by this seg-
ment in both years. In 2008, this segment accounted for over 80 percent of the company’s total 
segment operating profi ts, although the percentage declined to 70 percent in 2009 because of 
higher sales growth in the other two segments. Experience using the disclosures of a company 
and its competitors typically enhances an analyst’s judgment about the relative importance of 
diff erent disclosures and the ways in which they can be helpful.   

 3.1.6.     Management Commentary or Management’s Discussion and Analysis 
 Publicly held companies typically include a section in their annual reports where manage-
ment discusses a variety of issues of concern, including the nature of the business, past results, 
and future outlook. Th is section is referred to by a variety of names, including management 
report(ing), management commentary, operating and fi nancial review, and management’s dis-
cussion and analysis. Inclusion of a management report is recommended by the International 
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Organization of Securities Commissions and frequently required by regulatory authorities, 
such as the US Securities and Exchange Commission (SEC) or the UK Financial Services Au-
thority. In Germany, management reporting has been required since 1931 and is audited. Th e 
discussion by management is arguably one of the most useful parts of a company’s annual re-
port besides the fi nancial statements themselves; however, other than excerpts from the fi nan-
cial statements, information included in the management commentary is typically unaudited. 
When using information from the management report, an analyst should be aware of whether 
the information is audited or unaudited. 

 To help improve the quality of the discussion by management, the International Account-
ing Standards Board (IASB) issued an exposure draft in June 2009 that proposed a framework 
for the preparation and presentation of management commentary. Per the exposure draft, that 
framework will provide guidance rather than set forth requirements in a standard. Th e expo-
sure draft identifi es fi ve content elements of a “decision-useful management commentary.” 
Th ose content elements include 1) the nature of the business; 2) management’s objectives and 
strategies; 3) the company’s signifi cant resources, risks, and relationships; 4) results of opera-
tions; and 5) critical performance measures. 

 In the United States, the SEC requires listed companies to provide an MD&A and 
specifi es the content.  7     Management must highlight any favorable or unfavorable trends and 
identify signifi cant events and uncertainties that aff ect the company’s liquidity, capital resourc-
es, and results of operations. Th e MD&A must also provide information about the eff ects 
of infl ation, changing prices, or other material events and uncertainties that may cause the 
future operating results and fi nancial condition to materially depart from the current reported 
fi nancial information. In addition, the MD&A must provide information about off -balance-
sheet obligations and about contractual commitments such as purchase obligations. Compa-
nies should also provide disclosure in the MD&A that discusses the critical accounting policies 
that require management to make subjective judgments and that have a signifi cant impact on 
reported fi nancial results. 

 Th e management commentary or MD&A is a good starting place for understanding 
information in the fi nancial statements. In particular, the forward-looking disclosures in an 
MD&A, such as those about planned capital expenditures, new store openings, or divestitures, 
can be useful in projecting a company’s future performance. However, the commentary is only 
one input for the analyst seeking an objective and independent perspective on a company’s 
performance and prospects. 

 Th e management report in the Annual Report 2009 of Volkswagen Group includes 
much information of potential interest to an analyst. Th e 78-page management report con-
tains sections titled Business Development; Shares and Bonds; Net Assets; Financial Position; 
Results of Operations; Volkswagen AG (condensed, according to German Commercial Code); 
Value-Enhancing Factors; Risk Report; and Report on Expected Developments.   

 3.1.7.     Auditor’s Reports 
 Financial statements presented in companies’ annual reports are generally required to be audit-
ed (examined) by an independent accounting fi rm in accordance with specifi ed auditing stand-
ards. Th e independent auditor then provides a written opinion on the fi nancial statements. 

  7    Relevant sections of SEC requirements are included for reference in the FASB ASC. Th e FASB ASC 
does not include sections of SEC requirements that deal with matters outside the basic fi nancial state-
ments, such as the MD&A. 
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Th is opinion is referred to as the audit report. Audit reports take slightly diff erent forms in 
diff erent jurisdictions, but the basic components, including a specifi c statement of the auditor’s 
opinion, are similar. Audits of fi nancial statements may be required by contractual arrange-
ment, law, or regulation. 

 International standards for auditing have been developed by the International Audit-
ing and Assurance Standards Board of the International Federation of Accountants. Th ese 
standards have been adopted by many countries and are referenced in audit reports issued 
in those countries. Other countries, such as the United States, specify their own auditing 
standards. With the enactment of the Sarbanes–Oxley Act of 2002 in the United States, au-
diting standards for public companies are promulgated by the Public Company Accounting 
Oversight Board. 

 Under international standards for auditing (ISAs), the objectives of an auditor in conduct-
ing an audit of fi nancial statements are  

  A  .   To obtain reasonable assurance about whether the fi nancial statements as a whole are free 
from material misstatement, whether due to fraud or error, thereby enabling the auditor 
to express an opinion on whether the fi nancial statements are prepared, in all material 
respects, in accordance with an applicable fi nancial reporting framework; and  

  B  .   To report on the fi nancial statements, and communicate as required by the ISAs, in accor-
dance with the auditor’s fi ndings.  8      

 Publicly traded companies may also have requirements set by regulators or stock exchanges, 
such as appointing an independent audit committee within its board of directors to oversee 
the audit process. Th e audit process provides a basis for the independent auditor to express an 
audit opinion on whether the information presented in the audited fi nancial statements pres-
ent fairly the fi nancial position, performance, and cash fl ows of the company in accordance 
with a specifi ed set of accounting standards. Because audits are designed and conducted using 
audit sampling techniques and fi nancial statement line items may be based on estimates and 
assumptions, independent auditors cannot express an opinion that provides absolute assurance 
about the accuracy or precision of the fi nancial statements. Instead, the independent audit 
report provides  reasonable assurance  that the fi nancial statements are  fairly presented , meaning 
that there is a high probability that the audited fi nancial statements are free from  material  
error, fraud, or illegal acts that have a direct eff ect on the fi nancial statements. 

 Th e standard independent audit report for a publicly traded company normally has several 
paragraphs under both the international and US auditing standards. Th e fi rst or “introductory” 
paragraph describes the fi nancial statements that were audited and the responsibilities of both 
management and the independent auditor. Th e second or “scope” paragraph describes the na-
ture of the audit process and provides the basis for the auditor’s expression about reasonable as-
surance on the fairness of the fi nancial statements. Th e third or “opinion” paragraph expresses 
the auditor’s opinion on the fairness of the audited fi nancial statements. 

 An  unqualifi ed  audit opinion states that the fi nancial statements give a “true and fair view” 
(international) or are “fairly presented” (international and US) in accordance with applicable 
accounting standards. Th is is often referred to as a “clean” opinion and is the one that analysts 
would like to see in a fi nancial report. Th ere are several other types of opinions. A  quali-
fi ed  audit opinion is one in which there is some scope limitation or exception to accounting 

  8    See the International Auditing and Assurance Standards Board (IAASB)  Handbook of International 
Quality Control, Auditing, Review, Other Assurance, and Related Services Pronouncements . 
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standards. Exceptions are described in the audit report with additional explanatory paragraphs 
so that the analyst can determine the importance of the exception. An  adverse  audit opinion 
is issued when an auditor determines that the fi nancial statements materially depart from 
accounting standards and are not fairly presented. An adverse opinion makes analysis of the 
fi nancial statements easy: Do not bother analyzing these statements, because the company’s 
fi nancial statements cannot be relied on. Finally, a  disclaimer of opinion  occurs when, for some 
reason, such as a scope limitation, the auditors are unable to issue an opinion.  Exhibit 10  
presents the independent auditor’s report for Volkswagen. Note that Volkswagen received an 
unqualifi ed or clean audit opinion from PricewaterhouseCoopers for the company’s fi scal year 
ended 31 December 2009. 

    EXHIBIT 10       Volkswagen’s Independent Audit Report      

 Auditors’ Report 
 On completion of our audit, we issued the following unqualifi ed auditors’ report 
dated February 17, 2010. Th is report was originally prepared in German. In case of 
ambiguities the German version takes precedence:   

 Auditors’ Report 
 We have audited the consolidated fi nancial statements prepared by VOLKSWAGEN 
AKTIENGESELLSCHAFT, Wolfsburg, comprising the income statement and state-
ment of comprehensive income, the balance sheet, the statement of changes in eq-
uity, the cash fl ow statement and the notes to the consolidated fi nancial statements, 
together with the group management report, which is combined with the manage-
ment report of the Company for the business year from January 1 to December 31, 
2009. Th e preparation of the consolidated fi nancial statements and the combined 
management report in accordance with the IFRSs, as adopted by the EU, and the 
additional requirements of German commercial law pursuant to § (article) 315a Abs. 
(paragraph) 1 HGB (“Handelsgesetzbuch”: German Commercial Code) are the re-
sponsibility of the Company’s Board of Management. Our responsibility is to express 
an opinion on the consolidated fi nancial statements and on the combined manage-
ment report based on our audit. 

 We conducted our audit of the consolidated fi nancial statements in accordance 
with § 317 HGB and German generally accepted standards for the audit of fi nancial 
statements promulgated by the Institut der Wirtschaftsprüfer (Institute of Public Au-
ditors in Germany) (IDW). Th ose standards require that we plan and perform the 
audit such that misstatements materially aff ecting the presentation of the net assets, 
fi nancial position and results of operations in the consolidated fi nancial statements in 
accordance with the applicable fi nancial reporting framework and in the combined 
management report are detected with reasonable assurance. Knowledge of the business 
activities and the economic and legal environment of the Group and expectations as 
to possible misstatements are taken into account in the determination of audit proce-
dures. Th e eff ectiveness of the accounting-related internal control system and the evi-
dence supporting the disclosures in the consolidated fi nancial statements and the com-
bined management report are examined primarily on a test basis within the framework 
of the audit. Th e audit includes assessing the annual fi nancial statements of those 
entities included in consolidation, the determination of the entities to be included in 
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consolidation, the accounting and consolidation principles used and signifi cant esti-
mates made by the Company’s Board of Management, as well as evaluating the overall 
presentation of the consolidated fi nancial statements and the combined management 
report. We believe that our audit provides a reasonable basis for our opinion. 

 Our audit has not led to any reservations. 
 In our opinion, based on the fi ndings of our audit, the consolidated fi nancial 

statements comply with the IFRSs as adopted by the EU and the additional require-
ments of German commercial law pursuant to Article 315a paragraph 1 HGB and 
give a true and fair view of the net assets, fi nancial position, and results of operations 
of the Group in accordance with these requirements. Th e combined management re-
port is consistent with the consolidated fi nancial statements and as a whole provides 
a suitable view of the Group’s position and suitably presents the opportunities and 
risks of future development. 
   
 Hanover, February 17, 2010 
   
 PricewaterhouseCoopers 
 Aktiengesellschaft 
 Wirtschaftsprüfungsgesellschaft 
   
 Harald Kayser 
 Wirtschaftsprüfer 
   
 ppa. Martin Schröder 
 Wirtschaftsprüfer      

  Source:  Volkswagen’s Annual Report 2009.  

 In the United States, under the Sarbanes–Oxley Act, the auditors must also express an opin-
ion on the company’s internal control systems. Th is information may be provided in a separate 
opinion or incorporated as a paragraph in the opinion related to the fi nancial statements. Th e 
internal control system is the company’s internal system that is designed, among other things, to 
ensure that the company’s process for generating fi nancial reports is sound. Although manage-
ment has always been responsible for maintaining eff ective internal control, the Sarbanes–Oxley 
Act greatly increases management’s responsibility for demonstrating that the company’s internal 
controls are eff ective. Management of publicly traded companies in the United States are now 
required by securities regulators to explicitly accept responsibility for the eff ectiveness of internal 
control, evaluate the eff ectiveness of internal control using suitable control criteria, support the 
evaluation with suffi  cient competent evidence, and provide a report on internal control. 

 Although these reports and attestations provide some assurances to analysts, they are not 
infallible. Th e analyst must always use a degree of healthy skepticism when analyzing fi nancial 
statements.    

 3.2.     Other Sources of Information 

 Th e information described in Section 3.1 is generally provided to shareholders at least annually. 
In addition, companies also provide information on management and director compensation, 

EXHIBIT 10 (Continued)
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company stock performance, and any potential confl icts of interest that may exist between 
management, the board, and shareholders. Th is information may appear in the company’s 
annual report or other publicly available documents. Public companies often provide this in-
formation in proxy statements, which are statements distributed to shareholders about matters 
that are to be put to a vote at the company’s annual (or special) meeting of shareholders. 

 Interim reports are also provided by the company either semiannually or quarterly, depend-
ing on the applicable regulatory requirements. Interim reports generally present the four basic 
fi nancial statements and condensed notes but are not audited. Th ese interim reports provide up-
dated information on a company’s performance and fi nancial position since the last annual period. 

 Companies also provide relevant current information on their websites, in press releases, 
and in conference calls with analysts and investors. One type of press release, which analysts of-
ten consider to be particularly important, is the periodic earnings announcement. Th e earnings 
announcement often happens well before the company fi les its formal fi nancial statements. 
Such earnings announcements are often followed by a conference call in which the company’s 
senior executives describe the company’s performance and answer questions posed by confer-
ence call participants. Following the earnings conference call, the investor relations portion of 
the company’s website may post a recording of the call accompanied by slides and supplemen-
tal information discussed during the call. 

 When performing fi nancial statement analysis, analysts should review all these company 
sources of information as well as information from external sources regarding the economy, 
the industry, the company, and peer (comparable) companies. Information on the economy, 
industry, and peer companies is useful in putting the company’s fi nancial performance and 
position in perspective and in assessing the company’s future. In most cases, information from 
sources apart from the company is crucial to an analyst’s eff ectiveness. For example, an analyst 
studying a consumer-oriented company will typically seek direct experience with the products 
(taste the food or drink, use the shampoo or soap, visit the stores or hotels). An analyst fol-
lowing a highly regulated industry will study the existing and expected relevant regulations. 
An analyst following a highly technical industry will gain relevant expertise personally or seek 
input from a technical specialist. In sum, thorough research goes beyond fi nancial reports. 

 Th e next section presents a framework for using all this information in fi nancial statement 
analysis.     

4.  FINANCIAL STATEMENT ANALYSIS FRAMEWORK 

 Analysts work in a variety of positions within the investment management industry. Some are 
equity analysts whose main objective is to evaluate potential investments in a company’s equity 
securities (i.e., the shares or stock it issues) as a basis for deciding whether a prospective invest-
ment is attractive and what an appropriate purchase price might be. Others are credit analysts 
who evaluate the credit-worthiness of a company to decide whether (and with what terms) a 
loan should be made or what credit rating should be assigned. Analysts may also be involved in 
a variety of other tasks, such as evaluating the performance of a subsidiary company, evaluating 
a private equity investment, or fi nding stocks that are overvalued for purposes of taking a short 
position. Th is section presents a generic framework for fi nancial statement analysis that can be 
used in these various tasks. Th e framework is summarized in  Exhibit 11 .  9    

  9    Components of this framework have been adapted from van Greuning and Bratanovic (2003, p. 300) 
and from Benninga and Sarig (1997, pp. 134–156). 
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    EXHIBIT 11       Financial Statement Analysis Framework 

 Phase   Sources of Information  Output 

   1  .     Articulate the purpose 
and context of the 
analysis.   

•     Th e nature of the analyst’s 
function, such as evaluating an 
equity or debt investment or 
issuing a credit rating.  

•    Communication with client 
or supervisor on needs and 
concerns.  

•    Institutional guidelines related 
to developing specifi c work 
product.   

•     Statement of the purpose 
or objective of analysis.  

•    A list (written or 
unwritten) of specifi c 
questions to be answered 
by the analysis.  

•    Nature and content of 
report to be provided.  

•    Timetable and budgeted 
resources for completion.   

   2  .     Collect input data.   •     Financial statements, other 
fi nancial data, questionnaires, 
and industry/economic data.  

•    Discussions with 
management, suppliers, 
customers, and competitors.  

•    Company site visits (e.g., to 
production facilities or retail 
stores).   

•     Organized fi nancial 
statements.  

•    Financial data tables.  
•    Completed questionnaires, 

if applicable.   

   3  .     Process data.   •     Data from the previous phase.   •     Adjusted fi nancial 
statements.  

•    Common-size statements.  
•    Ratios and graphs.  
•    Forecasts.   

   4  .     Analyze/interpret the 
processed data.   

•     Input data as well as processed 
data.   

•     Analytical results.   

   5  .     Develop and 
communicate 
conclusions and 
recommendations 
(e.g., with an analysis 
report).   

•     Analytical results and previous 
reports.  

•    Institutional guidelines for 
published reports.   

•     Analytical report 
answering questions posed 
in Phase 1.  

•    Recommendation 
regarding the purpose 
of the analysis, such 
as whether to make an 
investment or grant credit.   

   6  .     Follow-up.   •     Information gathered by 
periodically repeating above 
steps as necessary to determine 
whether changes to holdings 
or recommendations are 
necessary.   

•     Updated reports and 
recommendations.   

 Th e following sections discuss the individual phases of fi nancial statement analysis.  
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 4.1.     Articulate the Purpose and Context of Analysis 

 Prior to undertaking any analysis, it is essential to understand the purpose of the analysis. An 
understanding of the purpose is particularly important in fi nancial statement analysis because 
of the numerous available techniques and the substantial amount of data. 

 Some analytical tasks are well defi ned, in which case articulating the purpose of the anal-
ysis requires little decision making by the analyst. For example, a periodic credit review of an 
investment-grade debt portfolio or an equity analyst’s report on a particular company may be 
guided by institutional norms such that the purpose of the analysis is given. Furthermore, the 
format, procedures, and/or sources of information may also be given. 

 For other analytical tasks, articulating the purpose of the analysis requires the analyst to 
make decisions. Th e purpose of an analysis guides further decisions about the approach, the 
tools, the data sources, the format in which to report the results of the analysis, and the relative 
importance of diff erent aspects of the analysis. 

 When facing a substantial amount of data, a less experienced analyst may be tempted to 
just start making calculations and generating fi nancial ratios without considering what is rele-
vant for the decision at hand. It is generally advisable to resist this temptation and thus avoid 
unnecessary or pointless eff orts. Consider the questions: If you could have all the calculations 
and ratios completed instantly, what conclusion would you be able to draw? What question 
would you be able to answer? What decision would your answer support? 

 Th e analyst should also defi ne the context at this stage. Who is the intended audience? 
What is the end product—for example, a fi nal report explaining conclusions and recommen-
dations? What is the time frame (i.e., when is the report due)? What resources and resource 
constraints are relevant to completion of the analysis? Again, the context may be predefi ned 
(i.e., standard and guided by institutional norms). 

 Having clarifi ed the purpose and context of the fi nancial statement analysis, the analyst 
should next compile the specifi c questions to be answered by the analysis. For example, if 
the purpose of the fi nancial statement analysis (or, more likely, the particular stage of a larger 
analysis) is to compare the historical performance of three companies operating in a particular 
industry, specifi c questions would include the following: What has been the relative growth 
rate of the companies, and what has been the relative profi tability of the companies?   

 4.2.     Collect Data 

 Next, the analyst obtains the data required to answer the specifi c questions. A key part of 
this step is obtaining an understanding of the company’s business, fi nancial performance, and 
fi nancial position (including trends over time and in comparison with peer companies). For 
historical analyses, fi nancial statement data alone are adequate in some cases. For example, 
to screen a large number of alternative companies to fi nd those with a minimum level of 
profi tability, fi nancial statement data alone would be adequate. But to address more in-depth 
questions, such as why and how one company performed better or worse than its competitors, 
additional information would be required. As another example, to compare the historical per-
formance of two companies in a particular industry, the historical fi nancial statements would 
be suffi  cient to determine which had faster-growing sales or earnings and which was more prof-
itable; however, a broader comparison with overall industry growth and profi tability would 
obviously require industry data. 

 Furthermore, information on the economy and industry is necessary to understand 
the environment in which the company operates. Analysts often take a top-down approach 
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whereby they 1) gain an understanding of the macroeconomic environment, such as pros-
pects for growth in the economy and infl ation, 2) analyze the prospects of the industry in 
which the subject company operates based on the expected macroeconomic environment, 
and 3) determine the prospects for the company in the expected industry and macroeconomic 
environments. For example, an analyst may need to forecast future growth in earnings for a 
company. To project future growth, past company data provide one basis for statistical fore-
casting; however, an understanding of economic and industry conditions can improve the 
analyst’s ability to forecast a company’s earnings on the basis of forecasts of overall economic 
and industry activity.   

 4.3.     Process Data 

 After obtaining the requisite fi nancial statement and other information, the analyst processes 
these data using appropriate analytical tools. For example, processing the data may involve 
computing ratios or growth rates; preparing common-size fi nancial statements; creating charts; 
performing statistical analyses, such as regressions or Monte Carlo simulations; performing 
equity valuation; performing sensitivity analyses; or using any other analytical tools or com-
bination of tools that are available and appropriate for the task. A comprehensive fi nancial 
analysis at this stage would include the following:  

•    Reading and evaluating fi nancial statements for each company being analyzed. Th is includes 
reading the notes and understanding what accounting standards have been used (for exam-
ple, IFRS or US GAAP), what accounting choices have been made (for example, when to 
report revenue on the income statement), and what operating decisions have been made 
that aff ect reported fi nancial statements (for example, leasing versus purchasing equipment).  

•    Making any needed adjustments to the fi nancial statements to facilitate comparison when 
the unadjusted statements of the subject companies refl ect diff erences in accounting stan-
dards, accounting choices, or operating decisions. Note that commonly used databases do 
not make such analyst adjustments.  

•    Preparing or collecting common-size fi nancial statement data (which scale data to directly 
refl ect percentages [e.g., of sales] or changes [e.g., from the prior year]) and fi nancial ratios 
(which are measures of various aspects of corporate performance based on fi nancial statement 
elements). On the basis of common-size fi nancial statements and fi nancial ratios, analysts 
can evaluate a company’s relative profi tability, liquidity, leverage, effi  ciency, and valuation in 
relation to past results and/or peers’ results.     

 4.4.     Analyze/Interpret the Processed Data 

 Once the data have been processed, the next step—critical to any analysis—is to interpret the 
output. Th e answer to a specifi c fi nancial analysis question is seldom the numerical answer 
alone. Rather, the answer to the analytical question relies on the analyst’s interpretation of the 
output and the use of this interpreted output to support a conclusion or recommendation. Th e 
answers to the specifi c analytical questions may themselves achieve the underlying purpose of 
the analysis, but usually, a conclusion or recommendation is required. For example, an equity 
analysis may require a buy, hold, or sell decision or a conclusion about the value of a share of 
stock. In support of the decision, the analysis would cite such information as target value, rela-
tive performance, expected future performance given a company’s strategic position, quality of 
management, and whatever other information was important in reaching the decision.   
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 4.5.     Develop and Communicate Conclusions/Recommendations 

 Communicating the conclusion or recommendation in an appropriate format is the next step. 
Th e appropriate format will vary by analytical task, by institution, and/or by audience. For 
example, an equity analyst’s report would typically include the following components:  10     

•    summary and investment conclusion;  
•    earnings projections;  
•    valuation;  
•    business summary;  
•    risk, industry, and competitive analysis;  
•    historical performance; and  
•    forecasts.   

 Th e contents of reports may also be specifi ed by regulatory agencies or professional stand-
ards. For example, the CFA Institute  Standards of Practice Handbook  ( Handbook ) dictates stand-
ards that must be followed in communicating recommendations. According to the  Handbook : 

  Standard V(B) states that members and candidates should communicate in a recom-
mendation the factors that were instrumental in making the investment recommen-
dation. A critical part of this requirement is to distinguish clearly between opinions 
and facts. In preparing a research report, the member or candidate must present the 
basic characteristics of the security(ies) being analyzed, which will allow the reader to 
evaluate the report and incorporate information the reader deems relevant to his or 
her investment decision making process.  11     

 Th e  Handbook  requires that limitations to the analysis and any risks inherent to the invest-
ment be disclosed. Furthermore, the  Handbook  requires that any report include elements im-
portant to the analysis and conclusions so that readers can evaluate the conclusions themselves.   

 4.6.     Follow-Up 

 Th e process does not end with the report. If an equity investment is made or a credit rating is 
assigned, periodic review is required to determine if the original conclusions and recommen-
dations are still valid. In the case of a rejected investment, follow-up may not be necessary but 
may be useful in determining whether the analysis process is adequate or should be refi ned (for 
example, if a rejected investment turns out to be successful in the market, perhaps the rejection 
was due to inadequate analysis). Follow-up may involve repeating all the previous steps in the 
process on a periodic basis.    

5.  SUMMARY 

 Th e information presented in fi nancial and other reports, including the fi nancial statements, 
notes, and management’s commentary, help the fi nancial analyst to assess a company’s perfor-
mance and fi nancial position. An analyst may be called on to perform a fi nancial analysis for 

  10    Pinto, Henry, Robinson, and Stowe (2010). 
  11     Standards of Practice Handbook  (2010, p. 137). 
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a variety of reasons, including the valuation of equity securities, the assessment of credit risk, 
the performance of due diligence in an acquisition, and the evaluation of a subsidiary’s perfor-
mance relative to other business units. Major considerations in both equity analysis and credit 
analysis are evaluating a company’s fi nancial position, its ability to generate profi ts and cash 
fl ow, and its ability to generate future growth in profi ts and cash fl ow. 

 Th is chapter has presented an overview of fi nancial statement analysis. Among the major 
points covered are the following:  
•    Th e primary purpose of fi nancial reports is to provide information and data about a com-

pany’s fi nancial position and performance, including profi tability and cash fl ows. Th e infor-
mation presented in fi nancial reports—including the fi nancial statements and notes—and 
other reports—including management’s commentary or management’s discussion and anal-
ysis—allows the fi nancial analyst to assess a company’s fi nancial position and performance 
and trends in that performance.  

•    Th e basic fi nancial statements are the statement of fi nancial position (i.e., the balance sheet), 
the statement of comprehensive income (i.e., a single statement of comprehensive income 
or two statements consisting of an income statement and a statement of comprehensive 
income), the statement of changes in equity, and the statement of cash fl ows.  

•    Th e balance sheet discloses what resources a company controls (assets) and what it owes (liabil-
ities) at a specifi c point in time. Owners’ equity represents the net assets of the company; it is 
the owners’ residual interest in or residual claim on the company’s assets after deducting its lia-
bilities. Th e relationship among the three parts of the balance sheet (assets, liabilities, and own-
ers’ equity) may be shown in equation form as follows: Assets = Liabilities + Owners’ equity.  

•    Th e income statement presents information on the fi nancial results of a company’s business 
activities over a period of time. Th e income statement communicates how much revenue and 
other income the company generated during a period and what expenses, including losses, it 
incurred in connection with generating that revenue and other income. Th e basic equation 
underlying the income statement is Revenue + Other income – Expenses = Net income.  

•    Th e statement of comprehensive income includes all items that change owners’ equity except 
transactions with owners. Some of these items are included as part of net income, and some 
are reported as other comprehensive income (OCI).  

•    Th e statement of changes in equity provides information about increases or decreases in the 
various components of owners’ equity.  

•    Although the income statement and balance sheet provide measures of a company’s success, 
cash and cash fl ow are also vital to a company’s long-term success. Disclosing the sources 
and uses of cash helps creditors, investors, and other statement users evaluate the company’s 
liquidity, solvency, and fi nancial fl exibility.  

•    Th e notes (also referred to as footnotes) that accompany the fi nancial statements are an 
integral part of those statements and provide information that is essential to understanding 
the statements. Analysts should evaluate note disclosures regarding the use of alternative 
accounting methods, estimates, and assumptions.  

•    In addition to the fi nancial statements, a company provides other sources of information 
that are useful to the fi nancial analyst. As part of his or her analysis, the fi nancial analyst 
should read and assess this additional information, particularly that presented in the man-
agement commentary (also called management report[ing], operating and fi nancial review, 
and management’s discussion and analysis [MD&A]).  

•    A publicly traded company must have an independent audit performed on its annual fi nan-
cial statements. Th e auditor’s report expresses an opinion on the fi nancial statements and 
provides some assurance about whether the fi nancial statements fairly present a company’s 
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fi nancial position, performance, and cash fl ows. In addition, for US publicly traded com-
panies, auditors must also express an opinion on the company’s internal control systems.  

•    Information on the economy, industry, and peer companies is useful in putting the company’s 
fi nancial performance and position in perspective and in assessing the company’s future. In most 
cases, information from sources apart from the company are crucial to an analyst’s eff ectiveness.  

•    Th e fi nancial statement analysis framework provides steps that can be followed in any fi nan-
cial statement analysis project. Th ese steps are:  
•    articulate the purpose and context of the analysis;  
•    collect input data;  
•    process data;  
•    analyze/interpret the processed data;  
•    develop and communicate conclusions and recommendations; and  
•    follow up.       

       PROBLEMS       

   1  .     Providing information about the performance and fi nancial position of companies so that 
users can make economic decisions  best  describes the role of:  
    A   .     auditing. 
    B   .     fi nancial reporting. 
    C   .     fi nancial statement analysis.   

   2  .     A company’s current fi nancial position would  best  be evaluated using the:  
    A   .     balance sheet. 
    B   .     income statement. 
    C   .     statement of cash fl ows.   

   3  .     A company’s profi tability for a period would  best  be evaluated using the:  
    A   .     balance sheet. 
    B   .     income statement. 
    C   .     statement of cash fl ows.   

   4  .     Accounting policies, methods, and estimates used in preparing fi nancial statements are 
 most likely  found in the:  
    A   .     auditor’s report. 
    B   .     management commentary. 
    C   .     notes to the fi nancial statements.   
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   5  .     Information about management and director compensation would  least likely  be found in 
the:  
    A   .     auditor’s report. 
    B   .     proxy statement. 
    C   .     notes to the fi nancial statements.   

   6  .     Information about a company’s objectives, strategies, and signifi cant risks would  most 
likely  be found in the:  
    A   .     auditor’s report. 
    B   .     management commentary. 
    C   .     notes to the fi nancial statements.   

   7  .     What type of audit opinion is preferred when analyzing fi nancial statements?  
    A   .     Qualifi ed. 
    B   .     Adverse. 
    C   .     Unqualifi ed.   

   8  .     Ratios are an input into which step in the fi nancial statement analysis framework?  
    A   .     Process data. 
    B   .     Collect input data. 
    C   .     Analyze/interpret the processed data.       
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  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         explain the relationship of fi nancial statement elements and accounts, and classify accounts 
into the fi nancial statement elements;  

•         explain the accounting equation in its basic and expanded forms;  
•         describe the process of recording business transactions using an accounting system based on 

the accounting equation;  
•         describe the need for accruals and other adjustments in preparing fi nancial statements;  
•         describe the relationships among the income statement, balance sheet, statement of cash 

fl ows, and statement of owners’ equity;  
•         describe the fl ow of information in an accounting system;  
•         describe the use of the results of the accounting process in security analysis.        

       1. INTRODUCTION 

 Th e fi nancial statements of a company are end-products of a process for recording transactions 
of the company related to operations, fi nancing, and investment. Th e structures of fi nancial 
statements themselves refl ect the system of recording and organizing transactions. To be an 
informed user of fi nancial statements, the analyst must be knowledgeable about the principles 
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of this system. Th is chapter will supply that essential knowledge, taking the perspective of the 
user rather than the preparer. Learning the process from this perspective will enable an ana-
lyst to grasp the critical concepts without being overwhelmed by the detailed technical skills 
required by the accountants who prepare fi nancial statements that are a major component of 
fi nancial reports. 

 Th is chapter is organized as follows: Section 2 describes the three groups into which business 
activities are classifi ed for fi nancial reporting purposes. Any transaction aff ects one or more of 
these groups. Section 3 describes how the elements of fi nancial statements relate to accounts, the 
basic content unit of classifying transactions. Th e section is also an introduction to the linkages 
among the fi nancial statements. Section 4 provides a step-by-step illustration of the account-
ing process. Section 5 explains the consequences of timing diff erences between the elements 
of a transaction. Section 6 provides an overview of how information fl ows through a business’s 
accounting system. Section 7 introduces the use of fi nancial reporting in security analysis. A 
summary of the key points and practice problems in the CFA Institute multiple-choice format 
conclude the chapter.    

 2. THE CLASSIFICATION OF BUSINESS ACTIVITIES 

 Accountants give similar accounting treatment to similar types of business transactions. Th ere-
fore, a fi rst step in understanding fi nancial reporting mechanics is to understand how business 
activities are classifi ed for fi nancial reporting purposes. 

 Business activities may be classifi ed into three groups for fi nancial reporting purposes: 
operating, investing, and fi nancing activities.  

•     Operating activities  are those activities that are part of the day-to-day business functioning 
of an entity. Examples include the sale of meals by a restaurant, the sale of services by a con-
sulting fi rm, the manufacture and sale of ovens by an oven-manufacturing company, and 
taking deposits and making loans by a bank.  

•     Investing activities  are those activities associated with acquisition and disposal of long-term 
assets. Examples include the purchase of equipment or sale of surplus equipment (such as an 
oven) by a restaurant (contrast this to the sale of an oven by an oven manufacturer, which 
would be an operating activity), and the purchase or sale of an offi  ce building, a retail store, 
or a factory.  

•     Financing activities  are those activities related to obtaining or repaying capital. Th e two 
primary sources for such funds are owners (shareholders) or creditors. Examples include 
issuing common shares, taking out a bank loan, and issuing bonds.   

 Understanding the nature of activities helps the analyst understand where the company 
is doing well and where it is not doing so well. Ideally, an analyst would prefer that most of 
a company’s profi ts (and cash fl ow) come from its operating activities.  Exhibit 1  provides ex-
amples of typical business activities and how these activities relate to the elements of fi nancial 
statements described in the following section. 
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    EXHIBIT 1       Typical Business Activities and Financial Statement Elements Aff ected 

Operating activities •     Sales of goods and services to customers: (R)  
•    Costs of providing the goods and services: (X)  
•    Income tax expense: (X)  
•    Holding short-term assets or incurring short-term liabilities directly related to 

operating activities: (A), (L)   

Investing activities •     Purchase or sale of assets, such as property, plant, and equipment: (A)  
•    Purchase or sale of other entities’ equity and debt securities: (A)   

Financing activities •     Issuance or repurchase of the company’s own preferred or common stock: (E)  
•    Issuance or repayment of debt: (L)  
•    Payment of distributions (i.e., dividends to preferred or common stockholders): (E)   

 Accounting elements: Assets (A), Liabilities (L), Owners’ Equity (E), Revenue (R), and Expenses (X).   

 Not all transactions fi t neatly in this framework for purposes of fi nancial statement pres-
entation. For example, interest received by a bank on one of its loans would be considered part 
of operating activities because a bank is in the business of lending money. In contrast, interest 
received on a bond investment by a restaurant may be more appropriately classifi ed as an in-
vesting activity because the restaurant is not in the business of lending money. 

 Th e next section discusses how transactions resulting from these business activities are 
refl ected in a company’s fi nancial records.    

 3. ACCOUNTS AND FINANCIAL STATEMENTS 

 Business activities resulting in transactions are refl ected in the broad groupings of fi nancial 
statement elements: Assets, Liabilities, Owners’ Equity, Revenue, and Expenses.  1    In general 
terms, these elements can be defi ned as follows:  assets  are the economic resources of a com-
pany;  liabilities  are the creditors’ claims on the resources of a company;  owners’ equity  is the 
residual claim on those resources;  revenues  are infl ows of economic resources to the company; 
and  expenses  are outfl ows of economic resources or increases in liabilities.  2    

 Accounts provide individual records of increases and decreases in a  specifi c  asset, liability, 
component of owners’ equity, revenue, or expense. Th e fi nancial statements are constructed 
using these elements.  

  1    International Financial Reporting Standards use the term “income” to include revenue and gains. Gains 
are similar to revenue; however, they arise from secondary or peripheral activities rather than from a com-
pany’s primary business activities. For example, for a restaurant, the sale of surplus restaurant equipment 
for more than its cost is referred to as a gain rather than revenue. Similarly, a loss is like an expense but 
arises from secondary activities. Gains and losses may be considered part of operations on the income 
statement (for example, a loss due to a decline in value of inventory) or may be part of nonoperating ac-
tivities (for example, the sale of nontrading investments). Under US GAAP, fi nancial statement elements 
are defi ned to include assets, liabilities, owners’ equity, revenue, expenses, gains, and losses. To illustrate 
business transactions in this chapter, we will use the simple classifi cation of revenues and expenses. All 
gains and revenue will be aggregated in revenue, and all losses and expenses will be aggregated in expenses. 
  2    Th e authoritative accounting standards provide signifi cantly more detailed defi nitions of the accounting 
elements. Also note that “owners’ equity” is a generic term and more specifi c titles are often used such 
as “shareholders’ equity,” “stockholders’ equity,” or “partners’ capital.” Th e broader terms “equity” and 
“capital” are also used on occasion. 
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 3.1.     Financial Statement Elements and Accounts 

 Within the fi nancial statement elements, accounts are subclassifi cations.  Accounts  are individ-
ual records of increases and decreases in a specifi c asset, liability, component of owners’ equity, 
revenue, or expense. For fi nancial statements, amounts recorded in every individual account 
are summarized and grouped appropriately within a fi nancial statement element.  Exhibit 2  
provides a listing of common accounts. Th ese accounts will be described throughout this chap-
ter or in following chapters. Unlike the fi nancial statement elements, there is no standard set 
of accounts applicable to all companies. Although almost every company has certain accounts, 
such as cash, each company specifi es the accounts in its accounting system based on its par-
ticular needs and circumstances. For example, a company in the restaurant business may not 
be involved in trading securities and, therefore, may not need an account to record such an 
activity. Furthermore, each company names its accounts based on its business. A company in 
the restaurant business might have an asset account for each of its ovens, with the accounts 
named “Oven-1” and “Oven-2.” In its fi nancial statements, these accounts would likely be 
grouped within long-term assets as a single line item called “Property, plant, and equipment.” 

 A company’s challenge is to establish accounts and account groupings that provide mean-
ingful summarization of voluminous data but retain enough detail to facilitate decision mak-
ing and preparation of the fi nancial statements. Th e actual accounts used in a company’s ac-
counting system will be set forth in a  chart of accounts . Generally, the chart of accounts is far 
more detailed than the information presented in fi nancial statements. 

 Certain accounts are used to off set other accounts. For example, a common asset account is 
accounts receivable, also known as “trade accounts receivable” or “trade receivables.” A company 
uses this account to record the amounts it is owed by its customers. In other words, sales made 
on credit are refl ected in accounts receivable. In connection with its receivables, a company often 
expects some amount of uncollectible accounts and, therefore, records an estimate of the amount 
that may not be collected. Th e estimated uncollectible amount is recorded in an account called  al-
lowance for bad debts . Because the eff ect of the allowance for bad debts account is to reduce 
the balance of the company’s accounts receivable, it is known as a “contra asset account.” Any 
account that is off set or deducted from another account is called a “ contra account .” Common 
contra accounts include allowance for bad debts (an off set to accounts receivable for the amount 
of accounts receivable that are estimated to be uncollectible),  accumulated depreciation  (an 
off set to property, plant, and equipment refl ecting the amount of the cost of property, plant, 
and equipment that has been allocated to current and previous accounting periods), and  sales 
returns and allowances  (an off set to revenue refl ecting any cash refunds, credits on account, and 
discounts from sales prices given to customers who purchased defective or unsatisfactory items). 

    EXHIBIT 2       Common Accounts 

Assets •     Cash and cash equivalents  
•    Accounts receivable, trade receivables  
•    Prepaid expenses  
•    Inventory  
•    Property, plant, and equipment  
•    Investment property  
•    Intangible assets (patents, trademarks, licenses, copyright, goodwill)  
•    Financial assets, trading securities, investment securities  
•    Investments accounted for by the equity method  
•    Current and deferred tax assets  
•    [for banks, Loans (receivable)]   
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Liabilities •     Accounts payable, trade payables  
•    Provisions or accrued liabilities  
•    Financial liabilities  
•    Current and deferred tax liabilities  
•    Reserves  
•    Minority interest  
•    Unearned revenue  
•    Debt payable  
•    Bonds (payable)  
•    [for banks, Deposits]   

Owners’ Equity •     Capital, such as common stock par value  
•    Additional paid-in capital  
•    Retained earnings  
•    Other comprehensive income   

Revenue •     Revenue, sales  
•    Gains  
•    Investment income (e.g., interest and dividends)   

Expense •     Cost of goods sold  
•    Selling, general, and administrative expenses “SG&A” (e.g., rent, utilities, 

salaries, advertising)  
•    Depreciation and amortization  
•    Interest expense  
•    Tax expense  
•    Losses   

 For presentation purposes, assets are sometimes categorized as “current” or “noncurrent.” 
For example, Tesco (a large European retailer) presents the following major asset accounts in 
its 2006 fi nancial reports: 

 Noncurrent assets:   
•    Intangible assets including goodwill;  
•    Property, plant, and equipment;  
•    Investment property;  
•    Investments in joint ventures and associates.   

 Current assets:  
•    Inventories;  
•    Trade and other receivables;  
•    Cash and cash equivalents.   

   Noncurrent assets  are assets that are expected to benefi t the company over an extended period 
of time (usually more than one year). For Tesco, these include the following: intangible assets, 
such as goodwill;  3     property, plant, and equipment used in operations (e.g., land and build-
ings); other property held for investment, and investments in the securities of other companies.  

EXHIBIT 2 (Continued)

  3     Goodwill  is an intangible asset that represents the excess of the purchase price of an acquired company 
over the value of the net assets acquired. 
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  Current assets  are those that are expected to be consumed or converted into cash in the 
near future, typically one year or less.  Inventory  is the unsold units of product on hand (some-
times referred to as inventory stock).  Trade receivables  (also referred to as  commercial receiv-
ables , or simply  accounts receivable ) are amounts customers owe the company for products 
that have been sold as well as amounts that may be due from suppliers (such as for returns of 
merchandise).  Other receivables  represent amounts owed to the company from parties other 
than customers.  Cash  refers to cash on hand (e.g., petty cash and cash not yet deposited to 
the bank) and in the bank.  Cash equivalents  are very liquid short-term investments, usually 
maturing in 90 days or less. Th e presentation of assets as current or noncurrent will vary from 
industry to industry and from country to country. Some industries present current assets fi rst, 
whereas others list noncurrent assets fi rst. Th is is discussed further in later chapters.   

 3.2.     Accounting Equations 

 Th e fi ve fi nancial statement elements noted previously serve as the inputs for equations that 
underlie the fi nancial statements. Th is section describes the equations for three of the fi nancial 
statements: balance sheet, income statement, and statement of retained earnings. A statement 
of retained earnings can be viewed as a component of the statement of stockholders’ equity, 
which shows  all  changes to owners’ equity, both changes resulting from retained earnings and 
changes resulting from share issuance or repurchase. Th e fourth basic fi nancial statement, the 
statement of cash fl ows, will be discussed in a later section. 

 Th e  balance sheet  presents a company’s fi nancial position at a  particular point in time . 
It provides a listing of a company’s assets and the claims on those assets (liabilities and equity 
claims). Th e equation that underlies the balance sheet is also known as the “basic accounting 
equation.” A company’s fi nancial position is refl ected using the following equation: 

    Assets = Liabilities + Owners’ equity      (1a)   

 Presented in this form, it is clear that claims on assets are from two sources: liabilities or 
owners’ equity. Owners’ equity is the  residual claim  of the owners (i.e., the owners’ remaining 
claim on the company’s assets after the liabilities are deducted). Th e concept of the owners’ 
residual claim is well illustrated by the slightly rearranged balance sheet equation, roughly 
equivalent to the structure commonly seen in the balance sheets of UK companies: 

    Assets – Liabilities = Owners’ equity      (1b)   

 Other terms are used to denote owners’ equity, including shareholders’ equity, stockhold-
ers’ equity, net assets, equity, net worth, net book value, and partners’ capital. Th e exact titles 
depend upon the type of entity, but the equation remains the same. Owners’ equity at a given 
date can be further classifi ed by its origin: capital contributed by owners, and earnings retained 
in the business up to that date:  4    

    Owners’ equity = Contributed capital + Retained earnings      (2)   

  4    Th is formula refl ects the fundamental origins of owners’ equity and refl ects the basic principles of ac-
counting. Th e presentation is somewhat simplifi ed. In practice, the owners’ equity section of a company’s 
balance sheet may include other items, such as treasury stock (which arises when a company repurchases 
and holds its own stock) or other comprehensive income.  Comprehensive income  includes all income 
of the company. Some items of comprehensive income are not reported on the income statement. Th ese 
items as a group are called  other comprehensive income ; such items arise, for example, when there are 
changes in the value of assets or liabilities that are not refl ected in the income statement. 
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 Th e  income statement  presents the performance of a business for a  specifi c period of time . 
Th e equation refl ected in the income statement is the following: 

    Revenue – Expenses = Net income (loss)      (3)   

 Note that  net income  (loss) is the diff erence between two of the elements: revenue and expens-
es. When a company’s revenue exceeds its expenses, it reports net income; when a company’s 
revenues are less than its expenses, it reports a net loss. Other terms are used synonymously 
with revenue, including sales and turnover (in the United Kingdom). Other terms used synon-
ymously with net income include net profi t and net earnings.  

 Also, as noted earlier, revenue and expenses generally relate to providing goods or services 
in a company’s primary business activities. In contrast, gains (losses) relate to increases (de-
creases) in resources that are not part of a company’s primary business activities. Distinguishing 
a company’s primary business activities from other business activities is important in fi nancial 
analysis; however, for purposes of the accounting equation, gains are included in revenue and 
losses are included in expenses. 

 Th e balance sheet and income statement are two of the primary fi nancial statements. 
Although these are the common terms for these statements, some variations in the names 
occur. A balance sheet can be referred to as a “statement of fi nancial position” or some similar 
term that indicates it contains balances at a point in time. Income statements can be titled 
“statement of operations,” “statement of income,” “statement of profi t and loss,” or some other 
similar term showing that it refl ects the company’s operating activity for a period of time. A 
simplifi ed balance sheet and income statement are shown in  Exhibit 3 . 

    EXHIBIT 3       Simplifi ed Balance Sheet and Income Statement 

 ABC Company, Inc.  
    Balance Sheet   

    as of 31 December 20X1 

 ABC Company, Inc.  
    Income Statement   

    for the Year Ended 31 December 20X1 

Assets 2,000 Revenue 250
 

Liabilities 500 Expense 50

Owners’ equity 1,500 Net income 200

2,000

 Th e balance sheet represents a company’s fi nancial position at a point in time, and the 
income statement represents a company’s activity over a period of time. Th e two statements 
are linked together through the retained earnings component of owners’ equity. Beginning 
retained earnings is the balance in this account at the beginning of the accounting period, 
and ending retained earnings is the balance at the end of the period. A company’s ending re-
tained earnings is composed of the beginning balance (if any), plus net income, less any dis-
tributions to owners (dividends). Accordingly, the equation underlying retained earnings is: 

     Ending retained earnings Beginning retained earnings
Net income Dividends

=
+ −

     (4a)   
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 Or, substituting  Equation 3  for Net income, equivalently: 

     
Ending retained earnings Beginning retained earnings Revenues

Expenses Dividends
= +
− −

     (4b)   

 As its name suggests, retained earnings represent the earnings (i.e., net income) that are 
retained by the company—in other words, the amount not distributed as dividends to own-
ers. Retained earnings is a component of owners’ equity and links the “as of” balance sheet 
equation with the “activity” equation of the income statement. To provide a combined rep-
resentation of the balance sheet and income statement, we can substitute  Equation 2  into 
 Equation 1a . Th is becomes the expanded accounting equation: 

    Assets = Liabilities + Contributed capital + Ending retained earnings      (5a)   

 Or equivalently, substituting  Equation 4b  into  Equation 5a , we can write:

     
Assets Liabilities Contributed capital Beginning retained earnings

Revenue Expenses Dividends
= + +
+ − −

     (5b)   

  Th e last fi ve items, beginning with contributed capital, are components of owners’ equity. 
 Th e  statement of retained earnings  shows the linkage between the balance sheet and 

income statement.  Exhibit 4  shows a simplifi ed example of fi nancial statements for a company 
that began the year with retained earnings of $250 and recognized $200 of net income during 
the period. Th e example assumes the company paid no dividends and, therefore, had ending 
retained earnings of $450. 

    EXHIBIT 4       Simplifi ed Balance Sheet, Income Statement, and Statement of Retained Earnings 

 Point in Time: Beginning 
of Period Balance Sheet 

 Change over Time: 
Income Statement  and  
Changes in Retained 

Earnings 
 Point in Time: End of 
Period Balance Sheet 

 ABC Company, Inc.   
    (Beginning) Balance 

Sheet   
    As of 31 December 20X0 

 ABC Company, Inc.  
    Income Statement   

    Year Ended 31 
December 20X1 

 ABC Company, Inc.   
    (Ending) Balance Sheet   

    As of 31 December 
20X1 

Assets 2,000 Revenue 250 Assets 2,200

Expense 50

Liabilities 500 Net income 200 Liabilities 500

Contributed equity 1,250 Combined equity 1,250

 Retained earnings  250  Retained earnings  450 

Owners’ equity 1,500 Owners’ equity 1,700

2,000 2,200
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 Point in Time: Beginning 
of Period Balance Sheet 

 Change over Time: 
Income Statement  and  
Changes in Retained 

Earnings 
 Point in Time: End of 
Period Balance Sheet 

 ABC Company, Inc.  
    Statement of Retained Earnings Year 

Ended 31 December 20X1 

 Beginning retained earnings  250 

Plus net income 200

Minus dividends 0

 Ending retained earnings  450 

 Th e basic accounting equation refl ected in the balance sheet (Assets = Liabilities + 
Owners’ equity) implies that every recorded transaction aff ects at least two accounts in order 
to keep the equation in balance, hence the term  double-entry accounting  that is sometimes 
used to describe the accounting process. For example, the use of cash to purchase equip-
ment aff ects two accounts (both asset accounts): cash decreases and equipment increases. 
As another example, the use of cash to pay off  a liability also aff ects two accounts (one asset 
account and one liability account): cash decreases and the liability decreases. With each 
transaction, the accounting equation remains in balance, which is a fundamental accounting 
concept. Example 1 presents a partial balance sheet for an actual company and an applica-
tion of the accounting equation. Examples 2 and 3 provide further practice for applying the 
accounting equations. 

EXHIBIT 4 (Continued)

 EXAMPLE 1     Using Accounting Equations (1) 

 Canon is a manufacturer of copy machines and other electronic equipment. Abbreviat-
ed balance sheets as of 31 December 2004 and 2005 are presented below. 

 Canon and Subsidiaries Consolidated Balance Sheets (Millions of Yen) 

 31 Dec 2005  31 Dec 2004 

Assets

Total assets ¥4,043,553 ¥3,587,021

Liabilities and stockholders’ equity

   Total liabilities 1,238,535 1,190,331

   Total stockholders’ equity ? 2,396,690

Total liabilities and stockholders’ equity ¥4,043,553 ¥3,587,021
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 Using  Equation 1a , address the following:  

  1  .     Determine the amount of stockholders’ equity as of 31 December 2005.  
  2  .         A  .    Calculate and contrast the absolute change in total assets in 2005 with the abso-

lute change in total stockholders’ equity in 2005.  
   B  .    Based on your answer to 2A, state and justify the relative importance of growth 

in stockholders’ equity and growth in liabilities in fi nancing the growth of assets 
over the two years.      

 Solution to 1:   Total stockholders’ equity is equal to assets minus liabilities; in other 
words, it is the residual claim to the company’s assets after deducting liabilities. For 
2005, the amount of Canon’s total stockholders’ equity was thus ¥4,043,553 million – 
¥1,238,535 million = ¥2,805,018 million in 2005.   

 Solutions to 2:  
  A  .   Total assets increased by ¥4,043,553 million – ¥3,587,021 million = ¥456,532 

million. Total stockholders’ equity increased by ¥2,805,018 million – ¥2,396,690 
million = ¥408,328 million. Th us, in 2005, total assets grew by more than total 
stockholders’ equity (¥456,532 million is larger than ¥408,328 million).  

  B  .   Using the relationship Assets = Liabilities + Owners’ equity, the solution to 2A im-
plies that total liabilities increased by the diff erence between the increase in total 
assets and the increase in total stockholders’ equity, that is, by ¥456,532 million – 
¥408,328 million = ¥48,204 million. (If liabilities had not increased by ¥48,204 
million, the accounting equation would not be in balance.) Contrasting the growth 
in total stockholders’ equity (¥408,328 million) with the growth in total liabilities 
(¥48,204 million), we see that the growth in stockholders’ equity was relatively much 
more important than the growth in liabilities in fi nancing total asset growth in 2005.     

 EXAMPLE 2    Using Accounting Equations (2) 

 An analyst has collected the following information regarding a company in advance of 
its year-end earnings announcement (amounts in millions): 

Estimated net income $ 150
Beginning retained earnings $2,000
Estimated distributions to owners $ 50

 Th e analyst’s estimate of ending retained earnings (in millions) should be closest to:  
  A  .   $2,000.  
  B  .   $2,100.  
  C  .   $2,150.  
  D  .   $2,200.    

 Solution:   B is correct. Beginning retained earnings is increased by net income and re-
duced by distributions to owners: $2,000 + $150 – $50 = $2,100.   
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 EXAMPLE 3    Using Accounting Equations (3) 

 An analyst has compiled the following information regarding RDZ, Inc. 

Liabilities at year-end €1,000

Contributed capital at year-end €1,000

Beginning retained earnings € 500

Revenue during the year €4,000

Expenses during the year €3,800

 Th ere have been no distributions to owners. Th e analyst’s estimate of total assets at year-
end should be closest to:  
  A  .   €2,000.  
  B  .   €2,300.  
  C  .   €2,500.  
  D  .   €2,700.    

 Solution:   D is correct. Ending retained earnings is fi rst determined by adding reve-
nue minus expenses to beginning retained earnings to obtain €700. Total assets would 
be equal to the sum of liabilities, contributed capital, and ending retained earnings: 
€1,000 + €1,000 + €700 = €2,700.   

    Having described the components and linkages of fi nancial statements in abstract terms, 
we now examine more concretely how business activities are recorded. Th e next section illus-
trates the accounting process with a simple step-by-step example.     

 4. THE ACCOUNTING PROCESS 

 Th e accounting process involves recording business transactions such that periodic fi nancial 
statements can be prepared. Th is section illustrates how business transactions are recorded in a 
simplifi ed accounting system.  

 4.1.     An Illustration 

 Key concepts of the accounting process can be more easily explained using a simple illustra-
tion. We look at an illustration in which three friends decide to start a business, Investment 
Advisers, Ltd. (IAL). Th ey plan to issue a monthly newsletter of securities trading advice 
and to sell investment books. Although they do not plan to manage any clients’ funds, 
they will manage a trading portfolio of the owners’ funds to demonstrate the success of the 
recommended strategies from the newsletter. Because this illustration is meant to present 
accounting concepts, any regulatory implications will not be addressed. Additionally, for 
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this illustration, we will assume that the entity will not be subject to income taxes; any 
income or loss will be passed through to the owners and be subject to tax on their personal 
income tax returns. 

 As the business commences, various business activities occur.  Exhibit 5  provides a listing 
of the business activities that have taken place in the early stages of operations. Note that 
these activities encompass the types of operating, investing, and fi nancing business activities 
discussed above. 

    EXHIBIT 5       Business Activities for Investment Advisers, Ltd.  

 #  Date  Business Activity 

 1 31 December 2005 •     File documents with regulatory authorities to establish a separate legal 
entity. Initially capitalize the company through deposit of $150,000 
from the three owners.   

 2 2 January 2006 •     Set up a $100,000 investment account and purchase a portfolio of 
equities and fi xed-income securities.   

 3 2 January 2006 •     Pay $3,000 to landlord for offi  ce/warehouse. $2,000 represents a 
refundable deposit, and $1,000 represents the fi rst month’s rent.   

 4 3 January 2006 •     Purchase offi  ce equipment for $6,000. Th e equipment has an estimated 
life of two years with no salvage value.*   

 5 3 January 2006 •     Receive $1,200 cash for a one-year subscription to the monthly 
newsletter.   

 6 10 January 2006 •     Purchase and receive 500 books at a cost of $20 per book for a total of 
$10,000. Invoice terms are that payment from IAL is due in 30 days. 
No cash changes hands. Th ese books are intended for resale.   

 7 10 January 2006 •     Spend $600 on newspaper and trade magazine advertising for the 
month.   

 8 15 January 2006 •     Borrow $12,000 from a bank for working capital. Interest is payable 
annually at 10 percent. Th e principal is due in two years.   

 9 15 January 2006 •     Ship fi rst order to a customer consisting of fi ve books at $25 per book. 
Invoice terms are that payment is due in 30 days. No cash changes hands.   

10 15 January 2006 •     Sell for cash 10 books at $25 per book at an investment conference.   

11 30 January 2006 •     Hire a part-time clerk. Th e clerk is hired through an agency that also 
handles all payroll taxes. Th e company is to pay $15 per hour to the 
agency. Th e clerk works six hours prior to 31 January, but no cash will 
be paid until February.   

12 31 January 2006 •     Mail out the fi rst month’s newsletter to customer. Th is subscription 
had been sold on 3 January. See item 5.   

13 31 January 2006 •     Review of the investment portfolio shows that $100 of interest income 
was earned and the market value of the portfolio has increased by 
$2,000. Th e balance in the investment account is now $102,100. Th e 
securities are classifi ed as “trading” securities.   

 * Salvage value  (residual value) is the amount the company estimates that it can sell the asset for at the 
end of its useful life.     
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 4.2.     Th e Accounting Records 

 If the owners want to evaluate the business at the end of January 2006,  Exhibit 5  does not 
provide a suffi  ciently meaningful report of what transpired or where the company current-
ly stands. It is clear that a system is needed to track this information and to address three 
objectives:  

•    Identify those activities requiring further action (e.g., collection of outstanding receivable 
balances).  

•    Assess the profi tability of the operations over the month.  
•    Evaluate the current fi nancial position of the company (such as cash on hand).   

 An accounting system will translate the company’s business activities into usable fi nancial 
records. Th e basic system for recording transactions in this illustration is a spreadsheet with 
each of the diff erent types of accounts represented by a column. Th e accounting equation pro-
vides a basis for setting up this system. Recall the accounting  Equation 5b : 

Assets =  Liabilities + Contributed capital + Beginning retained earnings 
 +     Revenue – Expenses – Dividends

 Th e specifi c accounts to be used for IAL’s system include the following:  

•    Asset Accounts:  
  Cash  
  Investments  
  Prepaid rent (cash paid for rent in advance of recognizing the expense)  
  Rent deposit (cash deposited with the landlord, but returnable to the company)  
  Offi  ce equipment  
  Inventory  
  Accounts receivable    

•    Liability Accounts:  
  Unearned fees (fees that have not been earned yet, even though cash has been received)  
  Accounts payable (amounts owed to suppliers)  
  Bank debt    

•    Equity Accounts:  
  Contributed capital  
  Retained earnings  

  Income  
  Revenue  
  Expenses    

  Dividends       

  Exhibit 6  presents the spreadsheet representing IAL’s accounting system for the fi rst 10 
transactions. Each event is entered on a new row of the spreadsheet as it occurs. To record 
events in the spreadsheet, the fi nancial impact of each needs to be assessed and the activity 
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expressed as an accounting transaction. In assessing the fi nancial impact of each event and 
converting these events into accounting transactions, the following steps are taken:  

   1  .     Identify which accounts are aff ected, by what amount, and whether the accounts are in-
creased or decreased.  

   2  .     Determine the element type for each account identifi ed in Step 1 (e.g., cash is an asset) 
and where it fi ts in the basic accounting equation. Rely on the economic characteristics of 
the account and the basic defi nitions of the elements to make this determination.  

   3  .     Using the information from Steps 1 and 2, enter the amounts in the appropriate column 
of the spreadsheet.  

   4  .     Verify that the accounting equation is still in balance.   

 At any point in time, basic fi nancial statements can be prepared based on the subtotals in 
each column.  

 Th e following discussion identifi es the accounts aff ected and the related element (Steps 1 
and 2) for the fi rst 10 events listed in  Exhibit 5 . Th e accounting treatment shows the account 
aff ected in bold and the related element in brackets. Th e recording of these entries into a basic 
accounting system (Steps 3 and 4) is depicted on the spreadsheet in  Exhibit 6 . 

 Because this is a new business, the accounting equation begins at zero on both sides. Th ere 
is a zero beginning balance in all accounts. 

      31 December 2005 

 #  Business Activity  Accounting Treatment 

1 •     File documents with regulatory authorities to 
establish a separate legal entity. Initially capitalize 
the company through deposit of $150,000 from 
the three owners.   

•      Cash [A]  is increased by $150,000, 
and  contributed capital [E] * is 
increased by $150,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X). 
 *Th e account title will vary depending upon the type of entity (incorporated or not) and jurisdiction. 
Alternative account titles are “common shares,” “common stock,” “members’ capital,” “partners’ capital,” etc.   

 Th is transaction aff ects two elements: assets and equity.  Exhibit 6  demonstrates this eff ect on 
the accounting equation. Th e company’s balance sheet at this point in time would be presented 
by subtotaling the columns in  Exhibit 6 : 

 Investment Advisers, Ltd. Balance Sheet as of 
31 December 2005 

Assets

Cash $150,000

Total assets $150,000
 

Liabilities and owners’ equity

Contributed capital $150,000

Total liabilities and owners’ equity $150,000
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  5    An argument can be made for treating this $1,000 as an immediate expense. We adopt the approach 
of recording a prepaid asset in order to illustrate accrual accounting. A situation in which a company 
prepays rent (or insurance or any similar expense) for a time span covering multiple accounting periods 
more clearly requires the use of accrual accounting. 

 Th e company has assets (resources) of $150,000, and the owners’ claim on the resources equals 
$150,000 (their contributed capital) as there are no liabilities at this point. 

 For this illustration, we present an unclassifi ed balance sheet. An  unclassifi ed balance 
sheet  is one that does not show subtotals for current assets and current liabilities. Assets are 
simply listed in order of liquidity (how quickly they are expected to be converted into cash). 
Similarly, liabilities are listed in the order in which they are expected to be satisfi ed (or paid off ). 

     2 January 2006 

 #  Business Activity  Accounting Treatment 
2 •     Set up a $100,000 investment account and 

purchase a portfolio of equities and fi xed-income 
securities.   

•      Investments [A]  were increased 
by $100,000, and  cash [A]  was 
decreased by $100,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Th is transaction aff ects two accounts, but only one element (assets) and one side of the ac-
counting equation, as depicted in  Exhibit 6 . Cash is reduced when the securities are purchased. 
Another type of asset, investments, increases. We examine the other transaction from 2 January 
before taking another look at the company’s balance sheet. 

     2 January 2006 

 #  Business Activity  Accounting Treatment 
3 •     Pay $3,000 to landlord for offi  ce/warehouse. 

$2,000 represents a refundable deposit, and 
$1,000 represents the fi rst month’s rent.   

•      Cash [A]  was decreased by $3,000, 
 deposits [A]  were increased by $2,000, 
and  prepaid rent [A]  was increased by 
$1,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Once again, this transaction aff ects only asset accounts. Note that the fi rst month’s rent is in-
itially recorded as an asset, prepaid rent. As time passes, the company will incur rent expense, 
so a portion of this prepaid asset will be transferred to expenses and thus will appear on the in-
come statement as an expense.  5     Th is will require a later adjustment in our accounting system. 
Note that the transactions so far have had no impact on the income statement. At this point in 
time, the company’s balance sheet would be: 

 Investment Advisers, Ltd. Balance Sheet   
    as of 2 January 2006  

Assets

Cash $ 47,000

Investments 100,000
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 Investment Advisers, Ltd. Balance Sheet   
    as of 2 January 2006  

Prepaid rent 1,000

Deposits 2,000

Total assets $150,000

 

Liabilities and owners’ equity

Contributed capital $150,000

Total liabilities and owners’ equity $150,000

 Note that the items in the balance sheet have changed, but it remains in balance; the 
amount of total assets equals total liabilities plus owners’ equity. Th e company still has 
$150,000 in resources, but the assets now comprise cash, investments, prepaid rent, and de-
posits. Each asset is listed separately because they are diff erent in terms of their ability to be 
used by the company. Note also that the owners’ equity claim on these assets remains $150,000 
because the company still has no liabilities. 

     3 January 2006 

 #  Business Activity  Accounting Treatment 

4 •     Purchase offi  ce equipment for $6,000 in cash. Th e 
equipment has an estimated life of two years with no 
salvage value.   

•      Cash [A]  was decreased by $6,000, 
and  offi  ce equipment [A]  was 
increased by $6,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Th e company has once again exchanged one asset for another. Cash has decreased while 
offi  ce equipment has increased. Offi  ce equipment is a resource that will provide benefi ts over 
multiple future periods and, therefore, its cost must also be spread over multiple future periods. 
Th is will require adjustments to our accounting records as time passes.  Depreciation  is the 
term for the process of spreading this cost over multiple periods. 

     3 January 2006 

 #  Business Activity  Accounting Treatment 

5 •     Receive $1,200 cash for a one-year 
subscription to the monthly newsletter.   

•      Cash [A]  was increased by $1,200, and 
 unearned fees [L]  was increased by 
$1,200.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 In this transaction, the company has received cash related to the sale of subscriptions. 
However, the company has not yet actually earned the subscription fees because it has an 
obligation to deliver newsletters in the future. So, this amount is recorded as a liability called 
 unearned fees  (or  unearned revenue ). In the future, as the company delivers the newsletters 
and thus fulfi lls its obligation, this amount will be transferred to revenue. If the company fails 
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to deliver the newsletters, the fees will need to be returned to the customer. As of 3 January 
2006, the company’s balance sheet would appear as 

 Investment Advisers, Ltd. Balance Sheet as of 3 January 2006 

Assets

Cash $ 42,200

Investments 100,000

Prepaid rent 1,000

Deposits 2,000

Offi  ce equipment 6,000

Total assets $151,200

 

Liabilities and owners’ equity

   Liabilities

Unearned fees $ 1,200

   Equity

Contributed capital 150,000

Total liabilities and owners’ equity $151,200

 Th e company now has $151,200 of resources, against which there is a claim by the sub-
scription customer of $1,200 and a residual claim by the owners of $150,000. Again, the 
balance sheet remains in balance, with total assets equal to total liabilities plus equity. 

     10 January 2006 

 #  Business Activity  Accounting Treatment 

6 •     Purchase and receive 500 books at a cost of 
$20 per book for a total of $10,000. Invoice 
terms are that payment from IAL is due in 30 
days. No cash changes hands. Th ese books are 
intended for resale.   

•      Inventory [A]  is increased by 
$10,000, and  accounts payable [L]  
is increased by $10,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Th e company has obtained an asset, inventory, which can be sold to customers at a later 
date. Rather than paying cash to the supplier currently, the company has incurred an obligation 
to do so in 30 days. Th is represents a liability to the supplier that is termed accounts payable. 

     10 January 2006 

 #  Business Activity  Accounting Treatment 

7 •     Spend $600 on newspaper and trade magazine 
advertising for the month.   

•      Cash [A]  was decreased by $600, 
and  advertising expense [X]  was 
increased by $600.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   
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 Unlike the previous expenditures, advertising is an expense, not an asset. Its benefi ts relate 
to the current period. Expenditures such as advertising are recorded as an expense when they 
are incurred. Contrast this expenditure with that for equipment, which is expected to be useful 
over multiple periods and thus is initially recorded as an asset, and then refl ected as an expense 
over time. Also, contrast this treatment with that for rent expense, which was paid in advance 
and can be clearly allocated over time, and thus is initially recorded as a prepaid asset and then 
refl ected as an expense over time. Th e advertising expenditure in this example relates to the 
current period. If the company had paid in advance for several years worth of advertising, then 
a portion would be capitalized (i.e., recorded as an asset), similar to the treatment of equip-
ment or prepaid rent and expensed in future periods. We can now prepare a partial income 
statement for the company refl ecting this expense: 

 Investment Advisers, Ltd. Income Statement for the 
Period 1 January through 10 January 2006 

Total revenue $   0

Expenses

   Advertising 600

Total expense 600

Net income (loss) $(600)

 Because the company has incurred a $600 expense but has not recorded any revenue 
(the subscription revenue has not been earned yet), an income statement for Transactions 1 
through 7 would show net income of minus $600 (i.e., a net loss). To prepare a balance sheet 
for the company, we need to update the retained earnings account. Beginning retained earn-
ings was $0 (zero). Adding the net loss of $600 (made up of $0 revenue minus $600 expense) 
and deducting any dividend ($0 in this illustration) gives ending retained earnings of mi-
nus $600. Th e ending retained earnings covering Transactions 1–7 is included in the interim 
balance sheet: 

 Investment Advisers, Ltd. Balance Sheet as of 10 January 2006 

Assets

Cash $ 41,600

Investments 100,000

Inventory 10,000

Prepaid rent 1,000

Deposits 2,000

Offi  ce equipment 6,000

Total assets $160,600

(continued)
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 Investment Advisers, Ltd. Balance Sheet as of 10 January 2006 

Liabilities and owners’ equity

   Liabilities

Accounts payable $ 10,000

Unearned fees 1,200

Total liabilities 11,200

   Equity

Contributed capital 150,000

Retained earnings (600)

Total equity 149,400

Total liabilities and owners’ equity $160,600

 As with all balance sheets, the amount of total assets equals total liabilities plus owners’ 
equity—both are $160,600. Th e owners’ claim on the business has been reduced to $149,400. 
Th is is due to the negative retained earnings (sometimes referred to as a retained “defi cit”). As 
noted, the company has a net loss after the fi rst seven transactions, a result of incurring $600 
of advertising expenses but not yet producing any revenue. 

     15 January 2006 

 #  Business Activity  Accounting Treatment 

8 •     Borrow $12,000 from a bank for 
working capital. Interest is payable 
annually at 10 percent. Th e principal is 
due in two years.   

•      Cash [A]  is increased by $12,000, and  bank 
debt [L]  is increased by $12,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Cash is increased, and a corresponding liability is recorded to refl ect the amount owed to 
the bank. Initially, no entry is made for interest that is expected to be paid on the loan. 
In the future, interest will be recorded as time passes and interest accrues (accumulates) 
on the loan. 

     15 January 2006 

 #  Business Activity  Accounting Treatment 

9 •     Ship fi rst order to a customer consisting 
of fi ve books at $25 per book. Invoice 
terms are that payment is due in 30 days. 
No cash changes hands.   

•      Accounts receivable [A]  increased by 
$125, and  revenue [R]  increased by $125. 
Additionally,  inventory [A]  decreased by $100, 
and  cost of goods sold [X]  increased by $100.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

(Continued)
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 Th e company has now made a sale. Sale transaction records have two parts. One part repre-
sents the $125 revenue to be received from the customer, and the other part represents the 
$100 cost of the goods that have been sold. Although payment has not yet been received from 
the customer in payment for the goods, the company has delivered the goods (fi ve books) 
and so revenue is recorded. A corresponding asset, accounts receivable, is recorded to refl ect 
amounts due from the customer. Simultaneously, the company reduces its inventory balance 
by the cost of the fi ve books sold and also records this amount as an expense termed  cost of 
goods sold . 

     15 January 2006 

 #  Business Activity  Accounting Treatment 

10 •     Sell for cash 10 books at $25 per 
book at an investment conference.   

•      Cash   [A]  is increased by $250, and 
 revenue   [R]  is increased by $250. Additionally, 
 inventory   [A]  is decreased by $200, and  cost 
of goods sold [X]  is increased by $200.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Similar to the previous sale transaction, both the $250 sales proceeds and the $200 cost of 
the goods sold must be recorded. In contrast with the previous sale, however, the sales proceeds 
are received in cash. Subtotals from  Exhibit 6  can once again be used to prepare a preliminary 
income statement and balance sheet to evaluate the business to date: 

 Investment Advisers, Ltd. Income Statement for the Period   
    1 January through 15 January 2006 

Total revenue $ 375

Expenses

   Cost of goods sold 300

   Advertising 600

Total expenses 900

Net income (loss) ($525)

 

 Investment Advisers, Ltd. Balance Sheet as of 15 
January 2006 

Assets

Cash $ 53,850

Accounts receivable 125

Investments 100,000

Inventory 9,700
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Prepaid rent 1,000

Deposits 2,000

Offi  ce equipment 6,000

Total assets $172,675

Liabilities and owners’ equity

   Liabilities

Accounts payable $ 10,000

Unearned fees 1,200

Bank debt 12,000

Total liabilities 23,200

   Equity

Contributed capital 150,000

Retained earnings (525)

Total equity 149,475

Total liabilities and owners’ equity $172,675

 An income statement covering Transactions 1–10 would refl ect revenue to date of $375 
for the sale of books minus the $300 cost of those books and minus the $600 advertising 
expense. Th e net loss is $525, which is shown in the income statement as $(525) using the 
accounting convention that indicates a negative number using parentheses. Th is net loss is also 
refl ected on the balance sheet in retained earnings. Th e amount in retained earnings at this 
point equals the net loss of $525 because retained earnings had $0 beginning balance and no 
dividends have been distributed. Th e balance sheet refl ects total assets of $172,675 and claims 
on the assets of $23,200 in liabilities and $149,475 owners’ equity. Within assets, the inven-
tory balance represents the cost of the 485 remaining books (a total of 15 have been sold) at 
$20 each. 

 Transactions 1–10 occurred throughout the month and involved cash, accounts receiv-
able, or accounts payable; accordingly, these transactions clearly required an entry into the 
accounting system. Th e other transactions, items 11–13, have also occurred and need to be 
refl ected in the fi nancial statements, but these transactions may not be so obvious. In order 
to prepare complete fi nancial statements at the end of a reporting period, an entity needs to 
review its operations to determine whether any accruals or other adjustments are required. 
A more complete discussion of accruals and adjustments is set forth in the next section, but 
generally speaking, such entries serve to allocate revenue and expense items into the correct 
accounting period. In practice, companies may also make adjustments to correct erroneous 
entries or to update inventory balances to refl ect a physical count. 

 In this illustration, adjustments are needed for a number of transactions in order to 
allocate amounts across accounting periods. Th e accounting treatment for these transac-
tions is shown in  Exhibit 7 . Transactions are numbered sequentially, and an “a” is add-
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ed to a transaction number to denote an adjustment relating to a previous transaction. 
 Exhibit 8  presents the completed spreadsheet refl ecting these additional entries in the ac-
counting system. 

    EXHIBIT 7       Investment Advisers, Ltd. Accruals and Other Adjusting Entries on 31 January 2006 

 #  Business Activity  Accounting Treatment 

11 •     Hire a part-time clerk. Th e clerk is hired 
through an agency that also handles all 
payroll taxes. Th e company is to pay $15 
per hour to the agency. Th e clerk works six 
hours prior to 31 January, but no cash will 
be paid until February.   

•     Th e company owes $90 for wages at 
month end. Under accrual accounting, 
expenses are recorded when incurred, not 
when paid.  

•     Accrued wages [L]  is increased by $90, 
and  payroll expense [X]  is increased 
by $90. Th e accrued wage liability 
will be eliminated when the wages are 
paid.   

12 •     Mail out the fi rst month’s newsletter to 
customer. Th is subscription had been sold 
on 3 January.   

•     One month (or 1/12) of the $1,200 
subscription has been satisfi ed, so $100 can 
be recognized as revenue.  

•     Unearned fees [L]  is decreased by 
$100, and  fee revenue [R]  is increased 
by $100.   

13 •     Review of the investment portfolio shows 
that $100 of interest income was earned 
and the market value of the portfolio has 
increased by $2,000. Th e balance in the 
investment account is now $102,100. Th e 
securities are classifi ed as “trading” securities.   

•      Interest income [R]  is increased by 
$100, and the  investments  account  [A]  is 
increased by $100.  

•    Th e $2,000 increase in the value of the 
portfolio represents unrealized gains that 
are part of income for traded securities. 
Th e  investments  account  [A]  is increased 
by $2,000, and  unrealized gains [R]  is 
increased by $2,000.   

3a •     In item 3, $3,000 was paid to the landlord 
for offi  ce/warehouse, including a $2,000 
refundable deposit and $1,000 for the fi rst 
month’s rent.  

•    Now, the fi rst month has ended, so this rent 
has become a cost of doing business.   

•     To refl ect the full amount of the fi rst 
month’s rent as a cost of doing business, 
 prepaid rent [A]  is decreased by $1,000, 
and  rent expense [X]  is increased by 
$1,000.   

4a •     In item 4, offi  ce equipment was purchased 
for $6,000 in cash. Th e equipment has an 
estimated life of two years with no salvage 
value.  

•    Now, one month (or 1/24) of the useful life 
of the equipment has ended, so a portion 
of the equipment cost has become a cost of 
doing business.   

•     A portion (1/24) of the total $6,000 
cost of the offi  ce equipment is allocated 
to the current period’s cost of doing 
business.  

•     Depreciation expense [X]  is increased 
by $250, and  accumulated depreciation 
[A]  (a contra asset account) is increased by 
$250.  

•    Accumulated depreciation is a contra asset 
account to offi  ce equipment.   
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 #  Business Activity  Accounting Treatment 

8a •     Th e company borrowed $12,000 from a 
bank on 15 January, with interest payable 
annually at 10 percent and the principal due 
in two years.  

•    Now, one-half of one month has passed 
since the borrowing.   

•     One-half of one month of interest expense 
has become a cost of doing business. 
$12,000 × 10% = $1,200 of annual interest, 
equivalent to $100 per month or $50 for 
one-half month.  

•     Interest expense [X]  is increased by $50, 
and  interest payable [L]  is increased by $50.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X). 
  Notes:  Items 11–13 are repeated from  Exhibit 5 . Items 3a, 4a, and 8a refl ect adjustments relating to items 
3, 4, and 8 from  Exhibit 5 .    

 A fi nal income statement and balance sheet can now be prepared refl ecting all transactions 
and adjustments. 

 Investment Advisers, Ltd. Income Statement for the 
Period 1 January through 31 January 2006 

Revenues
   Fee revenue $ 100
   Book sales 375
   Investment income 2,100
Total revenues $ 2,575
Expenses
   Cost of goods sold $ 300
   Advertising 600
   Wage 90
   Rent 1,000
   Depreciation 250
   Interest 50
Total expenses 2,290
Net income (loss) $ 285

 Investment Advisers, Ltd. Balance Sheet as of 31 
January 2006 

Assets

Cash $ 53,850

Accounts receivable 125

Investments 102,100

Inventory 9,700

EXHIBIT 7 (Continued)
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 Investment Advisers, Ltd. Balance Sheet as of 31 
January 2006 

Prepaid rent 0

Offi  ce equipment, net 5,750

Deposits 2,000

Total assets $173,525

 

Liabilities and owners’ equity

   Liabilities

Accounts payable $ 10,000

Accrued wages 90

Interest payable 50

Unearned fees 1,100

Bank debt 12,000

Total liabilities 23,240

   Equity

Contributed capital 150,000

Retained earnings 285

Total equity 150,285

Total liabilities and owners’ equity $173,525

 From the income statement, we can determine that the business was profi table for the 
month. Th e business earned $285 after expenses. Th e balance sheet presents the fi nancial posi-
tion. Th e company has assets of $173,525, and claims against those assets included liabilities of 
$23,240 and an owners’ claim of $150,285. Th e owners’ claim refl ects their initial investment 
plus reinvested earnings. Th ese statements are explored further in the next section.   

 4.3.     Financial Statements 

 Th e spreadsheet in  Exhibit 8  is an organized presentation of the company’s transactions and 
can help in preparing the income statement and balance sheet presented above.  Exhibit 9  
presents all fi nancial statements and demonstrates their relationships. Note that the data for 
the income statement come from the revenue and expense columns of the spreadsheet (which 
include gains and losses). Th e net income of $285 (revenue of $2,575 minus expenses of 
$2,290) was retained in the business rather than distributed to the owners as dividends. Th e 
net income, therefore, becomes part of ending retained earnings on the balance sheet. Th e 
detail of retained earnings is shown in the statement of owners’ equity. 

 Th e balance sheet presents the fi nancial position of the company using the assets, liabili-
ties, and equity accounts from the accounting system spreadsheet. Th e statement of cash fl ows 
summarizes the data from the cash column of the accounting system spreadsheet to enable the 
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owners and others to assess the sources and uses of cash. Th ese sources and uses of cash are 
categorized according to group of business activity: operating, investing, or fi nancing. Th e for-
mat of the statement of cash fl ows presented here is known as the  direct format , which refers 
to the operating cash section appearing simply as operating cash receipts less operating cash 
disbursements. An alternative format for the operating cash section, which begins with net 
income and shows adjustments to derive operating cash fl ow, is known as the  indirect format . 
Th e alternative formats and detailed rules are discussed in the chapter on understanding the 
statement of cash fl ows. 

    EXHIBIT 9       Investment Advisers, Ltd., Financial Statements     

Investing cash flows

Investment Advisers, Ltd.
Balance Sheet

As of

12/31/2005 1/31/2006

Assets

Accounts receivable

Deposits

Total assets

Liabilities

Accounts payable

Bank debt

Total liabilities

Owners’ equity

Total equity

Total liabilities and equity 173,525150,000

150,285150,000

23,240

12,000

173,525150,000

2,000

Investment Advisers, Ltd.
Statement of Owners’ Equity

31 January 2006

Contributed Capital Retained Earnings Total

Issuance of stock

Distributions

Balance at 1/31/06 150,285285150,000

Investment Advisers, Ltd.
Income Statement

For the Month Ended 1/31/2006

Other expense

Total expense

Net income (loss) 285

2,290

1,990

Investment Advisers, Ltd.
Statement of Cash Flows

For the Month Ended 1/31/2006

Investments in trading 

securities

Operating cash flows

Capital expenditures

Borrowing

Financing cash flows

Net decrease in cash

Cash at 12/31/05

Cash at 1/31/06 53,850

150,000

12,000

12,000

(    6,000)

(    6,000)

(102,150)

(100,000)

(96,150)

Cash 150,000 53,850

0 125

Investments 102,1000

Inventory 9,700

Office equipment, net 5,750

0 10,000

Accrued expenses 140

Unearned fees 1,100

Contributed capital 150,000

0 285Retained earnings

150,000

Fee revenue

Book sales revenue

Investment income

Total revenue

Cost of goods sold

100

375

2,100

2,575

300

Cash received from customers 1,450

Cash paid to landlord (3,000)

Cash paid for advertising (600)

Balance at 12/31/05 150,000 0 150,000

Net income (loss)
285 285
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 Financial statements use the fi nancial data reported in the accounting system and present 
this data in a more meaningful manner. Each statement reports on critical areas. Specifi cally, a 
review of the fi nancial statements for the IAL illustration provides the following information:  

•     Balance Sheet . Th is statement provides information about a company’s fi nancial position at 
a point in time. It shows an entity’s assets, liabilities, and owners’ equity at a particular date. 
Two years are usually presented so that comparisons can be made. Less signifi cant accounts 
can be grouped into a single line item. One observation from the IAL illustration is that 
although total assets have increased signifi cantly (about 16 percent), equity has increased 
less than 0.2 percent—most of the increase in total assets is due to the increase in liabilities.  

•     Income Statement . Th is statement provides information about a company’s profi tability 
over a period of time. It shows the amount of revenue, expense, and resulting net income or 
loss for a company during a period of time. Again, less signifi cant accounts can be grouped 
into a single line item—in this illustration, expenses other than cost of goods sold are 
grouped into a single line item. Th e statement shows that IAL has three sources of revenue 
and made a small profi t in its fi rst month of operations. Signifi cantly, most of the revenue 
came from investments rather than subscriptions or book sales.  

•     Statement of Cash Flows . Th is statement provides information about a company’s cash fl ows 
over a period of time. It shows a company’s cash infl ows (receipts) and outfl ows (payments) 
during the period. Th ese fl ows are categorized according to the three groups of business activities: 
operating, fi nancing, and investing. In the illustration, IAL reported a large negative cash fl ow 
from operations ($102,150), primarily because its trading activities involved the purchase of 
a portfolio of securities but no sales were made from the portfolio. (Note that the purchase of 
investments for IAL appears in its operating section because the company is in the business of 
trading securities. In contrast, for a nontrading company, investment activity would be shown 
as investing cash fl ows rather than operating cash fl ows.) IAL’s negative operating and investing 
cash fl ows were funded by $12,000 bank borrowing and a $96,150 reduction in the cash balance.  

•     Statement of Owners’ Equity . Th is statement provides information about the composition 
and changes in owners’ equity during a period of time. In this illustration, the only change 
in equity resulted from the net income of $285. A  Statement of Retained Earnings  (not 
shown) would report the changes in a company’s retained earnings during a period of time.   

 Th ese statements again illustrate the interrelationships among fi nancial statements. On the 
balance sheet, we see beginning and ending amounts for assets, liabilities, and owners’ equity. 
Owners’ equity increased from $150,000 to $150,285. Th e statement of owners’ equity presents 
a breakdown of this $285 change. Th e arrow from the statement of owners’ equity to the owners’ 
equity section of the balance sheet explains that section of the balance sheet. In the IAL illustra-
tion, the entire $285 change resulted from an increase in retained earnings. In turn, the increase 
in retained earnings resulted from $285 net income. Th e income statement presents a breakdown 
of the revenues and expenses resulting in this $285. Th e arrow from the income statement to the 
net income fi gure in the owners’ equity section explains how reported net income came about. 

 Also on the balance sheet, we see that cash decreased from $150,000 at the beginning of 
the month to $53,850 at the end of the month. Th e statement of cash fl ows provides infor-
mation on the increases and decreases in cash by group of business activity. Th e arrow from 
the statement of cash fl ows to the ending cash fi gure shows that the statement of cash fl ows 
explains in detail the ending cash amount. 

 In summary, the balance sheet provides information at a point in time (fi nancial position), 
whereas the other statements provide useful information regarding the activity during a period 
of time (profi tability, cash fl ow, and changes in owners’ equity).     
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 5. ACCRUALS AND VALUATION ADJUSTMENTS 

 In a simple business model such as the investment company discussed in the illustration above, 
many transactions are handled in cash and settled in a relatively short time frame. Further-
more, assets and liabilities have a fi xed and determinable value. Translating business transac-
tions into the accounting system is fairly easy. Diffi  culty usually arises when a cash receipt or 
disbursement occurs in a diff erent period than the related revenue or expense, or when the 
reportable values of assets vary. Th is section will address the accounting treatment for these 
situations—namely, accruals and valuation adjustments.  

 5.1.     Accruals 

 Accrual accounting requires that revenue be recorded when earned and that expenses be re-
corded when incurred, irrespective of when the related cash movements occur. Th e purpose 
of accrual entries is to report revenue and expense in the proper accounting period. Because 
accrual entries occur due to timing diff erences between cash movements and accounting 
recognition of revenue or expense, it follows that there are only a few possibilities. First, cash 
movement and accounting recognition can occur at the same time, in which case there is 
no need for accruals. Second, cash movement may occur before or after accounting recog-
nition, in which case accruals are required. Th e possible situations requiring accrual entries 
are summarized into four types of accrual entries shown in  Exhibit 10  and discussed below. 
Each type of accrual involves an originating entry and at least one adjusting entry at a later 
date or dates. 

    EXHIBIT 10       Accruals 

 Cash Movement prior to 
Accounting Recognition 

 Cash Movement in 
the Same Period as 

Accounting Recognition 
 Cash Movement after 

Accounting Recognition 

 Revenue  UNEARNED 
(DEFERRED) REVENUE 

Settled transaction–no 
accrual entry needed

 UNBILLED (ACCRUED) 
REVENUE 

•      Originating entry –record 
cash receipt and establish a 
liability (such as unearned 
revenue)  

•     Adjusting entry –reduce 
the liability while 
recording revenue   

•      Originating entry –record 
revenue and establish an asset 
(such as unbilled revenue)  

•     Adjusting entry –When 
billing occurs, reduce unbilled 
revenue and increase accounts 
receivable. When cash is 
collected, eliminate the 
receivable.   

 Expense  PREPAID EXPENSE  ACCRUED EXPENSES 

•      Originating entry –record 
cash payment and establish 
an asset (such as prepaid 
expense)  

•     Adjusting entry –reduce 
the asset while recording 
expense   

•      Originating entry –establish 
a liability (such as accrued 
expenses) and record an 
expense  

•     Adjusting entry –reduce the 
liability as cash is paid   
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  Unearned revenue  (or  deferred revenue ) arises when a company receives cash prior to 
earning the revenue. In the IAL illustration, in Transaction 5, the company received $1,200 
for a 12-month subscription to a monthly newsletter. At the time the cash was received, the 
company had an obligation to deliver 12 newsletters and thus had not yet earned the revenue. 
Each month, as a newsletter is delivered, this obligation will decrease by 1/12th (i.e., $100). 
And at the same time, $100 of revenue will be earned. Th e accounting treatment involves an 
originating entry (the initial recording of the cash received and the corresponding liability to 
deliver newsletters) and, subsequently, 12 future adjusting entries, the fi rst one of which was 
illustrated as Transaction 12. Each adjusting entry reduces the liability and records revenue. 

 In practice, a large amount of unearned revenue may cause some concern about a company’s 
ability to deliver on this future commitment. Conversely, a positive aspect is that increases in 
unearned revenue are an indicator of future revenues. For example, a large liability on the balance 
sheet of an airline relates to cash received for future airline travel. Revenue will be recognized as 
the travel occurs, so an increase in this liability is an indicator of future increases in revenue. 

  Unbilled revenue  (or  accrued revenue ) arises when a company earns revenue prior to 
receiving cash but has not yet recognized the revenue at the end of an accounting period. In 
such cases, the accounting treatment involves an originating entry to record the revenue earned 
through the end of the accounting period and a related receivable refl ecting amounts due from 
customers. When the company receives payment (or if goods are returned), an adjusting entry 
eliminates the receivable. 

 Accrued revenue specifi cally relates to end-of-period accruals; however, the concept is 
similar to any sale involving deferred receipt of cash. In the IAL illustration, in Transaction 9, 
the company sold books on account, so the revenue was recognized prior to cash receipt. Th e 
accounting treatment involved an entry to record the revenue and the associated receivable. 
In the future, when the company receives payment, an adjusting entry (not shown) would 
eliminate the receivable. In practice, it is important to understand the quality of a company’s 
receivables (i.e., the likelihood of collection). 

  Prepaid expense  arises when a company makes a cash payment prior to recognizing an 
expense. In Exhibit 3, in Transaction 3, the company prepaid one month’s rent. Th e account-
ing treatment involves an originating entry to record the payment of cash and the prepaid asset 
refl ecting future benefi ts, and a subsequent adjusting entry to record the expense and eliminate 
the prepaid asset. (See the boxes showing the accounting treatment of Transaction 3, which 
refers to the originating entry, and Transaction 3a, which refers to the adjusting entry.) In other 
words, prepaid expenses are assets that will be subsequently expensed. In practice, particularly 
in a valuation, one consideration is that prepaid assets typically have future value only as future 
operations transpire, unless they are refundable. 

  Accrued expenses  arise when a company incurs expenses that have not yet been paid as of 
the end of an accounting period. Accrued expenses result in liabilities that usually require future 
cash payments. In the IAL illustration, the company had incurred wage expenses at month end, 
but the payment would not be made until after the end of the month (Transaction 11). To refl ect 
the company’s position at the end of the month, the accounting treatment involved an originat-
ing entry to record wage expense and the corresponding liability for wages payable, and a future 
adjusting entry to eliminate the liability when cash is paid (not shown because wages will be paid 
only in February). Similarly, the IAL illustration included interest accrual on the company’s bank 
borrowing. (See the boxes showing the accounting treatment of Transaction 8, where Transaction 
8 refers to the originating entry, and Transaction 8a, which refers to the adjusting entry.) 

 As with accrued revenues, accrued expenses specifi cally relate to end-of-period accruals. 
Accounts payable are similar to accrued expenses in that they involve a transaction that occurs 
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now but the cash payment is made later. Accounts payable is also a liability but often relates to 
the receipt of inventory (or perhaps services) as opposed to recording an immediate expense. 
Accounts payable should be listed separately from other accrued expenses on the balance sheet 
because of their diff erent nature. 

 Overall, in practice, complex businesses require additional accruals that are theoretically 
similar to the four categories of accruals discussed above but which require considerably more 
judgment. For example, there may be signifi cant lags between a transaction and cash settle-
ment. In such cases, accruals can span many accounting periods (even 10–20 years!), and it is 
not always clear when revenue has been earned or an expense has been incurred. Considerable 
judgment is required to determine how to allocate/distribute amounts across periods. An ex-
ample of such a complex accrual would be the estimated annual revenue for a contractor on a 
long-term construction project, such as building a nuclear power plant. In general, however, 
accruals fall under the four general types and follow essentially the same pattern of originating 
and adjusting entries as the basic accruals described.   

 5.2.     Valuation Adjustments 

 In contrast to accrual entries that allocate revenue and expenses into the appropriate account-
ing periods, valuation adjustments are made to a company’s assets or liabilities—only where 
required by accounting standards—so that the accounting records refl ect the current market 
value rather than the historical cost. In this discussion, we focus on valuation adjustments to 
assets. For example, in the IAL illustration, Transaction 13 adjusted the value of the company’s 
investment portfolio to its current market value. Th e income statement refl ects the $2,100 in-
crease (including interest), and the ending balance sheets report the investment portfolio at its 
current market value of $102,100. In contrast, the equipment in the IAL illustration was not 
reported at its current market value and no valuation adjustment was required. 

 As this illustration demonstrates, accounting regulations do not require all types of assets to 
be reported at their current market value. Some assets (e.g., trading securities) are shown on the 
balance sheet at their current market value, and changes in that market value are reported in the 
income statement. Some assets are shown at their historical cost (e.g., specifi c classes of investment 
securities being held to maturity). Other assets (e.g., a particular class of investment securities) are 
shown on the balance sheet at their current market value, but changes in market value bypass the 
income statement and are recorded directly into shareholders’ equity under a component referred 
to as “other comprehensive income.” Th is topic will be discussed in more detail in later chapters. 

 In summary, where valuation adjustment entries are required for assets, the basic pattern 
is the following for increases in assets: An asset is increased with the other side of the equation 
being a gain on the income statement or an increase to other comprehensive income. Con-
versely for decreases: An asset is decreased with the other side of the equation being a loss on 
the income statement or a decrease to other comprehensive income.     

6.  ACCOUNTING SYSTEMS 

 Th e accounting system set forth for the IAL illustration involved a very simple business, a 
single month of activity, and a small number of transactions. In practice, most businesses are 
more complicated and have many more transactions. Accordingly, actual accounting systems, 
although using essentially the same logic as discussed in the illustration, are both more effi  cient 
than a spreadsheet and more complex.  
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 6.1.     Flow of Information in an Accounting System 

 Accounting texts typically discuss accounting systems in detail because accountants need to 
understand each step in the process. While analysts do not need to know the same details, they 
should be familiar with the fl ow of information through a fi nancial reporting system. Th is fl ow 
and the key related documents are described in  Exhibit 11 . 

    EXHIBIT 11       Accounting System Flow and Related Documents 

Journal entries and adjusting 
entries

   A journal is a document or computer fi le in which business 
transactions are recorded in the order in which they occur 
(chronological order). Th e general journal is the collection of all 
business transactions in an accounting system sorted by date. All 
accounting systems have a general journal to record all transactions. 
Some accounting systems also include special journals. For example, 
there may be one journal for recording sales transactions and another 
for recording inventory purchases.  
  Journal entries—recorded in journals—are dated, show the accounts 
aff ected, and the amounts. If necessary, the entry will include an 
explanation of the transaction and documented authorization to record 
the entry. As the initial step in converting business transactions into 
fi nancial information, the journal entry is useful for obtaining detailed 
information regarding a particular transaction.  
  Adjusting journal entries, a subset of journal entries, are typically made at 
the end of an accounting period to record items such as accruals that are 
not yet refl ected in the accounting system.   

↓
General ledger and 
T- accounts

   A ledger is a document or computer fi le that shows all business 
transactions by account. Note that the general ledger, the core of 
every accounting system, contains all of the same entries as that 
posted to the general journal—the only diff erence is that the data are 
sorted by date in a journal and by account in the ledger. Th e general 
ledger is useful for reviewing all of the activity related to a single 
account. T-accounts, explained in the Appendix, are representations 
of ledger accounts and are frequently used to describe or analyze 
accounting transactions.   

↓
Trial balance and adjusted 
trial balance

   A trial balance is a document that lists account balances at a particular 
point in time. Trial balances are typically prepared at the end of an 
accounting period as a fi rst step in producing fi nancial statements. 
A key diff erence between a trial balance and a ledger is that the trial 
balance shows only total ending balances. An initial trial balance assists 
in the identifi cation of any adjusting entries that may be required. 
Once these adjusting entries are made, an adjusted trial balance can be 
prepared.   

↓
Financial statements    Th e fi nancial statements, a fi nal product of the accounting system, 

are prepared based on the account totals from an adjusted trial 
balance.   
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 6.2.     Debits and Credits 

 Reviewing the example of IAL, it is clear that the accounting treatment of every transaction 
involved at least two accounts and the transaction either increased or decreased the val-
ue of any aff ected account. Traditionally, accounting systems have used the terms  debit  
and  credit  to describe changes in an account resulting from the accounting processing 
of a transaction. Th e correct usage of “debit” and “credit” in an accounting context dif-
fers from how these terms are used in everyday language.  6    Th e accounting defi nitions of 
debit and credit ensure that, in processing a transaction, the sum of the debits equals the 
sum of the credits, which is consistent with the accounting equation always remaining 
in balance. 

 Although mastering the usage of the terms “debit” and “credit” is essential for an account-
ant, an analyst can still understand fi nancial reporting mechanics without speaking in terms of 
debits and credits. In general, this text avoids the use of debit/credit presentation; however, for 
reference, Appendix 2 presents the IAL illustration in a debit and credit system. 

 Th e following section broadly describes some considerations for using fi nancial statements 
in security analysis.     

 7. USING FINANCIAL STATEMENTS IN SECURITY ANALYSIS 

 Financial statements serve as a foundation for credit and equity analysis, including security val-
uation. Analysts may need to make adjustments to refl ect items not reported in the statements 
(certain assets/liabilities and future earnings). Analysts may also need to assess the reasonable-
ness of management judgment (e.g., in accruals and valuations). Because analysts typically will 
not have access to the accounting system or individual entries, they will need to infer what 
transactions were recorded by examining the fi nancial statements.  

 7.1.     Th e Use of Judgment in Accounts and Entries 

 Quite apart from deliberate misrepresentations, even eff orts to faithfully represent the eco-
nomic performance and position of a company require judgments and estimates. Financial 
reporting systems need to accommodate complex business models by recording accruals 
and changes in valuations of balance sheet accounts. Accruals and valuation entries require 
considerable judgment and thus create many of the limitations of the accounting model. 
Judgments could prove wrong or, worse, be used for deliberate earnings manipulation. An 
important fi rst step in analyzing fi nancial statements is identifying the types of accruals and 
valuation entries in an entity’s fi nancial statements. Most of these items will be noted in 
the critical accounting policies/estimates section of management’s discussion and analysis 
(MD&A) and in the signifi cant accounting policies footnote, both found in the annual 
report. Analysts should use this disclosure to identify the key accruals and valuations for a 
company. Th e analyst needs to be aware, as Example 4 shows, that the manipulation of earn-
ings and assets can take place within the context of satisfying the mechanical rules governing 
the recording of transactions.    

  6    In accounting, debits record increases of asset and expense accounts or decreases in liability and owners’ 
equity accounts. Credits record increases in liability, owners’ equity, and revenue accounts or decreases in 
asset accounts. Appendix 2 provides more details. 
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 EXAMPLE 4     Th e Manipulation of Accounting Earnings 

 As discussed in this chapter, the accounting equation can be expressed as Assets = 
Liabilities + Contributed capital + Ending retained earnings ( Equation 5a ). Although the 
equation must remain in balance with each transaction, management can improperly re-
cord a transaction to achieve a desired result. For example, when a company spends cash 
and records an expense, assets are reduced on the left side of the equation and expenses 
are recorded, which lowers retained earnings on the right side. Th e balance is maintained. 
If, however, a company spent cash but did not want to record an expense in order to 
achieve higher net income, the company could manipulate the system by reducing cash 
and increasing another asset. Th e equation would remain in balance and the right-hand 
side of the equation would not be aff ected at all. Th is was one of the techniques used by 
managers at WorldCom to manipulate fi nancial reports, as summarized in a US Securi-
ties and Exchange Commission complaint against the company (emphasis added): 

  In general, WorldCom manipulated its fi nancial results in two ways. First, 
WorldCom reduced its operating expenses by improperly releasing certain 
reserves held against operating expenses. Second,  WorldCom improperly 
reduced its operating expenses by recharacterizing certain expenses as 
capital assets . Neither practice was in conformity with generally accepted 
accounting principles (“GAAP”). Neither practice was disclosed to World-
Com’s investors, despite the fact that both practices constituted changes from 
WorldCom’s previous accounting practices. Both practices falsely reduced 
WorldCom’s expenses and, accordingly, had the eff ect of artifi cially infl ating 
the income WorldCom reported to the public in its fi nancial statements from 
1999 through the fi rst quarter of 2002.  7     

 In 2005, the former CEO of WorldCom was sentenced to 25 years in prison for his role 
in the fraud.  8     Th e analyst should be aware of the possibility of manipulation of earnings 
and be on the lookout for large increases in existing assets, new unusual assets, and un-
explained changes in fi nancial ratios.  

  7    SEC vs. WorldCom, 5 November 2002:  www.sec.gov/litigation/complaints/comp17829.htm . 
  8    “Ebbers Is Sentenced to 25 Years For $11 Billion WorldCom Fraud,”  Wall Street Journal , 14 July 2005, 
A1. 

 7.2.     Misrepresentations 

 It is rare in this age of computers that the mechanics of an accounting system do not work. 
Most computer accounting systems will not allow a company to make one-sided entries. It is 
important to note, however, that just because the mechanics work does not necessarily mean 
that the judgments underlying the fi nancial statements are correct. An unscrupulous account-
ant could structure entries to achieve a desired result. For example, if a manager wanted to 
record fi ctitious revenue, a fi ctitious asset (a receivable) could be created to keep the accounting 
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equation in balance. If the manager paid for something but did not want to record an expense, 
the transaction could be recorded in a prepaid asset account. If cash is received but the manager 
does not want to record revenue, a liability could be created. Understanding that there has to be 
another side to every entry is key in detecting inappropriate accounting because—usually in the 
course of “fi xing” one account—there will be another account with a balance that does not make 
sense. In the case of recording fi ctitious revenue, there is likely to be a growing receivable whose 
collectibility is in doubt. Ratio analysis, which is discussed further in later chapters, can assist in 
detecting suspect amounts in these accounts. Furthermore, the accounting equation can be used 
to detect likely accounts where aggressive or even fraudulent accounting may have occurred.    

 8. SUMMARY 

 Th e accounting process is a key component of fi nancial reporting. Th e mechanics of this process 
convert business transactions into records necessary to create periodic reports on a company. An 
understanding of these mechanics is useful in evaluating fi nancial statements for credit and eq-
uity analysis purposes and in forecasting future fi nancial statements. Key concepts are as follows:  

•    Business activities can be classifi ed into three groups: operating activities, investing activities, 
and fi nancing activities.  

•    Companies classify transactions into common accounts that are components of the fi ve 
fi nancial statement elements: assets, liabilities, equity, revenue, and expense.  

•    Th e core of the accounting process is the basic accounting equation: Assets = Liabilities + 
Owners’ equity.  

•    Th e expanded accounting equation is Assets = Liabilities + Contributed capital + Beginning 
retained earnings + Revenue – Expenses – Dividends.  

•    Business transactions are recorded in an accounting system that is based on the basic and 
expanded accounting equations.  

•    Th e accounting system tracks and summarizes data used to create fi nancial statements: the 
balance sheet, income statement, statement of cash fl ows, and statement of owners’ equity. 
Th e statement of retained earnings is a component of the statement of owners’ equity.  

•    Accruals are a necessary part of the accounting process and are designed to allocate activity 
to the proper period for fi nancial reporting purposes.  

•    Th e results of the accounting process are fi nancial reports that are used by managers, inves-
tors, creditors, analysts, and others in making business decisions.  

•    An analyst uses the fi nancial statements to make judgments on the fi nancial health of a company.  
•    Company management can manipulate fi nancial statements, and a perceptive analyst can 

use his or her understanding of fi nancial statements to detect misrepresentations.      

 APPENDIX: A DEBIT/CREDIT ACCOUNTING SYSTEM     

 Th e main section of this chapter presented a basic accounting system represented as a spread-
sheet. An alternative system that underlies most manual and electronic accounting systems 
uses debits and credits. Both a spreadsheet and a debit/credit system are based on the basic 
accounting equation: 

 Assets = Liabilities + Owners’ equity 
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 Early generations of accountants desired a system for recording transactions that main-
tained the balance of the accounting equation and avoided the use of negative numbers (which 
could lead to errors in recording). Th e system can be illustrated with T-accounts for every 
account involved in recording transactions. Th e T-account is so named for its shape: 

 T-Account 

Debit Credit

 Th e left-hand side of the T-account is called a “debit,” and the right-hand side is termed 
a “credit.” Th e names should not be construed as denoting value. A debit is not better than 
a credit and vice versa. Debit simply means the left side of the T-account, and credit simply 
means the right side. Traditionally, debit is abbreviated as “DR,” whereas credit is abbreviated 
“CR.” Th e T-account is also related to the balance sheet and accounting equation as follows: 

 Balance Sheet 

Assets Liabilities

  Owners’ Equity

 Assets are referred to as the left side of the balance sheet (and accounting equation) and 
hence are on the left side of the T-account. Assets are, therefore, recorded with a debit balance. 
In other words, to record an increase in an asset, an entry is made to the left-hand side of a 
T-account. A decrease to an asset is recorded on the right side of a T-account. Liabilities and 
owners’ equity are referred to as the right side of the balance sheet (and accounting equation). 
Increases to liabilities and owners’ equity are recorded on the right side of a T-account; decreas-
es to liabilities and owners’ equity are recorded on the left side. 

 At any point in time, the balance in an account is determined by summing all the amounts 
on the left side of the account, summing all the amounts on the right side of the account, and 
calculating the diff erence. If the sum of amounts on the left side of the account is greater than 
the sum of amounts on the right side of the account, the account has a debit balance equal to 
the diff erence. If the sum of amounts on the right side of the account is greater than the sum 
of amounts on the left side of the account, the account has a credit balance. 

 A T-account is created for each asset account, liability account, and owners’ equity ac-
count. Th e collection of these T-accounts at the beginning of the year for a fi ctitious company, 
Investment Advisers, Ltd. (IAL), is presented in Exhibit 1. Each balance sheet T-account is 
termed a “permanent” or “real” account because the balance in the account carries over from 
year-to-year. 

    EXHIBIT 1       Balance Sheet T-Accounts for Investment Advisers, Ltd.   

 Cash  Accounts Receivable  Inventory 

 

           

 Investments  Offi  ce Equipment  Accumulated Depreciation 
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 Deposits  Prepaid Rent  Accounts Payable 

     

       

 Accrued Wages  Unearned Fees  Bank Debt 

       

           

 Accrued Interest  Contributed Capital  Retained Earnings 

         

           

    
 T-accounts are also set up for each income statement account. Th ese T-accounts are re-

ferred to as “temporary” or “nominal” accounts because they are transferred at the end of each 
fi scal year by transferring any net income or loss to the balance sheet account, Retained Earn-
ings. Income statement T-accounts for IAL are presented in Exhibit 2. 

    EXHIBIT 2       Income Statement T-Accounts for Investment Advisers, Ltd.   

 Fee Revenue  Book Sales Revenue  Investment Income 

           

           

 

 Cost of Goods Sold  Advertising Expense  Rent Expense 

 

 

 

 Depreciation Expense  Wage Expense  Interest Expense 

 

 

    
 Th e collection of all business transactions sorted by account, real and temporary, for 

a company comprise the general ledger. Th e general ledger is the core of every accounting 
system, where all transactions are ultimately entered. To illustrate the use of T-accounts, 
we will use the transactions for IAL summarized in Exhibit 3. We will fi rst enter each 
transaction into the general ledger T-accounts, then use the information to prepare fi nan-
cial statements.

EXHIBIT 1 (Continued)
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    EXHIBIT 3       Business Transactions for Investment Advisers, Ltd.  

 #  Date  Business Activity 

1 31 December 
2005

•     File documents with regulatory authorities to establish a separate legal 
entity. Initially capitalize the company through deposit of $150,000 
from the three owners.   

2 2 January 2006 •     Set up a $100,000 investment account and purchase a portfolio of 
equities and fi xed-income securities.   

3 2 January 2006 •     Pay $3,000 to landlord for offi  ce/warehouse. $2,000 represents a 
refundable deposit, and $1,000 represents the fi rst month’s rent.   

4 3 January 2006 •     Purchase offi  ce equipment for $6,000. Th e equipment has an 
estimated life of two years with no salvage value.   

5 3 January 2006 •     Receive $1,200 cash for a one-year subscription to the monthly 
newsletter.   

6 10 January 2006 •     Purchase and receive 500 books at a cost of $20 per book for a total of 
$10,000. Invoice terms are that payment from IAL is due in 30 days. 
No cash changes hands. Th ese books are intended for resale.   

7 10 January 2006 •     Spend $600 on newspaper and trade magazine advertising for the 
month.   

8 15 January 2006 •     Borrow $12,000 from a bank for working capital. Interest is payable 
annually at 10 percent. Th e principal is due in two years.   

9 15 January 2006 •     Ship fi rst order to a customer consisting of fi ve books at $25 per book. 
Invoice terms are that payment is due in 30 days. No cash changes hands.   

10 15 January 2006 •     Sell for cash 10 books at $25 per book at an investment conference.   

11 30 January 2006 •     Hire a part-time clerk. Th e clerk is hired through an agency that also 
handles all payroll taxes. Th e company is to pay $15 per hour to the 
agency. Th e clerk works six hours prior to 31 January, but no cash will 
be paid until February.   

12 31 January 2006 •     Mail out the fi rst month’s newsletter to customer. Th is subscription 
had been sold on 3 January. See item 5.   

13 31 January 2006 •     Review of the investment portfolio shows that $100 of interest income 
was earned and the market value of the portfolio has increased by 
$2,000. Th e balance in the investment account is now $102,100. 
Securities are classifi ed as “trading” securities.   

Because this is a new business, the company’s general ledger T-accounts initially have a zero 
balance. 

     31 December 2005 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

1 •     File documents with regulatory authorities 
to establish a separate legal entity. Initially 
capitalize the company through deposit of 
$150,000 from the three owners.   

•      Cash [A]  is increased by $150,000, and 
 contributed capital [E]  is increased by 
$150,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   
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 Th is transaction aff ects two accounts: cash and contributed capital. (Cash is an asset, and 
contributed capital is part of equity.) Th e transaction is entered into the T-accounts as shown 
below. Th e number in parenthesis references the transaction number. 

 Cash  Contributed Capital 

150,000 (1) 150,000 (1)

 

 

 Cash is an asset account, and assets are on the left-hand side of the balance sheet (and basic 
accounting equation); therefore, cash is increased by recording the $150,000 on the debit (left) 
side of the T-account. Contributed capital is an equity account, and equity accounts are on the 
right-hand side of the balance sheet; therefore, contributed capital is increased by recording 
$150,000 on the credit (right) side of the T-account. Note that the sum of the debits for this 
transaction equals the sum of the credits:

 DR = $150,000   

 CR = $150,000   

 DR = CR 

  Each transaction must always maintain this equality. Th is ensures that the accounting system 
(and accounting equation) is kept in balance. At this point in time, the company has assets 
(resources) of $150,000, and the owners’ claim on the resources equals $150,000 (their con-
tributed capital) because there are no liabilities at this point. 

 Transactions are recorded in a journal, which is then “posted to” (recorded in) the general 
ledger. When a transaction is recorded in a journal, it takes the form:

 Date  Account  DR  CR 

13 Dec 2005 Cash 150,000

Contributed Capital 150,000

  Th is kind of entry is referred to as a “journal entry,” and it is a summary of the information that 
will be posted in the general ledger T-accounts.

      2 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

2 •     Set up a $100,000 investment account and 
purchase a portfolio of equities and fi xed-
income securities.   

•      Investments [A]  were increased by 
$100,000, and  cash [A]  was decreased by 
$100,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  
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 Th is transaction aff ects two accounts but only one side of the accounting equation. Cash is 
reduced when the investments are purchased. Another type of asset, investments, increases. 
Th e T-account entries are shown below: 

 Cash  Investment 

150,000 (1) 100,000 (2) 100,000 (2)

 

 

 Th e cash account started with a $150,000 debit balance from the previous transaction. As-
sets are reduced by credit entries, so the reduction in cash is recorded by entering the $100,000 
on the credit (right) side of the cash T-account. Th e investment account is also an asset, and the 
increase in investments is recorded by entering $100,000 on the debit side of the investments 
T-account. Transaction 2 balances because Transaction 2 debits equal Transaction 2 credits. 

 Going forward, we will use the traditional accounting terms of debit (debiting, debited) to 
indicate the action of entering a number in the debit side of an account, and credit (crediting, 
credited) to indicate the action of entering an amount on the credit side of an account.

      2 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

3 •     Pay $3,000 to landlord for offi  ce/warehouse. 
$2,000 represents a refundable deposit, and 
$1,000 represents the fi rst month’s rent.   

•      Cash [A]  was decreased by $3,000,  deposits 
[A]  were increased by $2,000, and  prepaid 
rent [A]  was increased by $1,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Cash is reduced once again by crediting the account by $3,000. On the other side of the trans-
action, two asset accounts increase. Deposits are increased by debiting the account for $2,000, 
while prepaid rent is increased by debiting that account for $1,000:

 Cash  Deposits  Prepaid Rent 

150,000 (1) 100,000 (2) 2,000 (3) 1,000 (3)

3,000 (3)

 

  Th e sum of the debits for Transaction 3 equals the sum of the credits (i.e., $3,000).

      3 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

4 •     Purchase offi  ce equipment for $6,000 in 
cash. Th e equipment has an estimated life of 
two years with no salvage value.   

•      Cash [A]  was decreased by $6,000, and 
 offi  ce equipment [A]  was increased by 
$6,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  
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 Cash is credited for $6,000, while offi  ce equipment is debited for $6,000. Both are asset ac-
counts, so these entries refl ect a reduction in cash and an increase in offi  ce equipment. 

 Cash  Offi  ce Equipment 

150,000 (1) 100,000 (2) 6,000 (4)  

  3,000 (3)    

  6,000 (4)    

      3 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

5 •     Receive $1,200 cash for a one-year 
subscription to the monthly newsletter.   

•      Cash [A]  was increased by $1,200, and 
 unearned fees [L]  was increased by $1,200.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 In this transaction, the company has received cash related to the sale of subscriptions. 
However, the company has not yet actually earned the subscription fees because it has an 
obligation to deliver newsletters in the future. So, this amount is recorded as a liability called 
“unearned fees” (or “unearned revenue”). In the future, as the company delivers the newslet-
ters and thus fulfi lls its obligation, this amount will be transferred to revenue. If they fail to 
deliver the newsletters, the fees will need to be returned to the customer. To record the transac-
tion, cash is debited (increased), while a liability account, unearned fees, is credited. Liabilities 
are on the right-hand side of the balance sheet and are, therefore, increased by crediting the 
T-account. 

 Cash  Unearned Fees 

150,000 (1) 100,000 (2) 1,200 (5)

1,200 (5) 3,000 (3)

  6,000 (4)

  Th e sum of Transaction 5 debits and credits each equal $1,200.

     10 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

6 •     Purchase and receive 500 books at a cost of 
$20 per book for a total of $10,000. Invoice 
terms are that payment from IAL is due 
in 30 days. No cash changes hands. Th ese 
books are intended for resale.   

•      Inventory [A]  is increased by $10,000, 
and  accounts payable [L]  is increased by 
$10,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Th e company has obtained an asset, inventory, which can be sold to customers at a later date. 
Rather than paying cash to the supplier currently, the company has an obligation to do so in 
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30 days. Th is represents a liability (“accounts payable”) to the supplier. Inventory is debited for 
$10,000, while the liability, accounts payable, is credited for $10,000. Note that there is no 
impact on the cash account. 

 Inventory  Accounts Payable 

10,000 (6) 10,000 (6)

 

     10 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

7 •     Spend $600 on newspaper and trade 
magazine advertising for the month   

•      Cash [A]  was decreased by $600, and 
 advertising expense [X]  was increased by 
$600.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Unlike the previous expenditures, advertising is not an asset. Its future economic benefi ts 
are unclear, unlike equipment, which is expected to be useful over multiple periods. Expendi-
tures such as advertising are recorded as an expense when they are incurred. To record the 
advertising expense, cash is credited for $600, and advertising expense is debited for $600. Ex-
penses reduce net income, and thus reduce retained earnings. Decreases in retained earnings, 
as with any equity account, are recorded as debits. Th e entries with respect to retained earnings 
will be presented later in this section after the income statement.

 Cash  Advertising Expense 

150,000 (1) 100,000 (2) 600 (7)

1,200 (5) 3,000 (3)    

  6,000 (4)    

600 (7)

 

     15 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

8 •     Borrow $12,000 from a bank for working 
capital. Interest is payable annually at 10 
percent. Th e principal is due in two years.   

•      Cash [A]  is increased by $12,000, and  Bank 
debt [L]  is increased by $12,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Cash is debited, and a corresponding liability is credited. Initially, no entry is made for interest 
that is expected to be paid on the loan. Interest will be recorded in the future as time passes and 
interest accrues (accumulates) on the loan.
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 Cash  Bank Debt 

150,000 (1) 100,000 (2) 12,000 (8)

1,200 (5) 3,000 (3)    

12,000 (8) 6,000 (4)    

600 (7)

 

  Th e debits and credits of Transaction 8 each total $12,000.

     15 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

9 •     Ship fi rst order to a customer consisting of fi ve 
books at $25 per book. Invoice terms are that 
payment is due in 30 days. No cash changes 
hands.   

•      Accounts receivable [A]  increased 
by $125, and  book sales revenue 
[R]  increased by $125. Additionally, 
 inventory [A]  decreased by $100, and 
 cost of goods sold [X]  increased by 
$100.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Th e company has now made a sale. Sale transaction records have two parts. One part records 
the $125 revenue to be received from the customer, and the other part records the $100 cost of 
the goods that have been sold. For the fi rst part, accounts receivable is debited (increased) for 
$125, and a revenue account is credited for $125.

 Accounts Receivable  Book Sales Revenue 

125 (9) 125 (9)

 

  For the second part, inventory is credited (reduced) for $100, and an expense, cost of goods 
sold, is debited (increased) to refl ect the cost of inventory sold.

 Inventory  Cost of Goods Sold 

10,000 (6) 100 (9) 100 (9)

 

  Note that the sum of debits and the sum of credits for Transaction 9 both equal $225. Th e  
$225 is not meaningful by itself. What is important is that the debits and credits balance.



80 International Financial Statement Analysis

     15 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

10 •     Sell for cash 10 books at $25 per book at an 
investment conference.   

•      Cash [A]  is increased by $250, and  book 
sales revenue [R]  is increased by $250. 
Additionally,  inventory [A]  is decreased 
by $200, and  cost of goods sold [X]  is 
increased by $200.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Similar to the previous transaction, both the sales proceeds and cost of the goods sold must 
be recorded. In this case, however, the sales proceeds are received in cash. To record the sale 
proceeds, the entries include a debit to cash for $250 and a corresponding credit to book sales 
revenue for $250. To record cost of goods sold, the entries include a debit to cost of goods sold 
and a credit to inventory.

 Cash  Book Sales Revenue 

150,000 (1) 100,000 (2) 125 (9)

1,200 (5) 3,000 (3) 250 (10)

12,000 (8) 6,000 (4)

250 (10) 600 (7)

 

 Inventory  Cost of Goods Sold 

10,000 (6) 100 (9) 100 (9)

200 (10) 200 (10)

 

  Transaction 10’s debits and credits are equal, maintaining the accounting system’s balance.

     30 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

11 •     Hire a part-time clerk. Th e clerk is hired 
through an agency that also handles all 
payroll taxes. Th e company is to pay $15 
per hour to the agency. Th e clerk works six 
hours prior to 31 January, but no cash will 
be paid until February.   

•     Th e company owes $90 for wages at 
month-end. Under accrual accounting, 
expenses are recorded when incurred, not 
when paid.  

•     Accrued wages [L]  is increased by $90, and 
 wage expense [X]  is increased by $90. Th e 
accrued wage liability will be eliminated 
when the wages are paid.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Accrued wages is a liability that is increased by crediting that account, whereas payroll is an 
expense account that is increased with a debit.
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 Accrued Wages  Wage Expense 

90 (11) 90 (11)

 

     31 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

12 •     Mail out the fi rst month’s newsletter to 
customer. Th is subscription had been sold 
on 3 January.   

•     One month (or 1/12) of the $1,200 
subscription has been satisfi ed, and thus 
$100 can be recognized as revenue.  

•     Unearned fees [L]  is decreased by $100, 
and  fee revenue [R]  is increased by $100.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 To record the recognition of one month of the subscription fee, the account fee revenue is 
credited (increased) by $100, and the related liability is debited (decreased) by $100.

 Fee Revenue  Unearned Fees 

100 (12) 100 (12) 1,200 (5)

 

     31 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

13 •     Review of the investment portfolio shows 
that $100 of interest income was earned 
and the market value of the portfolio has 
increased by $2,000. Th e balance in the 
investment account is now $102,100. 
Th e securities are classifi ed as “trading” 
securities.   

•      Investment income [R]  is increased by 
$100, and the  investments  account  [A]  is 
increased by $100.  

•    Th e $2,000 increase in the value of the 
portfolio represents unrealized gains that 
are part of income for traded securities. 
Th e  investments  account  [A]  is increased 
by $2,000, and  investment income [R]  is 
increased by $2,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Th e investments account is an asset account that is debited (increased) for $2,100, and invest-
ment income is a revenue account that is credited (increased) by $2,100.

 Investments  Investment Income 

100,000 (2) 2,100 (13)

2,100 (13)
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 Th ese entries complete the recording of the fi rst 13 transactions. In this illustration, there are 
three adjustments. An adjustment must be made related to Transaction 3 to account for the 
fact that a month has passed and rent expense has been incurred. We refer to this as Transaction 
3a. Adjustments must also be made for an estimate of the depreciation of the offi  ce equipment 
(Transaction 4a) and for interest that has accrued on the loan (Transaction 8a).

     31 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

3a •     In item 3, $3,000 was paid to the landlord 
for offi  ce/warehouse, including a $2,000 
refundable deposit and $1,000 for the fi rst 
month’s rent.  

•    Now, the fi rst month has ended, so this rent 
has become a cost of doing business.   

•     To refl ect the full amount of the fi rst 
month’s rent as a cost of doing business, 
 prepaid rent [A]  is decreased by $1,000, 
and  rent expense [X]  is increased by 
$1,000.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Prepaid rent (an asset) is credited for $1,000 to reduce the balance, and rent expense is debited 
for the same amount to record the fact that the expense has now been incurred. After this entry, 
the balance of the prepaid rent asset account is $0. 

 Prepaid Rent  Rent Expense 

1,000 (3) 1,000 (3a) 1,000 (3a)

 

     31 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

4a •     In item 4, offi  ce equipment was 
purchased for $6,000 in cash. Th e 
equipment has an estimated life of two 
years with no salvage value.  

•    Now, one month (or 1/24) of the 
useful life of the equipment has ended 
so a portion of the equipment cost has 
become a cost of doing business.   

•     A portion (1/24) of the total $6,000 cost of 
the offi  ce equipment is allocated to the current 
period’s cost of doing business.  

•     Depreciation expense [X]  is increased by 
$250, and  accumulated depreciation  is 
increased by $250.  

•    Accumulated depreciation is a contra asset 
account to offi  ce equipment   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).   

 Because some time has passed, accounting principles require that the estimated depreciation 
of the equipment be recorded. In this case, one could directly credit offi  ce equipment for $250; 
however, a preferred method is to credit an account called “accumulated depreciation,” which is 
associated with the offi  ce equipment account. Th is accumulated depreciation account “holds” the 
cumulative amount of the depreciation related to the offi  ce equipment. When fi nancial reports 
are prepared, a user is able to see both the original cost of the equipment as well as the accumulat-
ed depreciation. Th e user, therefore, has insight into the age of the asset, and perhaps how much 
time remains before it is likely to be replaced. Accumulated depreciation is termed a “contra” 
asset account and is credited for $250, while depreciation expense is debited (increased) for $250.
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 Accumulated Depreciation  Depreciation Expense 

250 (4a) 250 (4a)

 

     31 January 2006 (excerpt from Exhibit 3) 

 #  Business Activity  Accounting Treatment 

8a •     Th e company borrowed $12,000 from 
a bank on 15 January, with interest 
payable annually at 10 percent and the 
principal due in two years.  

•    Now, one-half of one month has 
passed since the borrowing.   

•     One-half of one month of interest expense 
has become a cost of doing business. $12,000 
times 10% equals $1,200 of annual interest, 
equivalent to $100 per month and $50 for one-
half month.  

•     Interest expense [X]  is increased by $50, and 
 accrued interest [L]  is increased by $50.   

 Accounting elements: Assets (A), Liabilities (L), Equity (E), Revenue (R), and Expenses (X).  

 Accrued interest is a liability that is credited (increased) for $50, and interest expense is debited 
(increased) for $50. Accrued interest is also sometimes referred to as “interest payable.”

 Accrued Interest  Interest Expense 

50 (8a) 50 (8a)

 

 Exhibit 4 summarizes the general ledger T-accounts for IAL at this point in time. For 
accounts with multiple entries, a line is drawn and the debit and credit columns are summed 
and netted to determine the current balance in the account. Th e balance is entered below the 
line. Th ese individual account totals are then summarized in a trial balance as depicted in Ex-
hibit 5. A trial balance is a summary of the account balances at a point in time. An accountant 
can prepare a trial balance at any time to ensure that the system is in balance and to review 
current amounts in the accounts. Note that the debit and credit columns each total $176,065, 
confi rming that the system is in balance. Any diff erence in the column totals would indicate an 
error had been made. Th e trial balance totals have no particular signifi cance and are not used 
in preparing fi nancial statements. Th ese totals are simply the sum of debits and credits in the 
accounting system at that point in time. 

    EXHIBIT 4       General Ledger T-Accounts for Investment Advisors, Ltd.   

 Cash  Accounts Receivable  Inventory 

150,000 (1) 100,000 (2) 125 (9) 10,000 (6) 100 (9)

1,200 (5) 3,000 (3) 200 (10)

12,000 (8) 6,000 (4) 9,700

250 (10) 600 (7)

53,850

 
(continued)



84 International Financial Statement Analysis

 Investments  Offi  ce Equipment  Accumulated Depreciation 

100,000 (2) 6,000 (4) 250 (4a)

2,100 (13)

102,100

 

 Deposits  Prepaid Rent  Accounts Payable 

2,000 (3) 1,000 (3) 1,000 (3a) 10,000 (6)

0

 

 Accrued Wages  Unearned Fees  Bank Debt 

90 (11) 100 (12) 1,200 (5) 12,000 (8)

1,100

 

 Accrued Interest  Contributed Capital  Retained Earnings 

50 (8a) 150,000 (1)

 

 Fee Revenue  Book Sales Revenue  Investment Income 

100 (12) 125 (9) 2,100 (13)

250 (10)

375

 

 Cost of Goods Sold  Advertising Expense  Rent Expense 

100 (9) 600 (7) 1,000 (3a)

200 (10)

300

 

 Depreciation Expense  Wage Expense  Interest Expense 

250 (4a) 90 (11) 50 (8a)

 

EXHIBIT 4 (Continued)
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    EXHIBIT 5       Investment Advisers, Ltd., Trial Balance 

   DR  CR 

Cash 53,850  

Accounts receivable 125  

Inventory 9,700  

Investments 102,100

Offi  ce equipment 6,000  

Accumulated depreciation 250

Deposits 2,000

Prepaid rent 0

Accounts payable 10,000

Accrued wages   90

Unearned fees   1,100

Bank debt   12,000

Accrued interest   50

Contributed capital   150,000

Retained earnings  

Fee revenue   100

Book sales revenue   375

Investment income 2,100

Cost of goods sold 300  

Advertising expense 600  

Rent expense 1,000

Depreciation expense 250  

Wage expense 90  

Interest expense 50  

 Total  176,065  176,065 

 After ensuring that the balances in the trial balance are correct (if there are errors, they are 
corrected and an adjusted trial balance is prepared), we prepare the fi nancial statements. Th e 
trial balance provides the information necessary to prepare the balance sheet and the income 
statement. Th e detail in the general ledger must be reviewed to prepare the statement of cash 
fl ows and statement of owners’ equity. After the income statement is prepared, the temporary 
accounts are closed out (i.e., taken to a zero balance) by transferring each of their balances 
to retained earnings. Th is typically occurs at year-end and is termed the “closing process.” 
Exhibits 6 and 7 show the post-closing general ledger and trial balance, respectively. 



86 International Financial Statement Analysis

    EXHIBIT 6       Post-Closing General Ledger T-Accounts for Investment Advisors, Ltd.   

 Cash  Accounts Receivable  Inventory 

150,000 (1) 100,000 (2) 125 (9) 10,000 (6) 100 (9)

1,200 (5) 3,000 (3) 200 (10)

12,000 (8) 6,000 (4) 9,700

250 (10) 600 (7)

53,850

 

 Investments  Offi  ce Equipment 
 Accumulated 
Depreciation 

100,000 (2) 6,000 (4) 250 (4a)

2,100 (13)

102,100

 

 Deposits  Prepaid Rent  Accounts Payable 

2,000 (3) 1,000 (3) 1,000 (3a) 10,000 (6)

    0

 

 Accrued Wages  Unearned Fees  Bank Debt 

90 (11) 100 (12) 1,200 (5) 12,000 (8)

1,100

 

 Accrued Interest  Contributed Capital  Retained Earnings 

50 (8a) 150,000 (1) 285

 

 Fee Revenue  Book Sales Revenue  Investment Income 

0 0 0

 

 Cost of Goods Sold  Advertising Expense  Rent Expense 

0 0 0

 

 Depreciation Expense  Wage Expense  Interest Expense 

0 0 0
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    EXHIBIT 7       Investment Advisers, Ltd., Post-Closing Trial Balance 

   DR  CR 

Cash 53,850  

Accounts receivable 125  

Inventory 9,700  

Investments 102,100

Offi  ce equipment 6,000  

Accumulated depreciation 250

Deposits 2,000

Prepaid rent 0

Accounts payable 10,000

Accrued wages   90

Unearned fees   1,100

Bank debt   12,000

Accrued interest   50

Contributed capital   150,000

Retained earnings   285

Fee revenue   0

Book sales revenue   0

Investment income 0

Cost of goods sold 0  

Advertising expense 0  

Rent expense 0

Depreciation expense 0  

Wage expense 0  

Interest expense 0  

 Total  173,775  173,775 

 Financial statements are identical whether using a spreadsheet approach or a debit/credit 
approach. Accordingly, the fi nancial statements for IAL that would be prepared using the trial 
balances are identical to those presented in the main body of the chapter as  Exhibit 9 . 

      PROBLEMS       

   1  .     Which of the following items would most likely be classifi ed as an operating activity?  
    A   .     Issuance of debt. 
    B   .     Acquisition of a competitor. 
    C   .     Sale of automobiles by an automobile dealer.   
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   2  .     Which of the following items would most likely be classifi ed as a fi nancing activity?  
    A   .     Issuance of debt. 
    B   .     Payment of income taxes. 
    C   .     Investments in the stock of a supplier.   

   3  .     Which of the following elements represents an economic resource?  
    A   .     Asset. 
    B   .     Liability. 
    C   .     Owners’ equity.   

   4  .     Which of the following elements represents a residual claim?  
    A   .     Asset. 
    B   .     Liability. 
    C   .     Owners’ equity.   

   5  .     An analyst has projected that a company will have assets of €2,000 at year-end and liabil-
ities of €1,200. Th e analyst’s projection of total owners’ equity should be  closest  to:  
    A   .     €800. 
    B   .     €2,000. 
    C   .     €3,200.   

   6  .     An analyst has collected the following information regarding a company in advance of its 
year-end earnings announcement (in millions):

Estimated net income $ 200

Beginning retained earnings $ 1,400

Estimated distributions to owners $ 100

 Th e analyst’s estimate of ending retained earnings (in millions) should be  closest  to:  
    A   .     $1,300. 
    B   .     $1,500. 
    C   .     $1,700.   

   7  .     An analyst has compiled the following information regarding Rubsam, Inc.

Liabilities at year-end € 1,000

Contributed capital at year-end € 500

Beginning retained earnings € 600

Revenue during the year € 5,000

Expenses during the year € 4,300

 Th ere have been no distributions to owners. Th e analyst’s  most likely  estimate of total assets 
at year-end should be  closest  to:  
    A   .     €2,100. 
    B   .     €2,300. 
    C   .     €2,800.   
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   8  .     A group of individuals formed a new company with an investment of $500,000. Th e  most 
likely  eff ect of this transaction on the company’s accounting equation at the time of the 
formation is an increase in cash and:  
    A   .     an increase in revenue. 
    B   .     an increase in liabilities. 
    C   .     an increase in contributed capital.   

   9  .     HVG, LLC paid $12,000 of cash to a real estate company upon signing a lease on 31 
December 2005. Th e payment represents a $4,000 security deposit and $4,000 of rent 
for each of January 2006 and February 2006. Assuming that the correct accounting is to 
refl ect both January and February rent as prepaid, the  most likely  eff ect on HVG’s account-
ing equation in December 2005 is:  
    A   .     no net change in assets. 
    B   .     a decrease in assets of $8,000. 
    C   .     a decrease in assets of $12,000.   

  10  .     TRR Enterprises sold products to customers on 30 June 2006 for a total price of €10,000. 
Th e terms of the sale are that payment is due in 30 days. Th e cost of the products was 
€8,000. Th e  most likely  net change in TRR’s total assets on 30 June 2006 related to this 
transaction is:  
    A   .     €0. 
    B   .     €2,000. 
    C   .     €10,000.   

  11  .     On 30 April 2006, Pinto Products received a cash payment of $30,000 as a deposit on 
production of a custom machine to be delivered in August 2006. Th is transaction would 
 most likely  result in which of the following on 30 April 2006?  
    A   .     No eff ect on liabilities. 
    B   .     A decrease in assets of $30,000. 
    C   .     An increase in liabilities of $30,000.   

  12  .     Squires & Johnson, Ltd., recorded €250,000 of depreciation expense in December 2005. 
Th e  most likely  eff ect on the company’s accounting equation is:  
    A   .     no eff ect on assets. 
    B   .     a decrease in assets of €250,000. 
    C   .     an increase in liabilities of €250,000.   

  13  .     An analyst who is interested in assessing a company’s fi nancial position is  most likely  to 
focus on which fi nancial statement?  
    A   .     Balance sheet. 
    B   .     Income statement. 
    C   .     Statement of cash fl ows.   

  14  .     Th e statement of cash fl ows presents the fl ows into which three groups of business activi-
ties?  
    A   .     Operating, Nonoperating, and Financing. 
    B   .     Operating, Investing, and Financing. 
    C   .     Operating, Nonoperating, and Investing.   
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  15  .     Which of the following statements about cash received prior to the recognition of revenue 
in the fi nancial statements is  most  accurate? Th e cash is recorded as:  
    A   .     deferred revenue, an asset. 
    B   .     accrued revenue, a liability. 
    C   .     deferred revenue, a liability.   

  16  .     When, at the end of an accounting period, a revenue has been recognized in the fi nancial 
statements but no billing has occurred and no cash has been received, the accrual is to:  
    A   .     unbilled (accrued) revenue, an asset. 
    B   .     deferred revenue, an asset. 
    C   .     unbilled (accrued) revenue, a liability.   

  17  .     When, at the end of an accounting period, cash has been paid with respect to an expense, 
the business should then record:  
    A   .     an accrued expense, an asset. 
    B   .     a prepaid expense, an asset. 
    C   .     an accrued expense, a liability.   

  18  .     When, at the end of an accounting period, cash has not been paid with respect to an ex-
pense that has been incurred, the business should then record:  
    A   .     an accrued expense, an asset. 
    B   .     a prepaid expense, an asset. 
    C   .     an accrued expense, a liability.   

  19  .     Th e collection of all business transactions sorted by account in an accounting system is 
referred to as:  
    A   .     a trial balance. 
    B   .     a general ledger. 
    C   .     a general journal.   

  20  .     If a company reported fi ctitious revenue, it could try to cover up its fraud by:  
    A   .     decreasing assets. 
    B   .     increasing liabilities. 
    C   .     creating a fi ctitious asset.         
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 CHAPTER   3   

 FINANCIAL 
REPORTING STANDARDS   

     Elaine     Henry   ,   CFA   
    Jan     Hendrik van Greuning   ,   CFA     

    Th omas R.     Robinson   ,   CFA       

  LEARNING OUTCOMES 

 After completing this chapter, you will be able to do the following:  

•   describe the objective of fi nancial statements and the importance of fi nancial reporting stan-
dards in security analysis and valuation;  

•   describe roles and desirable attributes of fi nancial reporting standard-setting bodies and reg-
ulatory authorities in establishing and enforcing reporting standards, and describe the role 
of the International Organization of Securities Commissions;  

•   describe the status of global convergence of accounting standards and ongoing barriers to 
developing one universally accepted set of fi nancial reporting standards;  

•   describe the International Accounting Standards Board’s conceptual framework, includ-
ing the objective and qualitative characteristics of fi nancial statements, required reporting 
elements, and constraints and assumptions in preparing fi nancial statements;  

•   describe general requirements for fi nancial statements under International Financial Report-
ing Standards (IFRS);  

•   compare key concepts of fi nancial reporting standards under IFRS and US generally accept-
ed accounting principles (US GAAP) reporting systems;  

•   identify characteristics of a coherent fi nancial reporting framework and the barriers to 
creating such a framework;  

•   describe implications for fi nancial analysis of diff ering fi nancial reporting systems and the 
importance of monitoring developments in fi nancial reporting standards;  

•   analyze company disclosures of signifi cant accounting policies.      
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 1. INTRODUCTION 

 Financial reporting standards provide principles for preparing fi nancial reports and deter-
mine the types and amounts of information that must be provided to users of fi nancial 
statements, including investors and creditors, so that they may make informed decisions. 
Th is chapter focuses on the framework within which these standards are created. An un-
derstanding of the underlying framework of fi nancial reporting standards, which is broader 
than knowledge of specifi c accounting rules, will allow an analyst to assess the valuation 
implications of fi nancial statement elements and transactions—including transactions, 
such as those that represent new developments, which are not specifi cally addressed by the 
standards. 

 Section 2 of this chapter discusses the objective of fi nancial statements and the im-
portance of fi nancial reporting standards in security analysis and valuation. Section 3 de-
scribes the roles of fi nancial reporting standard-setting bodies and regulatory authorities 
and several of the fi nancial reporting standard-setting bodies and regulatory authorities. 
Section 4 describes the trend toward and barriers to convergence of global fi nancial report-
ing standards. Section 5 describes the International Financial Reporting Standards (IFRS) 
framework  1    and general requirements for fi nancial statements. Section 6 discusses the char-
acteristics of an eff ective fi nancial reporting framework along with some of the barriers to 
a single coherent framework. Section 7 illustrates some of the specifi c diff erences between 
IFRS and US generally accepted accounting practices (US GAAP), and Section 8 discusses 
the importance of monitoring developments in fi nancial reporting standards. A summary 
of the key points and practice problems in the CFA Institute multiple choice format con-
clude the chapter.    

 2. THE OBJECTIVE OF FINANCIAL REPORTING 

 Th e fi nancial reports of a company include fi nancial statements and other supplemental dis-
closures necessary to assess a company’s fi nancial position and periodic fi nancial performance. 
Financial reporting is based on a simple premise. Th e International Accounting Standards Board 
(IASB), which sets fi nancial reporting standards that have been adopted in many countries, ex-
pressed it as follows in its  Conceptual Framework for Financial Reporting 2010  ( Conceptual Frame-
work 2010 ):  2    

  1    Th e body of standards issued by the International Accounting Standards Board (IASB) is referred to as 
International Financial Reporting Standards. 
  2    In September 2010, the IASB adopted the  Conceptual Framework for Financial Reporting  in place of the 
 Framework for the Preparation and Presentation of Financial Statements  ( 1989 ). Th e  Conceptual Frame-
work  represents the partial completion of a joint convergence project between the IASB and FASB on 
an updated framework. Th e  Conceptual Framework  ( 2010 ) contains two updated chapters:  Th e objective 
of fi nancial reporting  and  Qualitative characteristics of useful fi nancial information.  Th e remainder of the 
material in the  Conceptual Framework  is from the  Framework  ( 1989 ) and will be updated as the project is 
completed. Also in September 2010, the FASB issued Concepts Statement 8,  Conceptual Framework for 
Financial Reporting , to replace Concepts Statements 1 and 2. 
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  Th e objective of general purpose fi nancial reporting is to provide fi nancial infor-
mation about the reporting entity that is useful to existing and potential investors, 
lenders, and other creditors in making decisions about providing resources to the 
entity. Th ose decisions involve buying, selling, or holding equity and debt instru-
ments, and providing or settling loans and other forms of credit.  3     

 Th e objective in the  Conceptual Framework  ( 2010 ) diff ers from the objective of the  Frame-
work for the Preparation and Presentation of Financial Statements  ( 1989 )  4    in a number of key 
ways. Th e scope of the objective now extends to fi nancial reporting, which is broader than 
the previously stated scope that covered fi nancial statements only. Another diff erence is that 
the objective now specifi es the primary users for whom the reports are intended (existing and 
potential investors, etc.) while the previously stated objective referred solely to a “wide range 
of users.” Also, while the  Conceptual Framework  ( 2010 ) identifi es information that should be 
reported—including that about fi nancial position (economic resources and claims), changes 
in economic resources and claims, and fi nancial performance refl ected by accrual accounting 
and past cash fl ows—it does not list that information within the objective itself, unlike the 
previously stated objective. 

 Standards are developed in accordance with a framework so it is useful to have an agreed 
upon framework to guide the development of standards. Th e joint conceptual framework 
project of the IASB and the US Financial Accounting Standards Board (FASB) aims to de-
velop a common foundation for standards. Standards based on this foundation should be 
principles-based, internally consistent, and converged. Until recently, fi nancial reporting 
standards were primarily developed independently by each country’s standard-setting body. 
Th is independent standard setting created a wide range of standards, some of which were quite 
comprehensive and complex (often considered to be rules-based standards), and others more 
general (often considered to be principles-based standards). Recent accounting scandals and 
the economic crisis of 2008–2009 increased awareness of the need for high quality, more uni-
form global fi nancial reporting standards and provided the impetus for stronger coordination 
among the major standard-setting bodies. Such coordination is also a natural outgrowth of the 
increased globalization of capital markets. 

 Developing fi nancial reporting standards is complicated because the underlying economic 
reality is complicated. Th e fi nancial transactions and fi nancial position that companies aim to 
represent in their fi nancial reports are also complex. Furthermore, uncertainty about various 
aspects of transactions often results in the need for accruals and estimates, both of which ne-
cessitate judgment. Judgment varies from one preparer to the next. Accordingly, standards are 
needed to achieve some amount of consistency in these judgments. Even with such standards, 
there usually will be no single correct answer to the question of how to refl ect economic reality 
in fi nancial reports. Nevertheless, fi nancial reporting standards try to limit the range of accept-
able answers in order to increase consistency in fi nancial reports.  

  3     Conceptual Framework (2010)  Chapter 1, OB2. Under US GAAP, the identical statement appears in 
Concept Statement 8, Chapter 1, OB2. 
  4    Th e  Framework (1989)  stated that, “Th e objective of fi nancial statements is to provide information 
about the fi nancial position, performance, and changes in fi nancial position of an entity; this information 
should be useful to a wide range of users for the purpose of making economic decisions.” 



94 International Financial Statement Analysis

 Th e IASB and the FASB have developed similar fi nancial reporting frameworks which 
specify the overall objective and qualities of information to be provided. Financial reports are 
intended to provide information to many users, including investors, creditors, employees, cus-
tomers, and others. As a result of this multipurpose nature, fi nancial reports are  not  designed 

 EXAMPLE 1    Estimates in Financial Reporting 

 To facilitate comparisons across companies (cross sectional analysis) and over time for 
a single company (time series analysis), it is important that accounting methods are 
comparable and consistently applied. However, accounting standards must be fl exi-
ble enough to recognize that diff erences exist in the underlying economics between 
businesses. 

 Suppose two companies buy the same model of machinery to be used in their re-
spective businesses. Th e machine is expected to last for several years. Financial reporting 
standards typically require that both companies account for this equipment by initially 
recording the cost of the machinery as an asset. Without such a standard, the companies 
could report the purchase of the equipment diff erently. For example, one company 
might record the purchase as an asset and the other might record the purchase as an 
expense. An accounting standard ensures that both companies should record the trans-
action in a similar manner. 

 Accounting standards typically require the cost of the machine to be apportioned 
over the estimated useful life of an asset as an expense called depreciation. Because the 
two companies may be operating the machinery diff erently, fi nancial reporting stan-
dards must retain some fl exibility. One company might operate the machinery only a 
few days per week, whereas the other company operates the equipment continuously 
throughout the week. Given the diff erence in usage, it would not be appropriate to 
require the two companies to report an identical amount of depreciation expense each 
period. Financial reporting standards must allow for some discretion such that man-
agement can match their fi nancial reporting choices to the underlying economics of 
their business while ensuring that similar transactions are recorded in a similar manner 
between companies. 

 Financial statements of two companies with identical transactions in the fi scal year, pre-
pared in accordance with the same set of fi nancial reporting standards, are  most likely  to be:  

  A  .   identical.  
  B  .   consistent.  
  C  .   comparable.    

 Solution:    C is correct. Th e companies’ fi nancial statements should be comparable (pos-
sible to compare) because they should refl ect the underlying economics of the transac-
tions for each company. Th e underlying economics may vary between companies, so the 
fi nancial statements are not likely to be identical. Choices made by each company with 
respect to accounting methods should be consistent but the choice across companies is 
not necessarily consistent. Information about accounting choices will enhance a user’s 
ability to compare the companies’ fi nancial statements.   
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solely with asset valuation in mind. However, fi nancial reports provide important inputs into 
the process of valuing a company or the securities a company issues. Understanding the fi nan-
cial reporting framework—including how and when judgments and estimates can aff ect the 
numbers reported—enables an analyst to evaluate the information reported and to use the 
information appropriately when assessing a company’s fi nancial performance. Clearly, such an 
understanding is also important in assessing the fi nancial impact of business decisions by, and 
in making comparisons across, entities.    

 3. STANDARD-SETTING BODIES AND REGULATORY 
AUTHORITIES 

 A distinction must be made between standard-setting bodies and regulatory authorities. 
Standard-setting bodies, such as the IASB and FASB, are typically private sector, self-regulated 
organizations with board members who are experienced accountants, auditors, users of fi nan-
cial statements, and academics. Th e requirement to prepare fi nancial reports in accordance 
with specifi ed accounting standards is the responsibility of regulatory authorities. Regulatory 
authorities, such as the Accounting and Corporate Regulatory Authority in Singapore, the 
Securities and Exchange Commission (SEC) in the United States, the Securities and Exchange 
Commission in Brazil, and the Financial Service Authority (FSA) in the United Kingdom 
(a new regulatory authority will succeed the FSA in the United Kingdom as of 2012), are 
governmental entities that have the legal authority to enforce fi nancial reporting require-
ments and exert other controls over entities that participate in the capital markets within their 
jurisdiction. 

 In other words,  generally , standard-setting bodies set the standards and regulatory au-
thorities recognize and enforce the standards. Without the recognition of the standards by 
the regulatory authorities, the private sector standard-setting bodies would have no authority. 
Note, however, that regulators often retain the legal authority to establish fi nancial reporting 
standards in their jurisdiction and can overrule the private sector standard-setting bodies.  

 EXAMPLE 2    Industry-Specifi c Regulation 

 In certain cases, multiple regulatory bodies aff ect a company’s fi nancial reporting re-
quirements. For example, in almost all jurisdictions around the world, banking-specifi c 
regulatory bodies establish requirements related to risk-based capital measurement, min-
imum capital adequacy, provisions for doubtful loans, and minimum monetary reserves. 
An awareness of such regulations provides an analyst with the context to understand a 
bank’s business, including the objectives and scope of allowed activities. Insurance is 
another industry where specifi c regulations typically are in place. An analyst should be 
aware of such regulations to understand constraints on an insurance company. 

 Th e following are examples of country-specifi c bank regulators. In Canada, the 
Offi  ce of the Superintendent of Financial Institutions regulates and supervises all banks 
in Canada as well as some other federally incorporated or registered fi nancial institutions 
or intermediaries. In Germany, the German Federal Financial Supervisory Authority 
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exercises supervision over fi nancial institutions in accordance with the Banking Act. In 
Japan, the Financial Services Agency has regulatory authority over fi nancial institutions. 
In the United States, the Offi  ce of the Comptroller of the Currency charters and regu-
lates all national banks. In some countries, a single entity serves both as the central bank 
and as the regulatory body for the country’s fi nancial institutions. 

 In addition, the Basel Accords establish and promote internationally consistent 
capital requirements and risk management practices for larger international banks. Th e 
Basel Committee on Banking Supervision, among other functions, has evolved into a 
standard setter for bank supervision. Th e various regulations that aff ect banks present a 
challenge for bank analysts. 

 Which of the following statements is  most  accurate?  

  A  .   As a general rule, it is suffi  cient for an analyst covering an industry to be familiar 
with fi nancial reporting standards and regulations in his/her country of residence.  

  B  .   An analyst should familiarize him/herself with the regulations and reporting stan-
dards that aff ect the company and/or industry that he/she is analyzing.  

  C  .   An analyst should be aware that fi nancial reporting standards vary among countries 
and may be industry specifi c, but standards are so similar that the analyst does not 
have to be concerned about it.    

 Solution:    B is correct. An analyst should familiarize him/herself with the regulations 
and reporting standards that aff ect the company and/or industry being analyzed. Th is 
can be quite challenging but, given the potential eff ects, necessary.   

 Th is section provides a brief overview of the International Accounting Standards Board 
and the US Financial Accounting Standards Board. Th e overview is followed by descriptions 
of the International Organization of Securities Commissions, the US Securities and Exchange 
Commission, and capital markets regulation in the European Union. Th e topics covered in 
these overviews were chosen to serve as examples of standard-setting boards, securities com-
missions, and capital market regulation. After reading these descriptions, the reader should be 
able to describe the functioning and roles of standard-setting bodies and regulatory authorities 
in more detail than is given in the introduction to this section.  

 3.1.     Accounting Standards Boards 

 Accounting standards boards exist in virtually every national market. Th ese boards are typ-
ically independent, private, not-for-profi t organizations. Most users of fi nancial statements 
know of the International Accounting Standards Board that issues international fi nancial re-
porting standards and the US Financial Accounting Standards Board that is the source of US 
generally accepted accounting principles. Most countries have an accounting standard-setting 
body. Th ere are certain attributes that are typically common to these standard setters. After 
discussing the IASB and the FASB, some of the common and desirable attributes of account-
ing standards boards will be identifi ed.  
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 3.1.1.     International Accounting Standards Board 
 Th e IASB is the independent standard-setting body of the IFRS Foundation,  5    an independent, 
not-for-profi t private sector organization. Th e Trustees of the IFRS Foundation refl ect a diversi-
ty of geographical and professional backgrounds. Th e Trustees appoint the members of the IASB 
and related entities, ensure the fi nancing of the Foundation, establish the budget, and monitor 
the IASB’s strategy and eff ectiveness. Th e Trustees of the Foundation are accountable to a mon-
itoring board composed of public authorities that include representatives from the European 
Commission, IOSCO, the Japan Financial Services Agency, and the US SEC. Th e chairman of 
the Basel Committee on Banking Supervision serves as an observer on the Monitoring Board. 

 Th e Trustees of the IFRS Foundation make a commitment to act in the public interest. 
Th e principle objectives of the IFRS Foundation are to develop and promote the use and 
adoption of a single set of high quality fi nancial standards; to ensure the standards result in 
transparent, comparable, and decision-useful information while taking into account the needs 
of a range of sizes and types of entities in diverse economic settings; and to promote the con-
vergence of national accounting standards and IFRS. Th e Trustees are responsible for ensuring 
that the IASB is and is perceived as independent. Each member of the IASB is expected to 
exercise independence of judgment in setting standards. 

 Th e members of the IASB are appointed by the Trustees on the basis of professional com-
petence and practical experience. As is true for the Trustees, the members refl ect a diversity of 
geographical and professional backgrounds. Th e members deliberate, develop, and issue inter-
national fi nancial reporting standards.  6    Two related entities, with members appointed by the 
Trustees, are the IFRS Interpretations Committee and the IFRS Advisory Council.  7    Th e Inter-
pretations Committee’s members are responsible for reviewing accounting issues that arise in the 
application of IFRS and are not specifi cally addressed by IFRS, and for issuing appropriate, au-
thoritative, IASB-approved interpretations. Note that the authoritative interpretations must be 
approved by the IASB. Th e IFRS Advisory Council’s members represent a wide range of organ-
izations and individuals that are aff ected by and interested in international fi nancial reporting. 
Th e Council provides advice to the IASB on, among other items, agenda decisions and priorities. 

 Th e IASB has a basic process that it goes through when deliberating, developing, and issu-
ing international fi nancial reporting standards. A simplifi ed version of the typical process is as 
follows. An issue is identifi ed as a priority for consideration and placed on the IASB’s agenda in 
consultation with the Advisory Council. After considering an issue, which may include solicit-
ing advice from others including national standard-setters, the IASB may publish an exposure 
draft for public comment. In addition to soliciting public comment, the IASB may hold public 
hearings to discuss proposed standards. After reviewing the input of others, the IASB may issue 
a new or revised fi nancial reporting standard. Th ese standards are authoritative to the extent 
that they are recognised and adopted by regulatory authorities.   

  5    Th e IFRS Foundation was previously named the International Accounting Standards Committee Foun-
dation (IASC Foundation). 
  6    Although the name of the IASB incorporates “Accounting Standards” and early standards were 
titled International Accounting Standards (IAS), the term “International Financial Reporting Standards” 
(IFRS) is being used for new standards. Th e use of the words “fi nancial reporting” recognizes the 
importance of disclosures outside of the core fi nancial statements, such as management discussion of the 
business, risks, and future plans. 
  7    Th e IFRS Interpretations Committee and the IFRS Advisory Council were previously named the Inter-
national Financial Reporting Interpretations Committee and the Standards Advisory Council. 
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 3.1.2.     Financial Accounting Standards Board 
 Th e FASB and its predecessor organizations have been issuing fi nancial reporting standards 
in the United States since the 1930s. Th e FASB operates within a structure similar to that of 
the IASB. Th e Financial Accounting Foundation oversees, administers, and fi nances the or-
ganization. Th e Foundation ensures the independence of the standard-setting process and ap-
points members to the FASB and related entities including the Financial Accounting Standards 
Advisory Council. 

 Th e FASB issues new and revised standards to improve standards of fi nancial reporting so 
that decision-useful information is provided to users of fi nancial reports. Th is is done through 
a thorough and independent process that seeks input from stakeholders and is overseen by 
the Financial Accounting Foundation. Th e steps in the process are similar to those described 
for the IASB. Th e outputs of the standard-setting process are contained in the FASB  Account-
ing Standards Codifi cation  TM  (Codifi cation).  8    Eff ective for periods ending after 15 September 
2009, the Codifi cation is the source of authoritative US generally accepted accounting prin-
ciples to be applied to non-governmental entities. Th e Codifi cation is organized by topic. 
Among the specifi c motivations for the Codifi cation, the FASB mentions that it will facilitate 
researching accounting issues, improve the usability of the literature, provide accurate updated 
information on an ongoing basis, and help with convergence eff orts. 

 US GAAP, as established by the FASB, is offi  cially recognized as authoritative by the 
SEC (Financial Reporting Release No. 1, Section 101, and reaffi  rmed in the April 2003 
Policy Statement). However, the SEC retains the authority to establish standards. Although 
it has rarely overruled the FASB, the SEC does issue authoritative fi nancial reporting guid-
ance including Staff  Accounting Bulletins. Th ese bulletins refl ect the SEC’s views regarding 
accounting-related disclosure practices and can be found on the SEC website. Certain por-
tions—but not all portions—of the SEC regulations, releases, interpretations, and guidance 
are included for reference in the FASB Codifi cation.   

 3.1.3.     Desirable Attributes of Accounting Standards Boards 
 Th e responsibilities of all parties involved in the standards-setting process—including trus-
tees of a foundation or others that oversee, administer, and fi nance the organization and 
members of the standard-setting board—should be clearly defi ned. All parties involved in the 
standards-setting process should observe high professional standards, including standards of 
ethics and confi dentiality. Th e organization should have adequate authority, resources, and 
competencies to fulfi ll its responsibilities. Th e processes that guide the organization and the 
formation of standards should be clear and consistent. Th e accounting standards board should 
be guided by a well-articulated framework with a clearly stated objective. Th e accounting stan-
dards board should operate independently, seeking and considering input from stakeholders 
but making decisions that are consistent with the stated objective of the framework. Th e deci-
sion-setting process should not be compromised by pressure from external forces and should 
not be infl uenced by self- or special interests. Th e decisions and resulting standards should be 
in the public interest, and culminate in a set of high quality standards that will be recognised 
and adopted by regulatory authorities.    

  8    Th e Codifi cation combines literature issued by various standard setters, including the FASB, the Emerg-
ing Issues Task Force (EITF), the Derivative Implementation Group (DIG), and the American Institute 
of Certifi ed Public Accountants (AICPA). 
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 3.2.     Regulatory Authorities 

 Th e requirement to prepare fi nancial reports in accordance with specifi ed accounting standards 
is the responsibility of regulatory authorities. Regulatory authorities are governmental enti-
ties that have the legal authority to enforce fi nancial reporting requirements and exert other 
controls over entities that participate in the capital markets within their jurisdiction. Regula-
tory authorities may require that fi nancial reports be prepared in accordance with one specifi c 
set of accounting standards or may specify acceptable accounting standards. For example in 
Switzerland, as of 2010, companies listed on the main board of the SIX Swiss Stock Exchange 
had to prepare their fi nancial statements in accordance with either IFRS or US GAAP. Other 
registrants in Switzerland could use IFRS, US GAAP, or Swiss GAAP FER. 

 Th e International Organization of Securities Commissions (IOSCO) is not a regulato-
ry authority but its members regulate a signifi cant portion of the world’s fi nancial capital 
markets. Th is organization has established objectives and principles to guide securities and 
capital market regulation. Th e US SEC is discussed as an example of a regulatory author-
ity. Aspects of capital market regulation in Europe are discussed to illustrate a cooperative 
approach to regulation.  

 3.2.1.     International Organization of Securities Commissions 
 IOSCO was formed in 1983 as the successor organization to an inter-American regional as-
sociation (created in 1974). As of 23 September 2010, IOSCO had 114 ordinary members, 
11 associate members, and 74 affi  liate members. Ordinary members are the securities com-
mission or similar governmental regulatory authority with primary responsibility for securities 
regulation in the country.  9    Th e members regulate more than 90 percent of the world’s fi nancial 
capital markets. 

 Th e IOSCO’s comprehensive set of  Objectives and Principles of Securities Regulation  is 
updated as required and is recognized as an international benchmark for all markets. Th e prin-
ciples of securities regulation are based upon three core objectives:  10     

•    protecting investors;  
•    ensuring that markets are fair, effi  cient, and transparent; and  
•    reducing systemic risk.   

 IOSCO’s principles are grouped into nine categories, including principles for regulators, 
for enforcement, for auditing, and for issuers, among others. Within the category “Principles 
for Issuers,” two principles relate directly to fi nancial reporting:  

•    Th ere should be full, accurate, and timely disclosure of fi nancial results, risk, and other 
information which is material to investors’ decisions.  

•    Accounting standards used by issuers to prepare fi nancial statements should be of a high and 
internationally acceptable quality.   

  9    Th e names of the primary securities regulator vary from country to country. For example: China Secu-
rities Regulatory Commission, Egyptian Financial Supervisory Authority, Securities and Exchange Board 
of India, Kingdom of Saudi Arabia Capital Market Authority, and Banco Central del Uruguay. 
  10     Objectives and Principles of Securities Regulation , IOSCO, June 2010. 
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 Historically, regulation and related fi nancial reporting standards were developed within 
individual countries and were often based on the cultural, economic, and political norms of 
each country. As fi nancial markets have become more global, it has become desirable to estab-
lish comparable fi nancial reporting standards internationally. Ultimately, laws and regulations 
are established by individual jurisdictions, so this also requires cooperation among regula-
tors. Another IOSCO principle deals with the use of self-regulatory organizations (account-
ing standards bodies are examples of self-regulating organizations in this context). Principle 9 
states: 

  Where the regulatory system makes use of Self-Regulatory Organizations (SROs) 
that exercise some direct oversight responsibility for their respective areas of compe-
tence, such SROs should be subject to the oversight of the Regulator and should ob-
serve standards of fairness and confi dentiality when exercising powers and delegated 
responsibilities.  11     

 To ensure consistent application of international fi nancial standards (such as the Basel 
Committee on Banking Supervision’s standards and IFRS), it is important to have uniform 
regulation and enforcement across national boundaries. IOSCO assists in attaining this goal 
of uniform regulation as well as cross-border co-operation in combating violations of securities 
and derivatives laws.   

 3.2.2.     Th e Securities and Exchange Commission (US) 
 Th e US SEC has primary responsibility for securities and capital markets regulation in the 
United States and is an ordinary member of IOSCO. Any company issuing securities within 
the United States, or otherwise involved in US capital markets, is subject to the rules and reg-
ulations of the SEC. Th e SEC, one of the oldest and most developed regulatory authorities, 
originated as a result of reform eff orts made after the great stock market crash of 1929, some-
times referred to as simply the “Great Crash.” 

 A number of laws aff ect reporting companies, broker/dealers, and other market partici-
pants. From a fi nancial reporting and analysis perspective, the most signifi cant pieces of legis-
lation are the Securities Acts of 1933 and 1934 and the Sarbanes–Oxley Act of 2002.  

•     Securities Act of 1933  (Th e 1933 Act): Th is act specifi es the fi nancial and other signifi cant 
information that investors must receive when securities are sold, prohibits misrepresenta-
tions, and requires initial registration of all public issuances of securities.  

•     Securities Exchange Act of 1934  (Th e 1934 Act): Th is act created the SEC, gave the SEC 
authority over all aspects of the securities industry, and empowered the SEC to require peri-
odic reporting by companies with publicly traded securities.  

•     Sarbanes – Oxley Act of 2002 : Th e Sarbanes–Oxley Act of 2002 created the Public Com-
pany Accounting Oversight Board (PCAOB) to oversee auditors. Th e SEC is responsible 
for carrying out the requirements of the act and overseeing the PCAOB. Th e act addresses 
auditor independence; for example, it prohibits auditors from providing certain non-audit 
services to the companies they audit. Th e act strengthens corporate responsibility for 
fi nancial reports; for example, it requires the chief executive offi  cer and the chief fi nancial 
offi  cer to certify that the company’s fi nancial reports fairly present the company’s condition. 

  11     Objectives and Principles of Securities Regulation , IOSCO, June 2010. 
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Furthermore, Section 404 of the Sarbanes–Oxley Act requires management to report on the 
eff ectiveness of the company’s internal control over fi nancial reporting and to obtain a report 
from its external auditor attesting to management’s assertion about the eff ectiveness of the 
company’s internal control.   

 Companies comply with these acts principally through the completion and submission 
(i.e., fi ling) of standardized forms issued by the SEC. Th ere are more than 50 diff erent types of 
SEC forms that are used to satisfy reporting requirements; the discussion herein will be limited 
to those forms most relevant for fi nancial analysts. 

 In 1993, the SEC began to mandate electronic fi lings of the required forms through its 
Electronic Data Gathering, Analysis, and Retrieval (EDGAR) system. As of 2005, most SEC 
fi lings are required to be made electronically. EDGAR has made corporate and fi nancial infor-
mation more readily available to investors and the fi nancial community. Most of the SEC fi l-
ings that an analyst would be interested in can be retrieved from the internet from one of many 
websites, including the SEC’s own website. Some fi lings are required on the initial off ering of 
securities, whereas others are required on a periodic basis thereafter. Th e following are some of 
the more common information sources used by analysts.  

•     Securities Off erings Registration Statement:  Th e 1933 Act requires companies off ering se-
curities to fi le a registration statement. New issuers as well as previously registered companies 
that are issuing new securities are required to fi le these statements. Required information 
and the precise form vary depending upon the size and nature of the off ering. Typically, re-
quired information includes: 1) disclosures about the securities being off ered for sale, 2) the 
relationship of these new securities to the issuer’s other capital securities, 3) the information 
typically provided in the annual fi lings, 4) recent audited fi nancial statements, and 5) risk 
factors involved in the business.  

•     Forms 10-K, 20-F, and 40-F:  Th ese are forms that companies are required to fi le  annu-
ally . Form 10-K is for US registrants, Form 40-F is for certain Canadian registrants, and 
Form 20-F is for all other non-US registrants. Th ese forms require a comprehensive over-
view, including information concerning a company’s business, fi nancial disclosures, legal 
proceedings, and information related to management. Th e fi nancial disclosures include a 
historical summary of fi nancial data (usually 10 years), management’s discussion and anal-
ysis (MD&A) of the company’s fi nancial condition and results of operations, and audited 
fi nancial statements.  12     

•     Annual Report:  In addition to the SEC’s annual fi lings (e.g., Form 10-K), most companies 
prepare an annual report to shareholders. Th is is not a requirement of the SEC. Th e annual 
report is usually viewed as one of the most signifi cant opportunities for a company to pres-
ent itself to shareholders and other external parties; accordingly, it is often a highly polished 
marketing document with photographs, an opening letter from the chief executive offi  cer, 
fi nancial data, market segment information, research and development activities, and future 
corporate goals. In contrast, the Form 10-K is a more legal type of document with minimal 
marketing emphasis. Although the perspectives vary, there is considerable overlap between a 
company’s annual report and its Form 10-K. Some companies elect to prepare just the Form 
10-K or a document that integrates both the 10-K and annual report.  

  12    Eff ective in 2008, the SEC permits foreign private issuers to fi le fi nancial statements prepared in accor-
dance with IFRS (as issued by the IASB) with no reconciliation to US GAAP. Foreign private issuers us-
ing accounting standards other than US GAAP or IFRS must still provide a reconciliation to US GAAP. 
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•     Proxy Statement/Form DEF-14A:  Th e SEC requires that shareholders of a company re-
ceive a proxy statement prior to a shareholder meeting. A proxy is an authorization from the 
shareholder giving another party the right to cast its vote. Shareholder meetings are held at 
least once a year, but any special meetings also require a proxy statement. Proxies, especially 
annual meeting proxies, contain information that is often useful to fi nancial analysts. Such 
information typically includes proposals that require a shareholder vote, details of security 
ownership by management and principal owners, biographical information on directors, 
and disclosure of executive compensation. Proxy statement information is fi led with the 
SEC as Form DEF-14A.  

•     Forms 10-Q and 6-K:  Th ese are forms that companies are required to submit for interim pe-
riods (quarterly for US companies on Form 10-Q, semiannually for many non-US companies 
on Form 6-K). Th e fi ling requires certain fi nancial information, including unaudited fi nancial 
statements and a MD&A for the interim period covered by the report. Additionally, if cer-
tain types of non-recurring events—such as the adoption of a signifi cant accounting policy, 
commencement of signifi cant litigation, or a material limitation on the rights of any holders 
of any class of registered securities—take place during the period covered by the report, these 
events must be included in the Form 10-Q report. Companies may provide the 10-Q report 
to shareholders or may prepare a separate, abbreviated, quarterly report to shareholders.    

 A company or its offi  cers make other SEC fi lings—either periodically, or, if signifi cant 
events or transactions have occurred, in between the periodic reports noted above. By their 
nature, these forms sometimes contain the most interesting and timely information and may 
have signifi cant valuation implications.  

 EXAMPLE 3    Initial Registration Statement 

 In 2004, Google fi led a Form S-1 registration statement with the US SEC to register 
its initial public off ering of securities (Class A Common Stock). In addition to a large 
amount of fi nancial and business information, the registration statement provided a 20-
page discussion of risks related to Google’s business and industry. Th is type of qualitative 
information is helpful, if not essential, in making an assessment of a company’s credit 
or investment risk. 

 Which of the following is  least likely  to have been included in Google’s registration 
statement?  

  A  .   Audited fi nancial statements.  
  B  .   Assessment of risk factors involved in the business.  
  C  .   Projected cash fl ows and earnings for the business.    

 Solution:    C is correct. Companies provide information useful in developing these pro-
jections but do not typically include these in the registration statement. Information 
provided includes audited fi nancial statements, an assessment of risk factors involved in 
the business, names of the underwriters, estimated proceeds from the off ering, and use 
of proceeds.   
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•     Form 8-K:  In addition to fi ling annual and interim reports, SEC registrants must report 
material corporate events on a more current basis. Form 8-K (6-K for non-US registrants) 
is the “current report” companies must fi le with the SEC to announce such major events as 
acquisitions or disposals of corporate assets, changes in securities and trading markets, mat-
ters related to accountants and fi nancial statements, corporate governance and management 
changes, and Regulation FD disclosures.  13     

•     Form 144:  Th is form must be fi led with the SEC as notice of the proposed sale of restricted 
securities or securities held by an affi  liate of the issuer in reliance on Rule 144. Rule 144 
permits limited sales of restricted securities without registration.  

•     Forms 3, 4, and 5:  Th ese forms are required to report benefi cial ownership of securities. 
Th ese fi lings are required for any director or offi  cer of a registered company as well as ben-
efi cial owners of greater than 10 percent of a class of registered equity securities. Form 3 is 
the initial statement, Form 4 reports changes, and Form 5 is the annual report. Th ese forms, 
along with Form 144, can be used to examine purchases and sales of securities by offi  cers, 
directors, and other affi  liates of the company.  

•     Form 11-K:  Th is is the annual report of employee stock purchase, savings, and similar plans. 
It might be of interest to analysts for companies with signifi cant employee benefi t plans be-
cause it contains more information than that disclosed in the company’s fi nancial statements.   

 In jurisdictions other than the United States, similar legislation exists for the purpose of 
regulating securities and capital markets. Regulatory authorities are responsible for enforcing 
regulation, and securities regulation is intended to be consistent with the IOSCO objectives 
described in the previous section. Within each jurisdiction, regulators will either establish or, 
more typically, recognize and adopt a specifi ed set or sets of accounting standards. Th e regu-
lators will also establish reporting and fi ling requirements. IOSCO members have agreed to 
cooperate in the development, implementation, and enforcement of internationally recognised 
and consistent standards of regulation.   

 3.2.3.     Capital Markets Regulation in Europe 
 Each individual member state of the European Union (EU) regulates capital markets in its 
jurisdiction. Th ere are, however, certain regulations that have been adopted at the EU level. 
Importantly, in 2002 the EU agreed that from 1 January 2005, consolidated accounts of EU 
listed companies would use International Financial Reporting Standards. Th e endorsement 
process by which newly issued IFRS are adopted by the EU refl ects the balance between the 
individual member state’s autonomy and the need for cooperation and convergence. When the 
IASB issues a new standard, the European Financial Reporting Advisory Group advises the 
European Commission on the standard, and the Standards Advice Review Group provides 
the Commission an opinion about that advice. Based on the input from these two entities, the 
Commission prepares a draft endorsement regulation. Th e Accounting Regulatory Commit-
tee votes on the proposal; and if the vote is favorable, the proposal proceeds to the European 
Parliament and the Council of the European Union for approval.  14    

  13    Regulation FD provides that when an issuer discloses material non-public information to certain in-
dividuals or entities—generally, securities market professionals such as stock analysts or holders of the 
issuer’s securities who may trade on the basis of the information—the issuer must make public disclosure 
of that information. In this way, the rule aims to promote full and fair disclosure. 
  14    Source: European Commission.    http://ec.europa.eu/internal_market/accounting/legal_framework/
ias_regulation_en.htm . 
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 Two committees related to securities regulation, established in 2001 by the European 
Commission, are the European Securities Committee (ESC) and the Committee of European 
Securities Regulators (CESR). Th e ESC consists of high-level representatives of member states 
and advises the European Commission on securities policy issues. Th e CESR, an independent 
advisory body composed of representatives of regulatory authorities of the member states, 
assists the commission, particularly with technical issues. As noted earlier, regulation still rests 
with the individual member states and, therefore, requirements for registering shares and fi ling 
periodic fi nancial reports vary from country to country. 

 On 1 January 2011, CESR was replaced by the European Securities and Market Authority 
(ESMA) as part of a reform of the EU fi nancial supervisory framework. Th e EU Parliament 
created ESMA as an EU cross-border supervisor because the CESR’s powers were deemed 
insuffi  cient to coordinate supervision of the EU market. ESMA is one of three European su-
pervisory authorities; the two others supervise the banking and insurance industries.      

 4. CONVERGENCE OF GLOBAL FINANCIAL REPORTING 
STANDARDS 

 Recent activities have moved the goal of one set of universally accepted fi nancial reporting 
standards out of the theoretical sphere and closer to reality. IFRS have been or are in the pro-
cess of being adopted in many countries. Other countries maintain their own set of standards 
but are working with the IASB to converge their standards and IFRS. 

 In some ways, the movement toward one global set of fi nancial reporting standards has 
made the challenges related to full convergence or adoption of a single set of global standards 
more apparent. Standard-setting bodies and regulators can have diff ering views or use a diff er-
ent framework for developing standards. Th is can be the result of diff erences in institutional, 
regulatory, business, and cultural environments. In addition, there may be resistance to change 
or advocacy for change from certain constituents; accounting boards may be infl uenced by 
strong industry lobbying groups and others that will be subject to these reporting standards. 
For example, the FASB faced strong opposition when it fi rst attempted to adopt standards 
requiring companies to expense employee stock compensation plans.  15    Th e IASB has experi-
enced similar political pressures. Th e issue of political pressure is compounded when interna-
tional standards are involved, simply because there are many more interested parties and many 
more divergent views and objectives. In the fi nancial crisis of 2008 and 2009, both the FASB 
and the IASB faced political pressure to amend the standards related to fi nancial instrument 
accounting. Political pressure and its infl uence create tension as the independence of account-
ing standards boards are questioned and jeopardized. 

 Th e integrity of the fi nancial reporting framework depends on the standard setter’s ability 
to invite and balance various points of view and yet to remain independent of external pres-
sures. For analysts, it is important to be aware of the pace of change in accounting standards 
and factors potentially infl uencing those changes. 

 An additional issue related to convergence involves the application and enforcement of ac-
counting standards. Unless the standards are applied consistently and enforcement is uniform, 
a single set of standards may only appear to exist but desirable attributes such as comparability 
may be lacking. 

  15    Th e second attempt was successful and US GAAP requires the expensing of stock options. FASB ASC 
Topic 718 [Compensation–Stock Compensation]. 
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 In 2002, the IASB and FASB each acknowledged their commitment to the development 
of high quality, compatible accounting standards that could be used for both domestic and 
cross-border fi nancial reporting (in an agreement referred to as “the Norwalk Agreement”). 
Both the IASB and FASB pledged to use their best eff orts to 1) make their existing fi nancial 
reporting standards fully compatible as soon as practicable, and 2) to coordinate their fu-
ture work programs to ensure that, once achieved, compatibility is maintained. Th e Norwalk 
Agreement was certainly an important milestone, and both bodies began working toward con-
vergence. In 2004, the IASB and FASB agreed that, in principle, any signifi cant accounting 
standard would be developed cooperatively. In 2006, the IASB and the FASB issued another 
memorandum of understanding (titled “A Roadmap for Convergence between IFRSs and US 
GAAP”) in which the two Boards identifi ed major projects. Th ey agreed to align their concep-
tual frameworks; in the short term, to remove selected diff erences; and in the medium term, 
to issue joint standards where signifi cant improvements were identifi ed as being required. Th e 
joint projects include (but are not limited to): the Conceptual Framework, Fair Value Meas-
urement, Consolidations, Financial Instruments, Financial Statement Presentation, Insurance 
Contracts, Leases, Post Employment Benefi ts, and Revenue Recognition. In 2009, the IASB 
and FASB again reaffi  rmed their commitment to achieving convergence and affi  rmed June 
2011 as the target completion date for the major projects that had been identifi ed. In mid-
2010, however, the Boards acknowledged that all the new standard-setting activity required 
to achieve that targeted completion would not give stakeholders enough time to provide high 
quality input in the process. Th erefore, the Boards pushed back the target date for some pro-
jects to later in 2011. 

 Meanwhile, as convergence between IFRS and US GAAP continued, the SEC began 
certain steps regarding the possible adoption of IFRS in the United States. Eff ective in 2008, 
the SEC adopted rules to eliminate the reconciliation requirement for foreign private issuers’ 
fi nancial statements prepared in accordance with IFRS as issued by the IASB. Previously, any 
non-US issuer using accounting standards other than US GAAP was required to provide a 
reconciliation to US GAAP. In November 2008, the SEC issued a proposed rule concerning 
a “Roadmap” for the use of fi nancial statements prepared in accordance with IFRS by US is-
suers; however the rule did not become fi nal. In February 2010, the SEC issued a “Statement 
in Support of Convergence and Global Accounting Standards” in which it reiterated its com-
mitment to global accounting standards and directed its staff  to execute a work plan to enable 
the “Commission in 2011 to make a determination regarding incorporating IFRS into the 
fi nancial reporting system for US issuers.”  16    

 Convergence between IFRS and other local GAAP also continues. For example, conver-
gence between IFRS and Japanese GAAP is underway. In 2008, the IASB and the Accounting 
Standards Board of Japan published a memorandum of understanding (the “Tokyo Agreement”) 
outlining work to achieve convergence by June 2011. In 2009, the Japanese Business Account-
ing Council, a key advisory body to the Commissioner of the Japanese Financial Services 
Agency, approved a roadmap for the adoption of IFRS in Japan.  17    

  Exhibit 1  provides a summary of the adoption status of IFRS in selected worldwide loca-
tions. As can be seen, adoption ranges from total adoption of IFRS to requiring local GAAP. 
Between these two extremes, countries demonstrate diff erent levels of commitment to IFRS 
including adoption of a local version of IFRS, requirement for certain entities to use IFRS, 
permission to use IFRS, and use of local GAAP that is converging with IFRS.     

  16    Source:  www.sec.gov/rules/other/2010/33-9109.pdf . 
  17    Source:  www.iasb.org/Use+around+the+world/Global+convergence/IFRS+global+convergence.htm . 
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   EXHIBIT 1       International Adoption Status of IFRS in Selected Locations as of June 2010 

Europe •     Th e EU requires companies listed in EU countries to adopt IFRS beginning with their 
2005 fi nancial statements.  

•    Switzerland requires that Swiss multinational companies listed on the main board of 
the Swiss Exchange must choose either US GAAP or IFRS.  

•    Some countries (for example, Georgia, Macedonia, Moldova, Serbia) use IFRS as 
adopted locally. Georgia, for example, uses the IFRS 2007 edition.  

•    Some countries (for example, Czech Republic, Finland, Germany, Ireland, Lithua-
nia, Netherlands, Norway, Poland) permit some foreign companies listing on local 
exchanges to use other specifi ed and/or well-recognised standards.   

North 
America

•     Th e US SEC accepts IFRS for non-US registrants and no longer requires a reconcilia-
tion to US GAAP for fi lers using IFRS.  

•    Th e US FASB is engaged in numerous projects with the IASB to achieve convergence 
of US GAAP and IFRS.  

•    Th e US SEC announced its intention to decide by 2011 whether to incorporate IFRS 
into fi nancial reporting by US issuers.  

•    In Canada, listed companies are required to use IFRS beginning 1 January 2011. Th e year 
ending 31 December 2010 is the last year of reporting under current Canadian GAAP.  

•    In November 2008, Mexico announced plans to move to IFRS in 2012.  
•    Most of the island nations off  the southeast coast of North America require or permit 

the use of IFRS by listed companies.   

Central 
and South 
America

•     Central America, Costa Rica, Honduras, and Panama require the use of IFRS. El 
Salvador, Guatemala, and Nicaragua permit the use of IFRS.  

•    Brazil requires that listed companies and fi nancial institutions use IFRS, starting with 
periods ending in 2010. Brazilian GAAP continues to converge to IFRS. Ecuador requires 
listed companies, other than fi nancial institutions, to use IFRS beginning in 2010.  

•    Chile requires major listed companies to use IFRS for 2009 fi nancial statements. 
Other companies are permitted to use IFRS.  

•    Venezuela permits listed companies to use IFRS. Th e expectation is that listed 
companies will be required to use IFRS by 2011.  

•    Peru and Uruguay require the use of IFRS as adopted locally.  
•    In Argentina, convergence of ARG GAAP to IFRS is in progress. Listed foreign 

companies are permitted to use their primary GAAP, including IFRS, but should also 
include a reconciliation to ARG GAAP.  

•    Bolivia is moving toward convergence with IFRS.  
•    In Colombia and Paraguay, the adoption of IFRS is in early stages of consideration.   

Asia and 
Middle 
East

•    Listed companies in a number of countries—including India, Indonesia, and Th ai-
land—report under local GAAP, and plans exist to either converge with or transition to 
IFRS.  

•    Companies in China report under Chinese accounting standards (CAS). CAS are 
largely converged with IFRS and China’s November 2009 proposed Roadmap 
targeted 2011 as the year for completion of convergence of IFRS and CAS. Financial 
institutions are required to prepare fi nancial statements in accordance with IFRS in 
addition to their statements prepared using CAS.  

•    In Japan, some companies that meet certain criteria may use IFRS, otherwise 
companies report using Japanese GAAP. Japan has launched a joint project with the 
IASB to reduce diff erences between Japanese GAAP and IFRS.  

•    In Malaysia, domestic listed companies report using local GAAP and foreign 
companies listed on Malaysian exchanges are permitted to use IFRS. Malaysia plans to 
have full convergence with IFRS by January 2012.  
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•    Companies incorporated in Hong Kong normally report under Hong Kong FRS. 
Th ese are largely converged with IFRS.  

•     Korea requires the use of IFRS beginning 2011. Early adoption was permitted from 2009.  
•    Listed companies are required to report under IFRS in a number of other countries, 

including Kyrgyz Republic, Lebanon, and Turkey.  
•    A number of countries, including Pakistan, Philippines, and Singapore, require use of 

IFRS as adopted locally. In Singapore, IFRS is permitted for use by companies that list 
on other exchanges that require IFRS or if permission is given by the Accounting and 
Corporate Regulatory Authority.  

•    In a number of countries, IFRS is required for some types of entities and permit-
ted for others. For example, Armenia requires IFRS for fi nancial organizations and 
permits its use for others, Azerbaijan requires IFRS for banks and state owned public 
interest entities, Israel requires IFRS for domestic listed companies except for banking 
institutions, Kazakhstan requires IFRS for domestic listed companies, large business 
entities and public interest entities, Saudi Arabia requires IFRS for all banks regulated by 
the Saudi Arabian Monetary Agency (central bank), and Uzbekistan requires IFRS for all 
commercial banks and permits IFRS for others. Vietnam requires IFRS for state owned 
banks and permits IFRS for commercial banks; all other listed companies report under 
Vietnamese accounting standards. Some countries, including Afghanistan and Qatar, 
permit the use of IFRS.   

Oceana •     Australia requires Australian reporting entities to use IFRS as adopted locally. Foreign 
companies listing on local exchanges are permitted to use IFRS or their primary 
GAAP. Th e Australian regulator may require additional information.  

•    New Zealand requires use of IFRS as adopted locally (NZ-IFRS).   

Africa •     Many African countries, including Botswana, Ghana, Kenya, Malawi, Mauritius, 
Namibia, South Africa, Swaziland, Tanzania, Uganda, Zambia, and Zimbabwe, require 
IFRS for listed companies.  

•    Morocco requires the use of IFRS for consolidated fi nancial statements of bank and 
fi nancial institutions and permits its use for others.  

•    Mozambique requires the use of IFRS for fi nancial and lending institutions and for 
certain large entities. Use of IFRS is permitted by other entities beginning in 2010.  

•    Egypt requires the use of local GAAP which is partially converged with IFRS.  
•    Th e Nigerian Federal Executive Council approved 1 January 2012 as the eff ective date 

for convergence of accounting standards in Nigeria with IFRS.  
•    In some countries, fi nancial statements are required to be prepared in accordance with 

the Organization for the Harmonization of Business Law in Africa accounting frame-
work. Th ese countries include Cameroon, Cote D’Ivoire, and Equatorial Guinea.   

  Sources : Based on data from  www.iasb.org ,  www.sec.gov ,  www.iasplus.com , and  www.pwc.com .  

EXHIBIT 1 (Continued)

 5. THE INTERNATIONAL FINANCIAL REPORTING 
STANDARDS FRAMEWORK 

 Th e  Conceptual Framework for Financial Reporting 2010  sets forth “the concepts that underlie 
the preparation and presentation of fi nancial statements for external users.” Th e  Conceptual 
Framework  ( 2010 ) is designed to assist standard setters in developing and reviewing standards, to 
assist preparers of fi nancial statements in applying standards and in dealing with issues not spe-
cifi cally covered by standards, to assist auditors in forming an opinion on fi nancial statements, 
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and to assist users in interpreting fi nancial statement information. It is important to note that 
an understanding of the  Conceptual Framework  ( 2010 ) is expected to assist users of fi nancial 
statements—including fi nancial analysts—in interpreting the information contained therein. 

 Th e  Conceptual Framework  ( 2010 ) is diagrammed in  Exhibit 2 . Th e top part of the dia-
gram shows the objective of general purpose fi nancial reporting at the center, because other as-
pects of the framework are based upon this core. Th e qualitative characteristics of useful fi nan-
cial information surround the objective (fundamental characteristics are listed on the left and 
enhancing characteristics are listed on the right). Th e reporting elements are shown next with 
elements of fi nancial statements shown at the bottom. Beneath the diagram of the framework 
are the basic constraint (cost) and assumption (going concern) that guide the development of 
standards and the preparation of fi nancial reports.  

   EXHIBIT 2       IFRS Framework for the Preparation and Presentation of Financial Reports

Reporting Elements

Qualitative Characteristics

Objective

To Provide Financial Information

Useful in Making Decisions about

Providing Resources to the Entity

   Relevance*
   Faithful Representation

   Comparability,
    Verifiability, 
    Timeliness, 
    Understandability

Performance
Income
Expenses
Capital Maintenance Adjustments
Past Cash Flows

Financial Position
Assets
Liabilities
Equity

Constraint
Cost (cost/benefit considerations)

Underlying Assumption
Accrual Basis

Going Concern
 

 *Material is an aspect of relevance.  
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 In the following, we discuss the  Conceptual Framework  ( 2010 ) starting at the core: Th e 
objective of fi nancial statements.  

 5.1.     Objective of Financial Reports 

 At the core of the  Conceptual Framework  ( 2010 ) is the objective: Th e provision of fi nancial 
information that is useful to current and potential providers of resources in making decisions. 
All other aspects of the framework fl ow from that central objective. 

 Th e providers of resources are considered to be the primary users of fi nancial reports 
and include investors, lenders, and other creditors. Th e purpose of providing the fi nancial 
information is to be useful in making decisions about providing resources. Other users may 
fi nd the fi nancial information useful for making economic decisions. Th e types of economic 
decisions diff er by users, so the specifi c information needed diff ers as well. However, although 
these users may have unique information needs, some information needs are common across 
all users. Information is needed about the company’s fi nancial position: its resources and its 
fi nancial obligations. Information is needed about a company’s fi nancial performance; this 
information explains how and why the company’s fi nancial position changed in the past and 
can be useful in evaluating potential changes in the future. Th e third common information 
need refl ected in the  Conceptual Framework  ( 2010 ) diagram is the need for information about 
a company’s cash. How did the company obtain cash (by selling its products and services, 
borrowing, other)? How did the company use cash (by paying expenses, investing in new 
equipment, paying dividends, other)? 

 Th e  Conceptual Framework  ( 2010 ) indicates that to make decisions about providing re-
sources to the company, users need information that is helpful in assessing future net cash 
infl ows to the entity. Such information includes information about the economic resources of 
(assets) and claims against (liabilities and equity) the entity, and about how well the manage-
ment and governing board have utilized the resources of the entity. It is specifi cally noted in 
the  Conceptual Framework  ( 2010 ) that users need to consider information from other sources 
as well in making their decisions. Further, it is noted that the fi nancial reports do not show the 
value of an entity but are useful in estimating the value of an entity.   

 5.2.     Qualitative Characteristics of Financial Reports 

 Flowing from the central objective of providing information that is  useful  to providers of re-
sources, the  Conceptual Framework  ( 2010 ) elaborates on what constitutes usefulness. It iden-
tifi es two fundamental qualitative characteristics that make fi nancial information useful: rele-
vance and faithful representation.  18    Th e concept of materiality is discussed within the context 
of relevance.  

   1  .      Relevance : Information is relevant if it would potentially aff ect or make a diff erence in 
users’ decisions. Th e information can have predictive value (useful in making forecasts), 
confi rmatory value (useful to evaluate past decisions or forecasts), or both. In other words, 
relevant information helps users of fi nancial information to evaluate past, present, and 
future events, or to confi rm or correct their past evaluations in a decision-making context. 
 Materiality:  Information is considered to be material if omission or misstatement of the 

  18     Conceptual Framework for Financial Reporting (2010) , paragraphs QC 5–18. 
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information could infl uence users’ decisions. Materiality is a function of the nature and/
or magnitude of the information.  

   2  .      Faithful representation : Information that faithfully represents an economic phenomenon 
that it purports to represent is ideally complete, neutral, and free from error. Complete 
means that all information necessary to understand the phenomenon is depicted. Neutral 
means that information is selected and presented without bias. In other words, the in-
formation is not presented in such a manner as to bias the users’ decisions. Free from 
error means that there are no errors of commission or omission in the description of the 
economic phenomenon, and that an appropriate process to arrive at the reported infor-
mation was selected and was adhered to without error. Faithful representation maximizes 
the qualities of complete, neutral, and free from error to the extent possible.   

 Relevance and faithful representation are the fundamental, most critical characteristics 
of useful fi nancial information. In addition to these two fundamental characteristics, the 
 Conceptual Framework  ( 2010 ) identifi es four characteristics that enhance the usefulness of rel-
evant and faithfully represented fi nancial information. Th ese enhancing qualitative character-
istics are comparability, verifi ability, timeliness, and understandability.  19     

   1  .      Comparability : Comparability allows users “to identify and understand similarities and 
diff erences of items.” Information presented in a consistent manner over time and across 
entities enables users to make comparisons more easily than information with variations 
in how similar economic phenomena are represented.  

   2  .      Verifi ability : Verifi ability means that diff erent knowledgeable and independent observers 
would agree that the information presented faithfully represents the economic phenome-
na it purports to represent.  

   3  .      Timelines s: Timely information is available to decision makers prior to their making a 
decision.  

   4  .      Understandability : Clear and concise presentation of information enhances understandability. 
Th e  Conceptual Framework  ( 2010 ) specifi es that the information is prepared for and should 
be understandable by users who have a reasonable knowledge of business and economic ac-
tivities, and who are willing to study the information with diligence. However, some complex 
economic phenomena cannot be presented in an easily understandable form. Information 
that is useful should not be excluded simply because it is diffi  cult to understand. It may be 
necessary for users to seek assistance to understand information about complex economic 
phenomena.   

 Financial information exhibiting these qualitative characteristics—fundamental and en-
hancing—should be useful for making economic decisions.   

 5.3.     Constraints on Financial Reports 

 Although it would be ideal for fi nancial statements to exhibit all of these qualitative character-
istics and thus achieve maximum usefulness, it may be necessary to make tradeoff s across the 
enhancing characteristics. Th e application of the enhancing characteristics follows no set order 

  19    Ibid., paragraphs QC19–34. 
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of priority. Depending on the circumstances, each enhancing characteristic may take priority 
over the others.  20    Th e aim is an appropriate balance among the enhancing characteristics. 

 A pervasive constraint on useful fi nancial reporting is the cost of providing and using this 
information.  21    Optimally, benefi ts derived from information should exceed the costs of pro-
viding and using it. Again, the aim is a balance between costs and benefi ts. 

 A limitation of fi nancial reporting not specifi cally mentioned in the  Conceptual Frame-
work  ( 2010 ) involves information not included. Financial statements, by necessity, omit in-
formation that is non-quantifi able. For example, the creativity, innovation, and competence 
of a company’s work force are not directly captured in the fi nancial statements. Similarly, 
customer loyalty, a positive corporate culture, environmental responsibility, and many other 
aspects about a company may not be directly refl ected in the fi nancial statements. Of course, 
to the extent that these items result in superior fi nancial performance, a company’s fi nancial 
reports will refl ect the results.    

  20    Ibid., paragraph QC34. 
  21    Ibid., paragraphs QC35–39. 

 EXAMPLE 4     Balancing Qualitative Characteristics of 
Useful Information 

 A tradeoff  between enhancing qualitative characteristics often occurs. For example, 
when a company records sales revenue, it is required to simultaneously estimate and 
record an expense for potential bad debts (uncollectible accounts). Including this esti-
mated expense is considered to represent the economic event faithfully and to provide 
relevant information about the net profi ts for the accounting period. Th e information 
is timely and understandable; but because bad debts may not be known with certainty 
until a later period, inclusion of this estimated expense involves a sacrifi ce of verifi ability. 
Th e bad debt expense is simply an estimate. It is apparent that it is not always possible 
to simultaneously fulfi ll all qualitative characteristics. 

 Companies are  most likely  to make tradeoff s between which of the following when 
preparing fi nancial reports?  

  A  .   Relevance and materiality.  
  B  .   Timeliness and verifi ability.  
  C  .   Relevance and faithful representation.    

 Solution:    B is correct. Providing timely information implies a shorter time frame be-
tween the economic event and the information preparation; however, fully verifying 
information may require a longer time frame. Relevance and faithful representation 
are fundamental qualitative characteristics that make fi nancial information useful. Both 
characteristics are required; there is no tradeoff  between these. Materiality is an aspect 
of relevance.   
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 5.4.     Th e Elements of Financial Statements 

 Financial statements portray the fi nancial eff ects of transactions and other events by group-
ing them into broad classes (elements) according to their economic characteristics.  22    Th ree 
elements of fi nancial statements are directly related to the measurement of fi nancial position: 
assets, liabilities, and equity.  23     

•     Assets:  Resources controlled by the enterprise as a result of past events and from which 
future economic benefi ts are expected to fl ow to the enterprise. Assets are what a company 
owns (e.g., inventory and equipment).  

•     Liabilities:  Present obligations of an enterprise arising from past events, the settlement of 
which is expected to result in an outfl ow of resources embodying economic benefi ts. Liabil-
ities are what a company owes (e.g., bank borrowings).  

•     Equity  (for public companies, also known as “shareholders’ equity” or “stockholders’ equity”): 
Assets less liabilities. Equity is the residual interest in the assets after subtracting the liabilities.   

 Th e elements of fi nancial statements directly related to the measurement of performance 
(profi t and related measures) are income and expenses.  24     

•     Income:  Increases in economic benefi ts in the form of infl ows or enhancements of assets, or 
decreases of liabilities that result in an increase in equity (other than increases resulting from 
contributions by owners). Income includes both revenues and gains. Revenues represent 
income from the ordinary activities of the enterprise (e.g., the sale of products). Gains may 
result from ordinary activities or other activities (the sale of surplus equipment).  

•     Expenses:  Decreases in economic benefi ts in the form of outfl ows or depletions of assets, 
or increases in liabilities that result in decreases in equity (other than decreases because of 
distributions to owners). Expenses include losses, as well as those items normally thought of 
as expenses, such as the cost of goods sold or wages.    

 5.4.1.     Underlying Assumptions in Financial Statements 
 Two important assumptions underlie fi nancial statements: accrual accounting and going concern. 
Th ese assumptions determine how fi nancial statement elements are recognized and measured.  25    

 Th e use of “accrual accounting” assumes that fi nancial statements should refl ect transac-
tions in the period when they actually occur, not necessarily when cash movements occur. For 
example, accrual accounting specifi es that a company reports revenues  when they are earned 
(when the performance obligations have been satisfi ed) , regardless of whether the company re-
ceived cash before delivering the product, after delivering the product, or at the time of delivery. 

 “Going concern” refers to the assumption that the company will continue in business for 
the foreseeable future. To illustrate, consider the value of a company’s inventory if it is assumed 

  23     Conceptual Framework for Financial Reporting (2010) , paragraphs 4.4–4.23. 
  24    Ibid., paragraphs 4.24–4.36. 
  25    Ibid., paragraphs OB17 and 4.1. 

  22    Chapter 4, the section of  Th e Conceptual Framework (2010)  which deals with the elements of the fi -
nancial statements and their recognition and measurement, has not been amended from  Th e Framework 
(1989).  Th is chapter and the proposed Chapter 2, “Th e Reporting Entity,” will be considered further 
sometime after 2010. Th e references given will be as they appear in  Th e Conceptual Framework (2010).  
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that the inventory can be sold over a normal period of time versus the value of that same inven-
tory if it is assumed that the inventory must all be sold in a day (or a week). Companies with 
the intent to liquidate or materially curtail operations would require diff erent information for 
a fair presentation. 

 In reporting the fi nancial position of a company that is assumed to be a going concern, it 
may be appropriate to list assets at some measure of a current value based upon normal market 
conditions. However, if a company is expected to cease operations and be liquidated, it may 
be more appropriate to list such assets at an appropriate liquidation value, namely, a value that 
would be obtained in a forced sale.   

 5.4.2.     Recognition of Financial Statement Elements 
 Recognition means that an item is included in the balance sheet or income statement. Rec-
ognition occurs if the item meets the defi nition of an element and satisfi es the criteria for 
recognition. A fi nancial statement element (assets, liabilities, equity, income, and expenses) 
should be recognized in the fi nancial statements if:  26     

•    it is  probable  that any future economic benefi t associated with the item will fl ow to or from 
the enterprise; and  

•    the item has a cost or value that can be  measured with reliability .     

 5.4.3.     Measurement of Financial Statement Elements 
 Measurement is the process of determining the monetary amounts at which the elements 
of the fi nancial statements are to be recognized and carried in the balance sheet and income 
statement. Th e following alternative bases of measurement are used to diff erent degrees and in 
varying combinations to measure assets and liabilities:  27     

•     Historical cost:  Historical cost is simply the amount of cash or cash equivalents paid to 
purchase an asset, including any costs of acquisition and/or preparation. If the asset was 
not bought for cash, historical cost is the fair value of whatever was given in order to buy 
the asset. When referring to liabilities, the historical cost basis of measurement means the 
amount of proceeds received in exchange for the obligation.  

•     Amortised cost:  Historical cost adjusted for amortisation, depreciation, or depletion and/
or impairment.  

•     Current cost:  In reference to assets, current cost is the amount of cash or cash equivalents 
that would have to be paid to buy the same or an equivalent asset today. In reference to 
liabilities, the current cost basis of measurement means the undiscounted amount of cash or 
cash equivalents that would be required to settle the obligation today.  

•     Realizable (settlement) value:  In reference to assets, realizable value is the amount of cash 
or cash equivalents that could currently be obtained by selling the asset in an orderly dis-
posal. For liabilities, the equivalent to realizable value is called “settlement value”—that is, 
settlement value is the undiscounted amount of cash or cash equivalents expected to be paid 
to satisfy the liabilities in the normal course of business.  

•     Present value (PV):  For assets, present value is the present discounted value of the future 
net cash infl ows that the asset is expected to generate in the normal course of business. For 

  26    Ibid., paragraphs 4.37–4.38. 
  27    Ibid., paragraphs 4.54–4.55. 
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liabilities, present value is the present discounted value of the future net cash outfl ows that 
are expected to be required to settle the liabilities in the normal course of business.  

•     Fair value:  is a measure of value mentioned but not specifi cally defi ned in the  Conceptual 
Framework  ( 2010 ). Fair value is the amount at which an asset could be exchanged, or a 
liability settled, between knowledgeable, willing parties in an arm’s length transaction. Th is 
may involve either market measures or present value measures depending on the availability 
of information.  28         

 5.5.     General Requirements for Financial Statements 

 Th e  Conceptual Framework  ( 2010 ) provides a basis for establishing standards and the elements 
of fi nancial statements, but it does not address the contents of the fi nancial statements. Hav-
ing discussed the  Conceptual Framework  ( 2010 ), we now address the general requirements for 
fi nancial statements. 

 International Accounting Standard (IAS) No. 1,  Presentation of Financial Statements , spec-
ifi es the required fi nancial statements, general features of fi nancial statements, and structure 
and content of fi nancial statements.  29    Th ese general requirements are illustrated in  Exhibit 3  
and described in the subsections below.  

  28    IFRS  Glossary of Terms . Note that the joint IASB/FASB Fair Value project intends to redefi ne the term 
“fair value” as an exit price—the price that would be received to sell an asset or paid to transfer a liability 
in an orderly transaction between market participants at the measurement date. Th is is the defi nition in 
FASB ASC Topic 820 [Fair Value Measurements and Disclosures]. 

   EXHIBIT 3       IASB General Requirements for Financial Statements

Required Financial Statements
• Statement of financial position (Balance sheet)

• Statement of comprehensive income (Single
statement or Income statement + Statement of
comprehensive income)

• Statement of changes in equity

• Statement of cash flows

• In certain cases, Statement of financial position
from earliest comparative period

• Notes, summarizing accounting policies and
disclosing other items

Structure and Content
• Classified balance sheet
• Minimum specified

information on face

• Comparative information

• Minimum specified note
disclosures

General Features
• Fair presentation 
• Going concern 

• Frequency of reporting
• Comparative information
• Consistency of presentation

• Accrual basis 
• Materiality and aggregation
• No offsetting 

  

  29    For US GAAP, fi nancial statement presentation is covered in Sections 205 through 280 of the Account-
ing Standards Codifi cation. 
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 In the following sections, we discuss the required fi nancial statements, the general features 
underlying the preparation of fi nancial statements, and the specifi ed structure and content in 
greater detail.  

 5.5.1.     Required Financial Statements 
 Under IAS No. 1, a complete set of fi nancial statements includes:  30     

•    a statement of fi nancial position (balance sheet);  
•    a statement of comprehensive income (a single statement of comprehensive income or two 

statements, an income statement and a statement of comprehensive income that begins with 
profi t or loss from the income statement);  

•    a statement of changes in equity, separately showing changes in equity resulting from profi t 
or loss, each item of other comprehensive income, and transactions with owners in their 
capacity as owners;  31     

•    a statement of cash fl ows; and  
•    notes comprising a summary of signifi cant accounting policies and other explanatory notes 

that disclose information required by IFRS and not presented elsewhere and that provide 
information relevant to an understanding of the fi nancial statements.   

 Entities are encouraged to furnish other related fi nancial and non-fi nancial information 
in addition to that required. Financial statements need to present fairly the fi nancial position, 
fi nancial performance, and cash fl ows of an entity.   

 5.5.2.     General Features of Financial Statements 
 A company that applies IFRS is required to state explicitly in the notes to its fi nancial state-
ments that it is in compliance with the standards. Such a statement is only made when a 
company is in compliance with  all  requirements of IFRS. In extremely rare circumstances, a 
company may deviate from a requirement of IFRS if management concludes that complying 
with IFRS would result in misleading fi nancial statements. In this case, management must 
disclose details of the departure from IFRS. 

 IAS No. 1 specifi es a number of general features underlying the preparation of fi nancial 
statements. Th ese features clearly refl ect the  Conceptual Framework  ( 2010 ).  

•     Fair Presentation : Th e application of IFRS is presumed to result in fi nancial statements that 
achieve a fair presentation. Th e IAS describes fair presentation as follows: 

 Fair presentation requires the faithful representation of the eff ects of transactions, 
other events and conditions in accordance with the defi nitions and recognition crite-
ria for assets, liabilities, income and expenses set out in the  Framework .  32       

•     Going Concern : Financial statements are prepared on a going concern basis unless manage-
ment either intends to liquidate the entity or to cease trading, or has no realistic alternative but 
to do so. If not presented on a going concern basis, the fact and rationale should be disclosed.  

  30    IAS No. 1,  Presentation of Financial Statements , paragraph 10. 
  31    Examples of transactions with owners acting in their capacity as owners include sale of equity securities 
to investors, distributions of earnings to investors, and repurchases of equity securities from investors. 
  32    IAS No. 1,  Presentation of Financial Statements , paragraph 15. 
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   EXHIBIT 4       IAS No. 1: Minimum Required Line Items in Financial Statements 

On the face of the 
Statement of Financial 
Position

•     Plant, property, and equipment   
•     Investment property   
•     Intangible assets   
•     Financial assets (those not included in other specifi ed line items)   
•     Investments accounted for using the equity method   
•     Biological assets   
•     Inventories   
•     Trade and other receivables   
•     Cash and cash equivalents   
•     Total assets in groups held for sale   
•     Trade and other payables   
•     Provisions   

•     Accrual Basis : Financial statements (except for cash fl ow information) are to be prepared 
using the accrual basis of accounting.  

•     Materiality and Aggregation : Omissions or misstatements of items are material if they could, 
individually or collectively, infl uence the economic decisions that users make on the basis of 
the fi nancial statements. Each material class of similar items is presented separately. Dissim-
ilar items are presented separately unless they are immaterial.  

•     No Off setting : Assets and liabilities, and income and expenses, are not off set unless required 
or permitted by an IFRS.  

•     Frequency of Reporting : Financial statements must be prepared at least annually.  
•     Comparative Information : Financial statements must include comparative information 

from the previous period. Th e comparative information of prior periods is disclosed for all 
amounts reported in the fi nancial statements, unless an IFRS requires or permits otherwise.  

•     Consistency : Th e presentation and classifi cation of items in the fi nancial statements are usu-
ally retained from one period to the next.     

 5.5.3.     Structure and Content Requirements 
 IAS No. 1 also specifi es structure and content of fi nancial statements. Th ese requirements 
include the following:  

•     Classifi ed Statement of Financial Position (Balance Sheet) : IAS No. 1 requires the balance sheet 
to distinguish between current and non-current assets, and between current and non-current 
liabilities unless a presentation based on liquidity provides more relevant and reliable infor-
mation (e.g., in the case of a bank or similar fi nancial institution).  

•     Minimum Information on the Face of the Financial Statements : IAS No. 1 specifi es the minimum 
line item disclosures on the face of, or in the notes to, the fi nancial statements. For example, com-
panies are specifi cally required to disclose the amount of their plant, property, and equipment 
as a line item on the face of the balance sheet. Th e specifi c requirements are listed in  Exhibit 4 .  

•     Minimum Information in the Notes  (or on the face of fi nancial statements): IAS No. 1 spec-
ifi es disclosures about information to be presented in the fi nancial statements. Th is infor-
mation must be provided in a systematic manner and cross-referenced from the face of the 
fi nancial statements to the notes. Th e required information is summarized in  Exhibit 5 .  

•     Comparative Information : For all amounts reported in a fi nancial statement, comparative infor-
mation should be provided for the previous period unless another standard requires or permits 
otherwise. Such comparative information allows users to better understand reported amounts.        
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•     Financial liabilities (not listed in other line items)   
•     Liabilities and assets for current tax   
•     Deferred tax liabilities and deferred tax assets   
•     Total liabilities in groups held for sale   
•     Non-controlling interest (i.e., minority interest, presented within equity)   
•     Issued capital and reserves attributable to owners of the parent   

On the face of 
the Statement of 
Comprehensive Income, 
presented either in a 
single statement or in 
two statements (Income 
statement + Statement of 
comprehensive income)

•     Revenue  
•    Specifi ed gains and losses for fi nancial assets  
•    Finance costs  
•    Share of the profi t or loss of associates and joint ventures accounted for 

using the equity method  
•    Pretax gain or loss recognized on the disposal of assets or settlement of 

liabilities attributable to discontinued operations  
•    Tax expense   
•     Profi t or loss  
•    Each component of other comprehensive income  
•    Amount of profi t or loss and amount of comprehensive income 

attributable to non-controlling interest (minority interest)  
•    Amount of profi t or loss and amount of comprehensive income 

attributable to the parent   

On the face of the 
Statement of Changes in 
Equity

•     Total comprehensive income for the period, showing separately the total 
amounts attributable to owners of the parent and to non-controlling 
interest (minority interest)  

•    For each component of equity, a reconciliation between beginning 
balances and ending balances, showing separately amounts arising from 
a) profi t or loss, b) each item of other comprehensive income, and c) 
transactions with owners in their capacity as owners.  

•    For each component of equity, the eff ects of changes in accounting 
policies and corrections of errors recognized in accordance with IAS No. 8   

   EXHIBIT 5       Summary of IFRS Required Disclosures in the Notes to the Financial Statements 

Disclosure of Accounting 
Policies

•     Measurement bases used in preparing fi nancial statements  
•    Signifi cant accounting policies used  
•    Judgments made in applying accounting policies that have the most 

signifi cant eff ect on the amounts recognized in the fi nancial statements   

Sources of Estimation 
Uncertainty

•     Key assumptions about the future and other key sources of estimation 
uncertainty that have a signifi cant risk of causing material adjustment to 
the carrying amount of assets and liabilities within the next year   

Other Disclosures •     Information about capital and about certain fi nancial instruments 
classifi ed as equity  

•    Dividends not recognized as a distribution during the period, including 
dividends declared before the fi nancial statements were issued and any 
cumulative preference dividends  

•    Description of the entity, including its domicile, legal form, country of 
incorporation, and registered offi  ce or business address  

•    Nature of operations and principal activities  
•    Name of parent and ultimate parent   

EXHIBIT 4 (Continued)
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 5.6.     Convergence of Conceptual Framework 

 One of the joint IASB/FASB projects, begun in 2004, aims to develop an improved, common 
conceptual framework. Th e project will be conducted in phases. Th e Boards’ initial, technical 
work plan included: Objective of and qualitative characteristics of fi nancial reporting; Report-
ing entity; Elements; and Measurement and recognition of elements. As of the writing of this 
chapter, the objective and qualitative characteristics phase was complete and is incorporated 
in the chapter. 

 As more countries adopt IFRS, the need to consider other fi nancial reporting systems 
will be reduced. Additionally, the IASB and FASB are considering frameworks from other ju-
risdictions in developing their joint framework. Nevertheless, analysts are likely to encounter 
fi nancial statements that are prepared on a basis other than IFRS. Although the number and 
relevance of diff erent local GAAP reporting systems are likely to decline, industry-specifi c fi -
nancial reports—such as those required for banking or insurance companies—will continue to 
exist. Diff erences remain between IFRS and US GAAP that aff ect the framework and general 
fi nancial reporting requirements. Th e chapters on individual fi nancial statements and specifi c 
topics will review in more detail diff erences in IFRS and US GAAP as they apply to specifi c 
fi nancial statements and topics. 

 As mentioned earlier, a joint IASB–FASB project was begun in October 2004 to develop 
a common conceptual framework. Th e initial focus was to achieve the convergence of the 
frameworks and improve particular aspects of the framework dealing with objectives, qual-
itative characteristics, elements and their recognition, and measurement. A December 2004 
discussion paper presented the broad diff erences between the two frameworks. Th e diff erences 
between IFRS and US GAAP that aff ect the framework and general fi nancial reporting require-
ments have been reduced by the agreement by the IASB and FASB on the purpose and scope 
of the  Conceptual Framework  ( 2010 ), the objective of general purpose fi nancial reporting, and 
qualitative characteristics of useful fi nancial information.  Exhibit 6  summarizes the remaining 
diff erences as presented in the December 2004 discussion paper. Some of the diff erences iden-
tifi ed in December 2004 may no longer apply. Th e chapters on individual fi nancial statements 
and specifi c topics will discuss relevant and more current diff erences in greater detail.  

   EXHIBIT 6       Summary of Diff erences between IFRS and US GAAP Frameworks 

 US GAAP (FASB) Framework 

Financial 
Statement 
Elements 
(defi nition, 
recognition, and 
measurement) 

•      Performance Elements : Th e FASB framework includes three elements relating 
to fi nancial performance in addition to revenue and expenses: gains, losses, 
and comprehensive income. Comprehensive income is a more encompassing 
concept than net income, as it includes all changes in equity during a period 
except those resulting from investments by and distributions to owners.   

•      Financial Position Elements : Th e FASB framework defi nes an asset as “a future 
economic benefi t” rather than the “resource” from which future economic 
benefi ts are expected to fl ow to the entity as in the IASB framework. It also 
includes the term “probable” to defi ne the assets and liabilities elements. As 
discussed below, the term “probable” is part of the IASB framework recognition 
criteria. Additionally, the frameworks have diff erent meanings of probable.   

•      Recognition of Elements : Th e FASB framework does not discuss the term 
“probable” in its recognition criteria, whereas the IASB framework requires that 
it is probable that any future economic benefi t fl ow to/from the entity. Th e 
FASB framework also has a separate recognition criterion of relevance.   
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 US GAAP (FASB) Framework 

•      Measurement of Elements : Measurement attributes (historical cost, current 
cost, settlement value, current market value, and present value) are broadly 
consistent, and both frameworks lack fully developed measurement concepts. 
Furthermore, the FASB framework prohibits revaluations except for certain 
categories of fi nancial instruments, which have to be carried at fair value.   

EXHIBIT 6 (Continued)

 For analysis of fi nancial statements created under diff erent frameworks, reconciliation 
schedules and disclosures regarding the signifi cant diff erences between the reporting bases were 
formerly available to a greater extent. For example, the SEC used to require reconciliation for 
foreign private issuers that did not prepare fi nancial statements in accordance with US GAAP. 
Th e SEC no longer requires reconciliation for foreign private issuers that prepare their fi nan-
cial reports in compliance with IFRS. Such reconciliations can reveal additional information 
related to the more judgmental components of the fi nancial statements. In the absence of a rec-
onciliation, users of fi nancial statements must be prepared to consider how the use of diff erent 
reporting standards potentially impact fi nancial reports. Th is can have important implications 
for comparing the performance of companies and security valuation.     

 6. EFFECTIVE FINANCIAL REPORTING 

 A discussion of the characteristics of an eff ective framework and the barriers to the creation of 
such a framework off er additional perspective on fi nancial reporting.  

 6.1.     Characteristics of an Eff ective Financial Reporting Framework 

 Any eff ective fi nancial reporting system needs to be a coherent one (i.e., a framework in which 
all the pieces fi t together according to an underlying logic). Such frameworks have several 
characteristics:  

•     Transparency : A framework should enhance the transparency of a company’s fi nancial state-
ments. Transparency means that users should be able to see the underlying economics of 
the business refl ected clearly in the company’s fi nancial statements. Full disclosure and fair 
presentation create transparency.  

•     Comprehensiveness : To be comprehensive, a framework should encompass the full spectrum 
of transactions that have fi nancial consequences. Th is spectrum includes not only transac-
tions currently occurring, but also new types of transactions as they are developed. So an 
eff ective fi nancial reporting framework is based on principles that are universal enough to 
provide guidance for recording both existing and newly developed transactions.  

•     Consistency : An eff ective framework should ensure reasonable consistency across companies 
and time periods. In other words, similar transactions should be measured and presented in 
a similar manner regardless of industry, company size, geography, or other characteristics. 
Balanced against this need for consistency, however, is the need for suffi  cient fl exibility to al-
low companies suffi  cient discretion to report results in accordance with underlying economic 
activity.     
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 6.2.     Barriers to a Single Coherent Framework 

 Although eff ective frameworks all share the characteristics of transparency, comprehensiveness, 
and consistency, there are some confl icts that create inherent limitations in any fi nancial re-
porting standards framework. Specifi cally, it is diffi  cult to completely satisfy all these character-
istics concurrently, so any framework represents an attempt to balance the relative importance 
of these characteristics. Th ree areas of confl ict include valuation, standard-setting approach, 
and measurement.  

•     Valuation : As discussed, various bases for measuring the value of assets and liabilities exist, 
such as historical cost, current cost, fair value, realizable value, and present value. Historical 
cost valuation, under which an asset’s value is its initial cost, requires minimal judgment. In 
contrast, other valuation approaches, such as fair value, require considerable judgment but 
can provide more relevant information.  

•     Standard-Setting Approach : Financial reporting standards can be established based on 1) 
principles, 2) rules, or 3) a combination of principles and rules (sometimes referred to as 
“objectives oriented”). A principles-based approach provides a broad fi nancial reporting 
framework with little specifi c guidance on how to report a particular element or transaction. 
Such principles-based approaches require the preparers of fi nancial reports and auditors to 
exercise considerable judgment in fi nancial reporting. In contrast, a rules-based approach 
establishes specifi c rules for each element or transaction. Rules-based approaches are charac-
terized by a list of yes-or-no rules, specifi c numerical tests for classifying certain transactions 
(known as “bright line tests”), exceptions, and alternative treatments. Some suggest that rules 
are created in response to preparers’ needs for specifi c guidance in implementing principles, 
so even standards that begin purely as principles evolve into a combination of principles 
and rules. Th e third alternative, an objectives-oriented approach, combines the other two 
approaches by including both a framework of principles and appropriate levels of implemen-
tation guidance. Th e common conceptual framework is likely to be more objectives oriented.  

•     Measurement : Th e balance sheet presents elements at a point in time, whereas the income 
statement refl ects changes during a period of time. Because these statements are related, 
standards regarding one of the statements have an eff ect on the other statement. Financial 
reporting standards can be established taking an “asset/liability” approach, which gives pref-
erence to proper valuation of the balance sheet, or a “revenue/expense” approach that focuses 
more on the income statement. Th is confl ict can result in one statement being reported in a 
theoretically sound manner, but the other statement refl ecting less relevant information. In 
recent years, standard setters have predominantly used an asset/liability approach.        

 EXAMPLE 5    Confl icts between Measurement Approaches 

 Prime Retailers (PR), a US-based distributor of men’s shirts, has a policy of marking 
its merchandise up by $5 per unit. At the beginning of 2009, PR had 10,000 units 
of inventory on hand, which cost $15 per unit. During 2009, PR purchased 100,000 
units of inventory at a cost of $22 per unit. Also during 2009, PR sold 100,000 units 
of inventory at $27 per unit. How shall PR refl ect the cost of the inventory sold: $15 or 
$22 or some combination? 
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 7. COMPARISON OF IFRS WITH ALTERNATIVE REPORTING 
SYSTEMS 

 Th e recent adoption of IFRS as the required fi nancial reporting standard by the EU and other 
countries has advanced the goal of global convergence. Nevertheless, there are still signifi cant 
diff erences in fi nancial reporting in the global capital markets. Arguably, the most critical are 
the diff erences that exist between IFRS and US GAAP. After the EU adoption of IFRS in 2005, 
a signifi cant number of the world’s listed companies use one of these two reporting standards. 

 For analyzing fi nancial statements created under diff erent standards, reconciliation sched-
ules and disclosures regarding the signifi cant diff erences between the reporting bases—his-
torically available in some jurisdictions—were particularly helpful. For example, the SEC 
historically required reconciliation for foreign private issuers that did not prepare fi nancial 
statements in accordance with US GAAP. In 2007, however, the SEC eliminated the reconcili-
ation requirement for companies that prepared their fi nancial statements according to IFRS.  33    

 Although the disclosures related to any such diff erences were sometimes dauntingly long, 
the numerical reconciliations of net income and shareholders’ equity appeared in charts that 
were relatively easy to use. As an example, consider the reconciliation disclosures made by 
Syngenta AG, a Swiss agribusiness company in 2006, the last year in which reconciliations 
were required. Syngenta’s 2006 US SEC Form 20-F fi ling discussed these diff erences in Note 

 In order to match current costs with current revenues, PR (which does not operate 
in an IFRS jurisdiction; last-in, fi rst-out is not allowed under IFRS) may decide that it 
is appropriate to use a method of inventory costing that assumes that the most recently 
purchased inventory is sold fi rst. So, the assumption is that the 100,000 units of sales 
had a cost of $22. A partial income statement for PR would be:

Sales $2,700,000

Cost of sales $2,200,000

Gross profi t $500,000

  Th e gross profi t calculated in this manner refl ects the current cost of goods matched 
with the current level of revenues. 

 But PR still has 10,000 units of inventory on hand. Th e assumption must be that 
the 10,000 remaining units had a cost of $15 per unit. Th erefore, the value of the inven-
tory refl ected on the balance sheet would be $150,000. 

 Although the income statement refl ects current costs, the remaining inventory on 
the balance sheet does not refl ect current information. Th e inventory is refl ected at the 
older cost of $15 per unit. An analyst would likely fi nd this older cost less relevant than 
the current cost of that inventory.  

  33    Th e SEC issued Rule 33-8879 (available at  www.sec.gov/rules/fi nal/2007/33-8879.pdf  ) on 21 Decem-
ber 2007. Th e Rule eliminated the reconciliation requirement for companies reporting under IFRS as 
issued by the IASB and applied to fi nancial years ending after 15 November 2007. 
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 Now that reconciliation disclosures are no longer generally available, an analyst com-
paring two companies that use diff erent reporting standards must be aware of areas where 
accounting standards have not converged. For example, data from 2006 SEC reconciliations 
(the last year available) indicated that pensions and goodwill were the dominant IFRS-to-US 
GAAP reconciliation items for European companies that listed their stock on an exchange 

34, “Signifi cant Diff erences between IFRS and United States Generally Accepted Account-
ing Principles.” Th is note was roughly 20 pages long! Th e chart presenting the numerical 
reconciliation of net income (see  Exhibit 7 ) was, however, relatively easy to use and could be 
reviewed to identify the signifi cant items; large amounts could be examined in more detail. 
Th e Syngenta disclosure indicates that the company’s 2006 net income based on US GAAP 
was $504 million, compared with the $634 million of net income reported under IFRS. Th e 
reconciliation indicates that most signifi cant diff erences relate to accounting for acquisitions 
(purchase accounting adjustments include a $30 million increase and an $86 million decrease), 
accounting for pension provisions ($48 million), accounting for put options ($60 million) 
and accounting for various tax-related items. In some instances, further analysis would be 
undertaken to determine the implications of each signifi cant diff erence based on additional 
disclosures in the notes.  

   EXHIBIT 7       Reconciliation of GAAP Income: Syngenta (US$ in Millions) 

 2006  2005  2004 

Net income/(loss) reported under IFRS attributable to 
Syngenta AG shareholders

634 622 460

US GAAP adjustments:

   Purchase accounting: Zeneca agrochemicals business 30 (7) 62

   Purchase accounting: other acquisitions (86) (80) (62)

   Restructuring charges (9) (9) 47

   Pension provisions (including post-retirement benefi ts) (48) 15 43

   Deferred taxes on share-based compensation — 3 (3)

   Deferred taxes on unrealized profi t in inventory 26 (33) (61)

   Impairment losses 2 (7) (1)

   Inventory provisions (13) — —

   Revenue recognition (1) — —

   Environmental remediation costs (27) — —

   Other items 9 28 (17)

   Grant of put option to Syngenta AG shareholders (60) — —

   Valuation allowance against deferred tax assets — 26 (34)

   Income tax on undistributed earnings of subsidiaries 1 1 (27)

Deferred tax eff ect of US GAAP adjustments 46 27 (55)

Net income/(loss) reported under US GAAP 504 556 352

  Source:  2005 US SEC Form 20-F.  
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  34     Henry, Lin, and Yang, “Th e European-US ‘GAAP Gap’: IFRS to US GAAP Form 20-F Reconcilia-
tions,”  Accounting Horizons  23, no. 2 (2009): 121–150. 

in the United States.  34    In most cases, a user of fi nancial statements prepared under diff erent 
accounting standards will no longer have enough information to make specifi c adjustments 
required to achieve comparability. Instead, an analyst must maintain general caution in inter-
preting comparative fi nancial measures produced under diff erent accounting standards and 
monitor signifi cant developments in fi nancial reporting standards.    

 8. MONITORING DEVELOPMENTS IN FINANCIAL 
REPORTING STANDARDS 

 In studying fi nancial reporting and fi nancial statement analysis in general, the analyst must be 
aware that reporting standards are evolving rapidly. Analysts need to monitor ongoing devel-
opments in fi nancial reporting and assess their implications for security analysis and valuation. 
Th e need to monitor developments in fi nancial reporting standards does not mean that an-
alysts should be accountants. An accountant monitors these developments from a preparer’s 
perspective; an analyst needs to monitor from a user’s perspective. More specifi cally, analysts 
need to know how these developments will aff ect fi nancial reports. 

 Analysts can remain aware of developments in fi nancial reporting standards by moni-
toring three areas: new products or transactions, actions of standard setters and other groups 
representing users of fi nancial statements (such as CFA Institute), and company disclosures 
regarding critical accounting policies and estimates.  

 8.1.     New Products or Types of Transactions 

 New products and new types of transactions can have unusual or unique elements to them 
such that no explicit guidance in the fi nancial reporting standards exists. New products or 
transactions typically arise from economic events, such as new businesses (e.g., the internet), 
or from a newly developed fi nancial instrument or fi nancial structure. Financial instruments, 
whether exchange traded or not, are typically designed to enhance a company’s business or to 
mitigate inherent risks. However, at times, fi nancial instruments or structured transactions 
have been developed primarily for purposes of fi nancial report “window dressing.” 

 Although companies might discuss new products and transactions in their fi nancial re-
ports, the analyst can also monitor business journals and the capital markets to identify such 
items. Additionally, when one company in an industry develops a new product or transaction, 
other companies in the industry often do the same. Once new products, fi nancial instruments, 
or structured transactions are identifi ed, it is helpful to gain an understanding of the business 
purpose. If necessary, an analyst can obtain further information from a company’s manage-
ment, which should be able to describe the economic purpose, the fi nancial statement report-
ing, signifi cant estimates, judgments applied in determining the reporting, and future cash 
fl ow implications for these items. Th e fi nancial reporting framework described here is useful 
in evaluating the potential eff ect on fi nancial statements even though a standard may not have 
been issued as to how to report a particular transaction.   
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 8.2.     Evolving Standards and the Role of CFA Institute 

 Th e actions of standard setters and regulators are unlikely to be helpful in identifying new 
products and transactions, given the lag between new product development and regulatory 
action. Monitoring the actions of these authorities is nonetheless important for another rea-
son: Changes in regulations can aff ect companies’ fi nancial reports and, thus, valuations. 
Th is is particularly true if the fi nancial reporting standards change to require more explicit 
identifi cation of matters aff ecting asset/liability valuation or fi nancial performance. For exam-
ple, one relatively recent regulatory change requires companies to report the value of employee 
stock options as an expense in the income statement. Prior to the required expensing, an 
analyst could assess the impact of stock options on a company’s performance and the dilutive 
eff ect to shareholders by reviewing information disclosed in the notes to the fi nancial state-
ments. As another example, the current standard-setting project on leases will likely result in 
explicitly recognizing on the balance sheet the assets and liabilities associated with certain types 
of leases; currently, that lease information is available only in the notes. To the extent that some 
market participants do not examine fi nancial statement details and thus ignore some items 
when valuing a company’s securities, more explicit identifi cation could aff ect the value of the 
company’s securities. Additionally, it is plausible to believe that management is more attentive 
to and rigorous in any calculations/estimates of items that appear in the fi nancial statements, 
compared to items that are only disclosed in the notes. 

 Th e IASB and FASB have numerous major projects underway that will most likely result 
in new standards. It is important to keep up to date on these evolving standards. Th e IASB 
( www.iasb.org ) and FASB ( www.fasb.org ) provide a great deal of information on their websites 
regarding new standards and proposals for future changes in standards. In addition, the IASB 
and FASB seek input from the fi nancial analyst community—those who regularly use fi nancial 
statements in making investment and credit decisions. When a new standard is proposed, an 
exposure draft is made available and users of fi nancial statements can draft comment letters 
and position papers for submission to the IASB and FASB in order to evaluate the proposal. 

 CFA Institute is active in advocating improvements to fi nancial reporting, through its 
Standards and Financial Market Integrity Division. Volunteer members of CFA Institute serve 
on several liaison committees that meet regularly to make recommendations to the IASB and 
FASB on proposed standards and to draft comment letters and position papers. Th e com-
ment letters and position papers of these groups on fi nancial reporting issues are available at 
 www.cfainstitute.org/ethics/topics/pages/index.aspx . 

 CFA Institute issued a position paper titled  A Comprehensive Business Reporting Model: 
Financial Reporting for Investors , which provides a suggested model for signifi cantly improving 
fi nancial reporting. Th e position paper, issued in 2007, states:

  Corporate fi nancial statements and their related disclosures are fundamental to 
sound investment decision making. Th e well-being of the world’s fi nancial markets, 
and of the millions of investors who entrust their fi nancial present and future to those 
markets, depends directly on the information fi nancial statements and disclosures 
provide. Consequently, the quality of the information drives global fi nancial markets. 
Th e quality, in turn, depends directly on the principles and standards managers apply 
when recognizing and measuring the economic activities and events aff ecting their 
companies’ operations. . . . 

 Investors require timeliness, transparency, comparability, and consistency in fi nan-
cial reporting. Investors have a preference for decision relevance over reliability. As 
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CFA Institute stated in 1993 and as reiterated in this paper, “analysts need to know 
economic reality—what is really going on—to the greatest extent it can be depicted 
by accounting numbers.” Corporate fi nancial statements that fail to refl ect this eco-
nomic reality undermine the investment decision-making process.  35     

Among other principles, the proposed model stresses the importance of information regarding 
the current fair value of assets and liabilities, of neutrality in fi nancial reporting, and of provid-
ing detailed information on cash fl ows to investors through the choice of the so-called direct 
format for the cash fl ow statement.  36    

 In summary, analysts can improve their investment decision making by keeping current on 
fi nancial reporting standards, and various web-based sources provide the means to do so. In addi-
tion, analysts can contribute to improving fi nancial reporting by sharing their perspective as us-
ers with standard-setting bodies, which typically invite comments concerning proposed changes.   

 8.3.     Company Disclosures 

 A good source for obtaining information regarding the eff ect of fi nancial reporting standards 
on a company’s fi nancial statements is typically the company itself. Th is information is provid-
ed in the notes to the fi nancial statements and accompanying discussion.  

 8.3.1.     Disclosures Relating to Critical and Signifi cant Accounting Policies 
 As noted earlier, fi nancial reporting standards need to restrict alternatives but retain fl exibility in 
allowing enterprises to match their accounting methods with underlying economics. As a result, 
companies choose among alternative accounting policies (e.g., depreciation methods) and use 
estimates (e.g., depreciable lives of assets). Under both IFRS and US GAAP, companies are re-
quired to disclose their accounting policies and estimates in the notes to the fi nancial statements. 
Companies also discuss in the management commentary (or the management’s discussion and 
analysis, MD&A) those policies that management deems most important. Although many of 
the policies are discussed in both the management commentary and the notes to the fi nancial 
statement, there is typically a distinction between the two discussions. Th e management com-
mentary generally relates to aspects of the accounting policies deemed important by manage-
ment to understand the fi nancial statements, particularly changes. Th e MD&A disclosure relates 
to those policies that require signifi cant judgments and estimates, whereas the note discusses all 
accounting policies, irrespective of whether judgment was required. Each disclosure has value. 

 In analyzing fi nancial reporting disclosures, the following questions should be addressed:  

•    What policies have been discussed?  
•    Do these policies appear to cover all of the signifi cant balances on the fi nancial statements?  
•    Which policies are identifi ed as requiring signifi cant estimates?  
•    Have there been any changes in these disclosures from one year to the next?   

  Exhibit 8  summarizes the accounting policies discussed in the management report section 
of Volkswagen’s annual report.  

  35     A Comprehensive Business Reporting Model: Financial Reporting for Investors , CFA Institute Centre for 
Financial Market Integrity, July 2007, p. 1, 2. 
  36    See the chapter on cash fl ow statements for further information on the direct format. 
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   EXHIBIT 8       Accounting Policy Discussion in Volkswagen’s Management Report  

 Volkswagen’s management report includes the following discussion of accounting policies: 

  Th e application of IFRS 8 led to a reclassifi cation of the segments disclosed in the 
notes. Th e following segments are now reported: Passenger Cars and Light Com-
mercial Vehicles, Scania, and Volkswagen Financial Services. Th e classifi cation of the 
Group’s activities into the Automotive and Financial Services divisions remains un-
changed in the management report. 

 In accordance with the amended IAS 7, as of fi scal year 2009 we are reporting 
liquidity movements resulting from changes in leasing and rental assets in cash fl ows 
from operating activities (previously reported in cash fl ows from investing activities). 
Accordingly, changes in fi nancial services receivables are also allocated to cash fl ows 
from operating activities. Th e prior-year presentation has been adjusted accordingly. 

 Th e adoption of new or amended accounting standards did not otherwise materi-
ally aff ect the 2009 consolidated fi nancial statements.  

  Source:  Volkswagen’s 2009 Annual Report, page 144. 

   EXHIBIT 9       Accounting Policies Described in Volkswagen’s Financial Statement Notes   

•    Intangible assets  
•    Property, plant, and equipment  
•    Leasing and rental assets  
•    Investment property  
•    Capitalization of borrowing costs  
•    Equity-accounted investments  
•    Financial instruments  
•    Loans and receivables and fi nancial liabilities  
•    Available-for-sale fi nancial assets  
•    Derivatives and hedge accounting  
•    Receivables from fi nance leases  
•    Other receivables and fi nancial assets  
•    Impairment losses on fi nancial instruments  
•    Deferred taxes  
•    Inventories  
•    Non-current assets held for sale and discontinued operations  
•    Pension provisions  
•    Provisions for taxes  
•    Other provisions  
•    Liabilities  
•    Revenue and expense recognition   

  Exhibit 9  lists the items discussed in the note titled “Accounting Policies” in Volkswagen’s 
notes to the fi nancial statements. Note that far more items are described in the notes to the 
fi nancial statements as compared to the management’s commentary, illustrating the broader 
disclosure of the notes.    
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 8.3.2.     Disclosures Regarding Changes in Accounting Policies 
 Companies must disclose information about changes in accounting policies. Such changes can 
occur as a result of initially applying a new accounting standard or as a result of the company 
voluntarily changing which policy it uses (among those allowable). In addition, IFRS require 
discussion about pending implementations of new standards and the known or estimable in-
formation relevant to assessing the impact of the new standards.  37    Th ese disclosures can alert 
an analyst to signifi cant changes in reported fi nancial statement amounts that could aff ect 
security valuation. Although each discussion will be diff erent, the conclusions that a company 
can reach about a new standard not yet implemented include:  

   1  .     the standard does not apply;  
   2  .     the standard will have no material impact;  
   3  .     management is still evaluating the impact; or  
   4  .     the impact of adoption is discussed.   

 Clearly, disclosures indicating the expected impact provide the most meaningful infor-
mation. In addition, disclosures indicating that the standard does not apply or will not have a 
material eff ect are also helpful. However, disclosures indicating that management is still eval-
uating the impact of a new standard create some uncertainty about whether the change might 
materially aff ect the company. 

 In addition to the disclosures referred to in  Exhibits 8  and  9 , Volkswagen also provided 
extensive disclosures about recently issued accounting standards in its 2009 Annual Report. 
Th e company confi rmed it had adopted all accounting pronouncements required to be applied 
starting in fi scal year 2009, stated the impact of four new or revised standards, and listed nine 
other standards that had no material eff ect on the company’s fi nancial reports. In addition, 
Volkswagen provided a table summarizing standards that had been adopted by the IASB but 
were not required to be applied for fi scal year 2009. Th e table listed 17 specifi c standards 
changes, of which the company expected 14 to have no impact and the other three to result in 
non-quantifi ed changes in disclosures or presentations. 

 In some cases, companies are able to quantify the expected impact of accounting standards 
that have been changed but are not yet eff ective at the time of the company’s report. As an 
example of quantifi ed disclosures about accounting changes that would have a future eff ect on 
a company’s fi nancial statements, consider the disclosures in  Exhibit 10 .  

  37     IAS No. 8, Accounting Policies,  Changes in Accounting Estimates and Errors . 

   EXHIBIT 10       Impact of New and Amended Accounting Standards: General Electric  

 In its 2009 annual report fi led with the SEC in February 2010, General Electric (which re-
ports under US GAAP) included disclosures in its MD&A about an accounting change that 
would require consolidation of certain entities that previously had not been consolidated. Th e 
acronym ASU stands for “Accounting Standards Update” and is the means by which the FASB 
communicates changes to US GAAP following the Financial Standards Codifi cation in 2009. 

(continued)
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Th e acronym ASC stands for “Accounting Standards Codifi cation” and refers to a particular 
section of the Codifi cation. 

  In 2009, the FASB issued ASU 2009–16 and ASU 2009–17, which amended ASC 
860,  Transfers and Servicing , and ASC 810,  Consolidation , respectively, and are eff ec-
tive for us on January 1, 2010. . . 

 Upon adoption of the amendments on January 1, 2010, we will consolidate the 
assets and liabilities of these entities at the amount they would have been reported 
in our fi nancial statements had we always consolidated them. We will also deconsol-
idate certain entities where we do not meet the defi nition of the primary benefi ciary 
under the revised guidance, the eff ect of which will be insignifi cant. Th e incre-
mental eff ect of consolidation on total assets and liabilities, net of our investment 
in these entities, will be an increase of approximately $32 billion and $34 billion, 
respectively. Th ere also will be a net reduction of equity of approximately $2 billion, 
principally related to the reversal of previously recognized securitization gains as a 
cumulative eff ect adjustment to retained earnings, which will be earned back over 
the life of the assets.  

  Source:  General Electric 2009 Annual Report. 

 An analyst could use these disclosures to adjust expectations about the company’s as-
sets, liabilities, and equity, and confi rm the impact (which in this case appear to be mini-
mal) on the company’s leverage ratios. Importantly, because these disclosures relate to ex-
pected changes, the analyst could incorporate these disclosures into forecasts of fi nancial 
statements.     

 9. SUMMARY 

 An awareness of the reporting framework underlying fi nancial reports can assist in security 
valuation and other fi nancial analysis. Th e framework describes the objectives of fi nancial re-
porting, desirable characteristics for fi nancial reports, the elements of fi nancial reports, and the 
underlying assumptions and constraints of fi nancial reporting. An understanding of the frame-
work, which is broader than knowledge of a particular set of rules, off ers an analyst a basis from 
which to infer the proper fi nancial reporting, and thus security valuation implications, of  any  
fi nancial statement element or transaction. Th e chapter discusses the conceptual objectives 
of fi nancial reporting standards, the parties involved in standard-setting processes, and how 
fi nancial reporting standards are converging into one global set of standards. 

 Some key points of the chapter are summarized below:  

•     Th e Objective of Financial Reporting :  
•    Th e objective of general purpose fi nancial reporting is to provide fi nancial information 

about the reporting entity that is useful to existing and potential investors, lenders, 
and other creditors in making decisions about providing resources to the entity. Th ose 

EXHIBIT 10 (Continued)
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decisions involve buying, selling, or holding equity and debt instruments, and providing 
or settling loans and other forms of credit.  38     

•    Financial reporting requires policy choices and estimates. Th ese choices and estimates 
require judgment, which can vary from one preparer to the next. Accordingly, standards 
are needed to ensure increased consistency in these judgments.    

•     Financial Reporting Standard-Setting Bodies and Regulatory Authorities : Private sector 
standard-setting bodies and regulatory authorities play signifi cant but diff erent roles in the 
standard-setting process. In general, standard-setting bodies make the rules, and regulatory 
authorities enforce the rules. However, regulators typically retain legal authority to establish 
fi nancial reporting standards in their jurisdiction.  

•     Convergence of Global Financial Reporting Standards : Th e IASB and FASB, along with other 
standard setters, are working to achieve convergence of fi nancial reporting standards. Many 
countries have adopted or permit the use of IFRS, have indicated that they will adopt IFRS 
in the future, or have indicated that they are working on convergence with IFRS. Listed 
companies in many countries are adopting IFRS. Barriers and challenges to full convergence 
still exist.  

•     Th e IFRS Framework : Th e IFRS  Framework  sets forth the concepts that underlie the prepa-
ration and presentation of fi nancial statements for external users, provides further guidance 
on the elements from which fi nancial statements are constructed, and discusses concepts of 
capital and capital maintenance.  
•    Th e objective of fair presentation of useful information is the center of the  Conceptual 

Framework  ( 2010 ). Th e qualitative characteristics of useful information include funda-
mental and enhancing characteristics. Information must exhibit the fundamental charac-
teristics of relevance and faithful representation to be useful. Th e enhancing characteristics 
identifi ed are comparability, verifi ability, timeliness, and understandability.  

•    Th e IFRS  Framework  identifi es the following elements of fi nancial statements: assets, lia-
bilities, equity, income, expenses, and capital maintenance adjustments.  

•    Th e  Conceptual Framework  ( 2010 ) is constructed based on the underlying assumptions 
of accrual basis and going concern and acknowledges the inherent constraint of benefi t 
versus cost.    

•     IFRS Financial Statements : IAS No. 1 prescribes that a complete set of fi nancial statements 
includes a statement of fi nancial position (balance sheet), a statement of comprehensive in-
come (either two statements—one for net income and one for comprehensive income—or 
a single statement combining both net income and comprehensive income), a statement of 
changes in equity, a cash fl ow statement, and notes. Th e notes include a summary of signif-
icant accounting policies and other explanatory information.  
•    Financial statements need to refl ect certain basic features: fair presentation, going con-

cern, accrual basis, materiality and aggregation, no off setting, and consistency.  
•    Financial statements must be prepared at least annually and must include comparative 

information from the previous period.  
•    Financial statements must follow certain presentation requirements including a classifi ed 

balance sheet, minimum information on the face of the fi nancial statements and in the 
notes.    

  38     Conceptual Framework for Financial Reporting (2010) , International Accounting Standards Board, 
2010, Chapter 1, OB2. 
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•     Characteristics of a Coherent Financial Reporting Framework : Eff ective frameworks share 
three characteristics: transparency, comprehensiveness, and consistency. Eff ective standards 
can, however, diff er on appropriate valuation bases, the basis for standard setting (principle 
or rules based), and resolution of confl icts between balance sheet and income statement 
focus.  

•     Comparison of IFRS with Alternative Reporting Systems : A signifi cant number of the world’s 
listed companies report under either IFRS or US GAAP.  
•    Although these standards are moving toward convergence, there are still signifi cant diff er-

ences in the framework and individual standards.  
•    In most cases, a user of fi nancial statements will lack the information necessary to make 

specifi c adjustments required to achieve comparability between companies that use IFRS 
and companies that use US GAAP. Instead, an analyst must maintain general caution in 
interpreting comparative fi nancial measures produced under diff erent accounting stan-
dards and monitor signifi cant developments in fi nancial reporting standards.    

•     Monitoring Developments : Analysts can remain aware of ongoing developments in fi nan-
cial reporting by monitoring three areas: new products or types of transactions; actions of 
standard setters, regulators, and other groups; and company disclosures regarding critical 
accounting policies and estimates.     

   PROBLEMS  

   1  .     Which of the following is  most likely  not an objective of fi nancial statements?  
    A   .     To provide information about the performance of an entity. 
    B   .     To provide information about the fi nancial position of an entity. 
    C   .     To provide information about the users of an entity’s fi nancial statements.   

   2  .     International fi nancial reporting standards are currently developed by which entity?  
    A   .     Th e IFRS Foundation. 
    B   .     Th e International Accounting Standards Board. 
    C   .     Th e International Organization of Securities Commissions.   

   3  .     US generally accepted accounting principles are currently developed by which entity?  
    A   .     Th e Securities and Exchange Commission. 
    B   .     Th e Financial Accounting Standards Board. 
    C   .     Th e Public Company Accounting Oversight Board.   

   4  .     Which of the following statements about desirable attributes of accounting standards 
boards is  most  accurate? Accounting standards boards should:  
    A   .     concede to political pressures. 
    B   .     be guided by a well articulated framework. 
    C   .     be adequately funded by companies to which the standards apply.   

   5  .     A core objective of the International Organization of Securities Commissions is to:  
    A   .     eliminate systematic risk. 
    B   .     protect users of fi nancial statements. 
    C   .     ensure that markets are fair, effi  cient, and transparent.   
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   6  .     According to the  Conceptual Framework for Financial Reporting (2010) , which of the fol-
lowing is  not  an enhancing qualitative characteristic of information in fi nancial state-
ments?  
    A   .     Accuracy. 
    B   .     Timeliness. 
    C   .     Comparability.   

   7  .     Which of the following is  not  a constraint on the fi nancial statements according to the 
 Conceptual Framework  ( 2010 )?  
    A   .     Understandability. 
    B   .     Benefi t versus cost. 
    C   .     Balancing of qualitative characteristics.   

   8  .     Th e assumption that an entity will continue to operate for the foreseeable future is called:  
    A   .     accrual basis. 
    B   .     comparability. 
    C   .     going concern.   

   9  .     Th e assumption that the eff ects of transactions and other events are recognized when they 
occur, not when the cash fl ows occur, is called:  
    A   .     relevance. 
    B   .     accrual basis. 
    C   .     going concern.   

   10  .     Neutrality of information in the fi nancial statements most closely contributes to which 
qualitative characteristic?  
    A   .     Relevance. 
    B   .     Understandability. 
    C   .     Faithful representation.   

   11  .     Valuing assets at the amount of cash or equivalents paid or the fair value of the consid-
eration given to acquire them at the time of acquisition most closely describes which 
measurement of fi nancial statement elements?  
    A   .     Current cost. 
    B   .     Historical cost. 
    C   .     Realizable value.   

   12  .     Th e valuation technique under which assets are recorded at the amount that would be 
received in an orderly disposal is:  
    A   .     current cost. 
    B   .     present value. 
    C   .     realizable value.   

   13  .     Which of the following is  not  a required fi nancial statement according to IAS No. 1?  
    A   .     Statement of fi nancial position. 
    B   .     Statement of changes in income. 
    C   .     Statement of comprehensive income.   
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   14  .     Which of the following elements of fi nancial statements is  most  closely related to measure-
ment of performance?  
    A   .     Assets. 
    B   .     Expenses. 
    C   .     Liabilities.   

   15  .     Which of the following elements of fi nancial statements is  most  closely related to measure-
ment of fi nancial position?  
    A   .     Equity. 
    B   .     Income. 
    C   .     Expenses.   

   16  .     Which of the following is  not  a characteristic of a coherent fi nancial reporting framework?  
    A   .     Timeliness. 
    B   .     Consistency. 
    C   .     Transparency.   

   17  .     Which of the following is  not  a recognized approach to standard-setting?  
    A   .     A rules-based approach. 
    B   .     An asset/liability approach. 
    C   .     A principles-based approach.   

   18  .     Which of the following disclosures regarding new accounting standards provides the  most  
meaningful information to an analyst?  
    A   .     Th e impact of adoption is discussed. 
    B   .     Th e standard will have no material impact. 
    C   .     Management is still evaluating the impact.      
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 CHAPTER   4   
 UNDERSTANDING 

INCOME STATEMENTS   
     Elaine     Henry   ,   CFA   

    Th omas R.     Robinson   ,   CFA         

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         describe the components of the income statement and alternative presentation formats of 
that statement;  

•         describe general principles of revenue recognition and accrual accounting, specifi c revenue 
recognition applications (including accounting for long-term contracts, installment sales, 
barter transactions, gross and net reporting of revenue), and implications of revenue recog-
nition principles for fi nancial analysis;  

•         calculate revenue given information that might infl uence the choice of revenue recognition 
method;  

•         describe general principles of expense recognition, specifi c expense recognition applications, 
and implications of expense recognition choices for fi nancial analysis;  

•         describe the fi nancial reporting treatment and analysis of non-recurring items (including 
discontinued operations, extraordinary items, unusual or infrequent items) and changes in 
accounting standards;  

•         distinguish between the operating and non-operating components of the income statement;  
•         describe how earnings per share is calculated and calculate and interpret a company’s earnings per 

share (both basic and diluted earnings per share) for both simple and complex capital structures;  
•         distinguish between dilutive and antidilutive securities, and describe the implications of 

each for the earnings per share calculation;  
•         convert income statements to common-size income statements;  
•         evaluate a company’s fi nancial performance using common-size income statements and 

fi nancial ratios based on the income statement;  
•         describe, calculate, and interpret comprehensive income;  
•         describe other comprehensive income, and identify major types of items included in it.       
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 1. INTRODUCTION 

 Th e income statement presents information on the fi nancial results of a company’s business 
activities over a period of time. Th e income statement communicates how much revenue the 
company generated during a period and what costs it incurred in connection with generating 
that revenue. Th e basic equation underlying the income statement, ignoring gains and losses, is 
Revenue minus Expenses equals Net income. Th e income statement is also sometimes referred 
to as the “statement of operations,” “statement of earnings,” or “profi t and loss (P&L) state-
ment.” Under International Financial Reporting Standards (IFRS), the income statement may 
be presented as a separate statement followed by a statement of comprehensive income that 
begins with the profi t or loss from the income statement or as a section of a single statement 
of comprehensive income.  1    Under US generally accepted accounting principles (US GAAP), 
the income statement may be presented as a separate statement or as a section of a single state-
ment of income and comprehensive income.  2    Th is chapter focuses on the income statement, 
but also discusses comprehensive income (profi t or loss from the income statement plus other 
comprehensive income). 

 Investment analysts intensely scrutinize companies’ income statements.  3    Equity analysts 
are interested in them because equity markets often reward relatively high- or low-earnings 
growth companies with above-average or below-average valuations, respectively, and because 
inputs into valuation models often include estimates of earnings. Fixed-income analysts ex-
amine the components of income statements, past and projected, for information on com-
panies’ abilities to make promised payments on their debt over the course of the business 
cycle. Corporate fi nancial announcements frequently emphasize information reported in in-
come statements, particularly earnings, more than information reported in the other fi nancial 
statements. 

 Th is chapter is organized as follows: Section 2 describes the components of the income 
statement and its format. Section 3 describes basic principles and selected applications related 
to the recognition of revenue, and Section 4 describes basic principles and selected applications 
related to the recognition of expenses. Section 5 covers non-recurring items and non-operating 
items. Section 6 explains the calculation of earnings per share. Section 7 introduces income 
statement analysis, and Section 8 explains comprehensive income and its reporting. A sum-
mary of the key points and practice problems in the CFA Institute multiple choice format 
complete the chapter.    

  1    Th e International Accounting Standards Board (IASB) issues International Financial Reporting Stan-
dards (IFRS), which have been adopted as the accounting standards in many countries in the world. In-
ternational Accounting Standard (IAS) 1,  Presentation of Financial Statements , establishes the presentation 
and minimum content requirements of fi nancial statements and guidelines for the structure of fi nancial 
statements. 
  2    Th e single authoritative source of US GAAP is the Financial Accounting Standards Board (FASB) 
Accounting Standards Codifi cation™ (FASB ASC). FASB ASC Section 220-10-45 [Comprehensive 
Income–Overall–Other Presentation Matters] discusses acceptable formats in which to present income, 
other comprehensive income, and comprehensive income. 
  3    In this chapter, the term  income statement  will be used to describe either the separate statement that re-
ports profi t or loss used for earnings per share calculations or that section of a statement of comprehensive 
income that reports the same profi t or loss. 
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 2. COMPONENTS AND FORMAT OF THE INCOME STATEMENT 

 On the top line of the income statement, companies typically report revenue.  Revenue  gen-
erally refers to amounts charged (and expected to be received) for the delivery of goods or 
services in the  ordinary activities  of a business. Th e term  net revenue  means that the revenue 
number is reported after adjustments (e.g., for cash or volume discounts, or for estimated 
returns). Revenue may be called sales or turnover.  4     Exhibits 1  and  2  show the income state-
ments for Groupe Danone (Euronext Paris: BN), a French food manufacturer, and Kraft Foods 
(NYSE:KFT), a US food manufacturer.  5    For the year ended 31 December 2009, Danone 
reports €14.98 billion of net revenue, whereas Kraft reports $40.39 billion of net revenue. 

    EXHIBIT 1      Groupe Danone Consolidated Income Statement (in Millions of Euros)  

 Year Ended 31 December 
 2008  2009 

 Net revenue 15,220 14,982
Cost of goods sold (7,172) (6,749)
Selling expenses (4,197) (4,212)
General and administrative expenses (1,297) (1,356)
Research and development expenses (198) (206)
Other revenue (expense) (86) (165)
 Trading operating income  2,270  2,294 
Other operating income (expense) (83) 217
 Operating income  2,187  2,511 
Interest revenue 58 76
Interest expense (497) (340)
Cost of net debt (439) (264)
Other fi nancial revenue (expense) (145) (225)
 Income before tax  1,603  2,022 
Income tax (443) (424)
 Income from fully consolidated companies  1,160  1,598 
Share of profi ts of associates 62 (77)
 Net income from continuing operations  1,222  1,521 
Net income from discontinued operations 269 —
 NET INCOME  1,491  1,521 

 Attributable to the Group 1,313 1,361
 Attributable to minority interests 178 160

  4    Sales  is sometimes understood to refer to the sale of goods, whereas  revenue  can include the sale of goods 
or services; however, the terms are often used interchangeably. In some countries, such as South Africa, 
turnover may be used in place of revenue. For an example of this, the reader can look at the Sasol (JSE: 
SOL) Annual Financial Statements 2009.
  5    Following net income, the income statement will also present  earnings per share , the amount of earn-
ings per common share of the company. Earnings per share will be discussed in detail later in this chapter, 
and the per-share display has been omitted from these exhibits to focus on the core income statement. 
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    EXHIBIT 2      Kraft Foods and Subsidiaries Consolidated Statements of Earnings (in Millions of 
Dollars, except Per-Share Data)  

 Year Ended 31 December 

 2009  2008  2007 

Net revenues $40,386 $41,932 $35,858

Cost of sales 25,786 28,088 23,656

 Gross profi t 14,600 13,844 12,202

Marketing, administration, and research costs 9,108 8,862 7,587

Asset impairment and exit costs (64) 1,024 440

(Gains)/Losses on divestitures, net 6 92 (14)

Amortisation of intangibles 26 23 13

 Operating income 5,524 3,843 4,176

Interest and other expense, net 1,237 1,240 604

 Earnings from continuing operations before income taxes 4,287 2,603 3,572

Provision for income taxes 1,259 755 1,080

 Earnings from continuing operations 3,028 1,848 2,492

Earnings and gain from discontinued operations, net of 
income taxes (Note 2)

— 1,045 232

 Net earnings 3,028 2,893 2,724

Non-controlling interest 7 9 3

Net earnings attributable to Kraft Foods $  3,021 $  2,884 $  2,721

 Note that Danone lists the years in increasing order from left to right with the most recent 
year in the right-most column, whereas Kraft lists the years in decreasing order with the most 
recent year listed in the left-most column. Diff erent orderings of chronological information are 
common. Diff erences in presentations of items, such as expenses, are also common.  Expenses  
refl ect outfl ows, depletions of assets, and incurrences of liabilities in the course of the activities 
of a business. Expenses may be grouped and reported in diff erent formats, subject to some 
specifi c requirements. For example, Danone reports research and development expenses as a 
separate line item whereas Kraft combines research costs with marketing and administration 
costs and reports the total in a single line item. 

 Another diff erence is how the companies indicate that an amount on the income state-
ment results in a reduction in net income. Danone shows expenses, such as cost of goods 
sold and selling expenses, in parentheses to explicitly indicate that these are subtracted from 
revenue and reduce net income. Kraft, on the other hand, does not place cost of sales in paren-
theses. Rather, Kraft assumes that the user implicitly understands that this is an expense and 
is subtracted in arriving at gross profi t, subtotals such as operating earnings, and, ultimately, 
in net income. In general, companies may or may not enclose an amount in parentheses (or 
use a negative sign) to indicate that it is a reduction in net income. Furthermore, within a list 
of items that normally reduce net income, an item that increases net income may be shown 
as a negative. In this case, the item is actually added rather than subtracted in calculating net 
income. In summary, because there is fl exibility in how companies may present the income 
statement, the analyst should always verify the order of years, how expenses are grouped and 
reported, and how to treat items presented as negatives. 
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 At the bottom of the income statement, companies report net income (companies may 
use other terms such as “net earnings” or “profi t or loss”). For 2009, Danone reports €1,521 
million of net income and Kraft reports $3,028 million of net earnings. Net income is often 
referred to as the “bottom line.” Th e basis for this expression is that net income is the fi nal—or 
bottom—line item in an income statement. Because net income is often viewed as the single 
most relevant number to describe a company’s performance over a period of time, the term 
“bottom line” sometimes is used in business to refer to any fi nal or most relevant result. 

 Despite this customary terminology, note that the companies both present another 
item below net income: information about how much of that net income is attributable to 
the company itself and how much of that income is attributable to minority interests, or 
non-controlling interests. Danone and Kraft both consolidate subsidiaries over which they 
have control. Consolidation means that they include all of the revenues and expenses of the 
subsidiaries even if they own less than 100 percent. Minority interest represents the portion of 
income that “belongs” to minority shareholders of the consolidated subsidiaries, as opposed to 
the parent company itself. For Danone, €1,361 million of the net income amount is attribut-
able to shareholders of Groupe Danone and €160 million is attributable to minority interests. 
For Kraft, $3,021 million of the net earnings amount is attributable to the shareholders of 
Kraft Foods and $7 million is attributable to the non-controlling interest. 

 Net income also includes  gains  and  losses  ,  which are increases and decreases in economic 
benefi ts, respectively, which may or may not arise in the ordinary activities of the business. For 
example, when a manufacturing company sells its products, these transactions are reported 
as revenue, and the costs incurred to generate these revenues are expenses and are presented 
separately. However, if a manufacturing company sells surplus land that is not needed, the 
transaction is reported as a gain or a loss. Th e amount of the gain or loss is the diff erence be-
tween the carrying value of the land and the price at which the land is sold. For example, in 
 Exhibit 2 , Kraft reports a loss (proceeds, net of carrying value) of $6 million on divestitures in 
fi scal 2009. Kraft discloses in the notes to consolidated fi nancial statements that the assets sold 
included a nutritional energy bar operation in the United States, a juice operation in Brazil, 
and a plant in Spain. 

 Th e defi nition of income encompasses both revenue and gains and the defi nition of ex-
penses encompasses both expenses that arise in the ordinary activities of the business and 
losses.  6    Th us,  net income  (profi t or loss) can be defi ned as: a) income minus expenses, or 
equivalently b) revenue plus other income plus gains minus expenses, or equivalently c) 
revenue plus other income plus gains minus expenses in the ordinary activities of the business 
minus other expenses, and minus losses. Th e last defi nition can be rearranged as follows: net 
income equals (i) revenue minus expenses in the ordinary activities of the business, plus (ii) 
other income minus other expenses, plus (iii) gains minus losses. 

 In addition to presenting the net income, income statements also present items, including 
subtotals, which are signifi cant to users of fi nancial statements. Some of the items are specifi ed 
by IFRS but other items are not specifi ed.  7    Certain items, such as revenue, fi nance costs, and 
tax expense, are required to be presented separately on the face of the income statement. IFRS 
additionally require that line items, headings, and subtotals relevant to understanding the enti-
ty’s fi nancial performance should be presented even if not specifi ed. Expenses may be grouped 
together either by their nature or function. Grouping together expenses such as depreciation 

  6    IASB  Framework for the Preparation and Presentation of Financial Statements , paragraphs 74 to 80. 
  7    Requirements are presented in IAS 1,  Presentation of Financial Statements.  
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on manufacturing equipment and depreciation on administrative facilities into a single line 
item called “depreciation” is an example of a  grouping by nature  of the expense. An example 
of  grouping by function  would be grouping together expenses into a category such as cost 
of goods sold, which may include labour and material costs, depreciation, some salaries (e.g., 
salespeople’s), and other direct sales-related expenses.  8    Both Danone and Kraft present their 
expenses by function, which is sometimes referred to “cost of sales” method. 

 One subtotal often shown in an income statement is  gross profi t  or  gross margin  (that is 
revenue less cost of sales). When an income statement shows a gross profi t subtotal, it is said to 
use a  multi-step format  rather than a  single-step format . Th e Kraft Foods income statement 
is an example of the multi-step format, whereas the Groupe Danone income statement is in 
a single-step format. For manufacturing and merchandising companies, gross profi t is a rele-
vant item and is calculated as revenue minus the cost of the goods that were sold. For service 
companies, gross profi t is calculated as revenue minus the cost of services that were provided. 
In summary, gross profi t is the amount of revenue available after subtracting the costs of de-
livering goods or services. Other expenses related to running the business are subtracted after 
gross profi t. 

 Another important subtotal which may be shown on the income statement is  operating 
profi t  (or, synonymously, operating income). Operating profi t results from deducting operat-
ing expenses such as selling, general, administrative, and research and development expenses 
from gross profi t. Operating profi t refl ects a company’s profi ts on its usual business activities 
before deducting taxes, and for non-fi nancial companies, before deducting interest expense. 
For fi nancial companies, interest expense would be included in operating expenses and sub-
tracted in arriving at operating profi t because it relates to the operating activities for such com-
panies. For some companies composed of a number of separate business segments, operating 
profi t can be useful in evaluating the performance of the individual business segments, because 
interest and tax expenses may be more relevant at the level of the overall company rather than 
an individual segment level. Th e specifi c calculations of gross profi t and operating profi t may 
vary by company, and a reader of fi nancial statements can consult the notes to the statements 
to identify signifi cant variations across companies. 

 Operating profi t is sometimes referred to as EBIT (earnings before interest and taxes). 
However, operating profi t and EBIT are not necessarily the same. Note that in both  Exhibits 1  
and  2 , interest and taxes do not represent the only diff erences between earnings (net income, 
net earnings) and operating income. For example, both companies separately report some 
income from discontinued operations. 

  Exhibit 3  shows an excerpt from the income statement of CRA International (NASDAQ 
GS: CRAI), a company providing management consulting services. Accordingly, CRA deducts 
cost of services (rather than cost of goods) from revenues to derive gross profi t. CRA’s fi scal 
year ends on the last Saturday in November, and periodically (for example in 2008) its fi scal 
year will contain 53 weeks rather than 52 weeks. Although the extra week is likely immaterial 
in computing year-to-year growth rates, it may have a material impact on a quarter containing 
the extra week. In general, an analyst should be alert to the eff ect of an extra week when mak-
ing historical comparisons and forecasting future performance. 

  8    Later chapters will provide additional information about alternative methods to calculate cost of goods 
sold. 



Chapter 4 Understanding Income Statements 139

    EXHIBIT 3      CRA International Inc. Consolidated Statements of Income (Excerpt) (in Th ousands 
of Dollars, except Per-Share Data)  

 Year Ended 

 28 Nov 2009  
    (52 weeks) 

 29 Nov 2008  
    (53 weeks) 

 24 Nov 2007  
    (52 weeks) 

Revenues $301,639 $376,751 $394,645

Costs of services 199,861 251,263 248,514

Gross profi t 101,778 125,488 146,131

Selling, general, and administrative expenses 76,124 92,797 90,079

Depreciation and amortisation 8,521 12,699 9,782

Income from operations $  17,133 $  19,992 $  46,270

  Note : Remaining items omitted   

  Exhibits 1 ,  2 , and  3  illustrate basic points about the income statement, including varia-
tions across the statements—some of which depend on the industry and/or country, and some 
of which refl ect diff erences in accounting policies and practices of a particular company. In 
addition, some diff erences within an industry are primarily diff erences in terminology, where-
as others are more fundamental accounting diff erences. Notes to the fi nancial statements are 
helpful in identifying such diff erences. 

 Having introduced the components and format of an income statement, the next ob-
jective is to understand the actual reported numbers in it. To accurately interpret reported 
numbers, the analyst needs to be familiar with the principles of revenue and expense recogni-
tion—that is, how revenue and expenses are measured and attributed to a given accounting 
reporting period.    

 3. REVENUE RECOGNITION 

 Revenue is the top line in an income statement, so we begin the discussion of line items in the 
income statement with revenue recognition. A fi rst task is to explain some relevant accounting 
terminology. 

 Th e terms revenue, sales, gains, losses, and net income (profi t, net earnings) have been 
briefl y defi ned. Th e IASB  Framework for the Preparation and   Presentation of Financial Statements  
(referred to hereafter as “the Framework”) further defi nes and discusses these income statement 
items. Th e  Framework  explains that profi t is a frequently used measure of performance and is 
composed of income and expenses.  9    It defi nes  income  as follows: 

  Income is increases in economic benefi ts during the accounting period in the form of 
infl ows or enhancements of assets or decreases of liabilities that result in increases in 
equity, other than those relating to contributions from equity participants.  10     

  9    IASB  Framework for the Preparation and Presentation of Financial Statements (1989) , paragraph 69. Th e 
text on the elements of fi nancial statements and their recognition and measurement is the same in the 
1989  Framework  and the IASB  Conceptual Framework   for Financial Reporting (2010).  
  10    Ibid., paragraph 70. 
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 In IFRS, the term “income” includes revenue and gains. Gains are similar to revenue, but 
they typically arise from secondary or peripheral activities rather than from a company’s pri-
mary business activities. For example, for a restaurant, the sale of surplus restaurant equipment 
for more than its carrying value is referred to as a gain rather than as revenue. Similarly, a loss 
typically arises from secondary activities. Gains and losses may be considered part of operating 
activities (e.g., a loss due to a decline in the value of inventory) or may be considered part of 
non-operating activities (e.g., the sale of non-trading investments). 

 In the following simple hypothetical scenario, revenue recognition is straightforward: a 
company sells goods to a buyer for cash and does not allow returns, so the company recognizes 
revenue when the exchange of goods for cash takes place and measures revenue at the amount 
of cash received. In practice, however, determining when revenue should be recognized and 
at what amount is considerably more complex for reasons discussed in the following sections.  

 3.1.     General Principles 

 An important aspect concerning revenue recognition is that it can occur independently of 
cash movements. For example, assume a company sells goods to a buyer on credit, so does not 
actually receive cash until some later time. A fundamental principle of accrual accounting is 
that revenue is recognized (reported on the income statement) when it is earned, so the com-
pany’s fi nancial records refl ect revenue from the sale when the risk and reward of ownership is 
transferred; this is often when the company delivers the goods or services. If the delivery was on 
credit, a related asset, such as trade or accounts receivable, is created. Later, when cash changes 
hands, the company’s fi nancial records simply refl ect that cash has been received to settle an 
account receivable. Similarly, there are situations when a company receives cash in advance and 
actually delivers the product or service later, perhaps over a period of time. In this case, the 
company would record a liability for  unearned revenue  when the cash is initially received, and 
revenue would be recognized as being earned over time as products and services are delivered. 
An example would be a subscription payment received for a publication that is to be delivered 
periodically over time. 

 When to recognize revenue (when to report revenue on the income statement) is a criti-
cal issue in accounting.  11    IFRS specify that revenue from the sale of goods is to be recognized 
(reported on the income statement) when the following conditions are satisfi ed:  12     

•    the entity has transferred to the buyer the signifi cant risks and rewards of ownership of the 
goods;  

•    the entity retains neither continuing managerial involvement to the degree usually associated 
with ownership nor eff ective control over the goods sold;  

•    the amount of revenue can be measured reliably;  
•    it is probable that the economic benefi ts associated with the transaction will fl ow to the 

entity; and  
•    the costs incurred or to be incurred in respect of the transaction can be measured reliably.   

 In simple words, this basically says revenue is recognized when the seller no longer bears 
risks with respect to the goods (for example, if the goods were destroyed by fi re, it would be a 

  11    In June 2010, IASB and FASB issued a joint proposal for a standard on revenue recognition. If ad-
opted, there will be a single revenue recognition standard for IFRS and US GAAP. Th e standards in this 
chapter are those in eff ect 30 June 2010 and do not refl ect the proposed standard. 
  12    IAS No. 18,  Revenue , paragraph 14. 
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loss to the purchaser), the seller cannot tell the purchaser what to do with the goods, the seller 
knows what it expects to collect and is reasonably certain of collection, and the seller knows 
how much the goods cost. 

 IFRS note that the transfer of the risks and rewards of ownership normally occurs when 
goods are delivered to the buyer or when legal title to goods transfers. However, as noted by the 
above remaining conditions, physical transfer of goods will not always result in the recognition 
of revenue. For example, if goods are delivered to a retail store to be sold on consignment and 
title is not transferred, the revenue would not yet be recognized.  13    

 IFRS specify similar criteria for recognizing revenue for the rendering of services.  14    When 
the outcome of a transaction involving the rendering of services can be estimated reliably, reve-
nue associated with the transaction shall be recognized by reference to the stage of completion 
of the transaction at the balance sheet date. Th e outcome of a transaction can be estimated 
reliably when all the following conditions are satisfi ed:  

•    the amount of revenue can be measured reliably;  
•    it is probable that the economic benefi ts associated with the transaction will fl ow to the 

entity;  
•    the stage of completion of the transaction at the balance sheet date can be measured reliably; 

and  
•    the costs incurred for the transaction and the costs to complete the transaction can be mea-

sured reliably.   

 IFRS criteria for recognizing interest, royalties, and dividends are that it is probable that 
the economic benefi ts associated with the transaction will fl ow to the entity and the amount of 
the revenue can be reliably measured. 

 US GAAP  15    specify that revenue should be recognized when it is “realized or realizable 
and earned.” Th e US Securities and Exchange Commission (SEC),  16    motivated in part because 
of the frequency with which overstating revenue occurs in connection with fraud and/or mis-
statements, provides guidance on how to apply the accounting principles. Th is guidance lists 
four criteria to determine when revenue is realized or realizable and earned:  

   1  .     Th ere is evidence of an arrangement between buyer and seller. For instance, this would dis-
allow the practice of recognizing revenue in a period by delivering the product just before 
the end of an accounting period and then completing a sales contract  after  the period end.  

   2  .     Th e product has been delivered, or the service has been rendered. For instance, this would 
preclude revenue recognition when the product has been shipped but the  risks and rewards 
of ownership   have not actually passed  to the buyer.  

   3  .     Th e price is determined, or determinable. For instance, this would preclude a company 
from recognizing revenue that is based on some  contingency .  

   4  .     Th e seller is reasonably sure of collecting money. For instance, this would preclude a com-
pany from recognizing revenue when the customer is  unlikely to pay .   

  13    IAS 18 IE describes a “consignment sale” as one in which the recipient undertakes to sell the goods on 
behalf of the shipper (seller). Revenue is recognized by the shipper when the recipient sells the goods to 
a third party. IAS 18 IE,  Illustrative Examples , paragraph 2. 
  14    IAS No. 18,  Revenue , paragraph 20. 
  15    FASB ASC Section 605-10-25 [Revenue Recognition-Overall-Recognition]. 
  16    Th e content of SEC Staff  Accounting Bulletin 101 is contained in FASB ASC Section 605-10-S99 
[Revenue Recognition–Overall–SEC Materials]. 
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 Companies must disclose their revenue recognition policies in the notes to their fi nancial 
statements (sometimes referred to as footnotes). Analysts should review these policies carefully 
to understand how and when a company recognizes revenue, which may diff er depending on 
the types of product sold and services rendered.  Exhibit 4  presents a portion of the summary 
of signifi cant accounting policies note that discusses revenue recognition for DaimlerChrysler 
(DB-F: DAI) from its 2009 annual report, prepared under IFRS. 

    EXHIBIT 4      Excerpt from DaimlerChrysler Notes  

  Revenue from sales of vehicles, service parts and other related products is recognized 
when the risks and rewards of ownership of the goods are transferred to the custom-
er, the amount of revenue can be estimated reliably and collectability is reasonably 
assured. Revenue is recognized net of discounts, cash sales incentives, customer bo-
nuses and rebates granted. 

 Daimler uses price discounts in response to a number of market and product 
factors, including pricing actions and incentives off ered by competitors, the amount 
of excess industry production capacity, the intensity of market competition and con-
sumer demand for the product. Th e Group may off er a variety of sales incentive 
programs at any point in time, including cash off ers to dealers and consumers, lease 
subsidies which reduce the consumers’ monthly lease payment, or reduced fi nancing 
rate programs off ered to consumers.   

 An analyst comparing Daimler with another company would likely want to ensure that 
revenue recognition policies are similar. For example, Daimler notes that it recognizes its 
revenue net of certain items. Does the comparison company deduct the same items from 
revenue?  Exhibit 5  presents excerpts from the 2009 annual report’s notes to the fi nancial 
statements of Ford Motor Company (NYSE:F) prepared under US GAAP. In Ford’s Note 2, 
Summary of Accounting Policies, the section titled  revenue recognition  mentions the criteria 
and timing of revenue recognition, but not the recognition of revenue net of certain items. 
In a subsequent section of Note 2, Ford states that its marketing incentives are recognized 
as revenue reductions. A comparison of the disclosed revenue recognition policies suggests 
that the companies do have similar revenue recognition policies despite minor diff erences 
in presentation. 

    EXHIBIT 5      Excerpt from Ford Motor Company Notes  

   Revenue Recognition — Automotive Sector     

  Automotive sales consist primarily of revenue generated from the sale of vehicles. 
Sales are recorded when the risks and rewards of ownership are transferred to our 
customers (generally dealers and distributors). For the majority of our sales, this 
occurs when products are shipped from our manufacturing facilities or delivered 
to our customers. When vehicles are shipped to customers or vehicle modifi ers 
on consignment, revenue is recognized when the vehicle is sold to the ultimate 
customer.    

  [ portions omitted ]    
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   Marketing Incentives and Interest Supplements     

  Marketing incentives generally are recognized by the Automotive sector as revenue 
reductions in Automotive sales. Th ese include customer and dealer cash payments 
and costs for special fi nancing and leasing programs paid to the Financial Services 
sector. Th e revenue reductions are accrued at the later of the date the related vehicle 
sales to the dealers are recorded or the date the incentive program is both approved 
and communicated. We generally estimate these accruals using marketing programs 
that are approved as of the balance sheet date and are expected to be eff ective at the 
beginning of the subsequent period. Th e Financial Services sector identifi es payments 
for special fi nancing and leasing programs as interest supplements or other support 
costs and recognizes them consistent with the earnings process of the underlying 
receivable or operating lease.   

 Th e topic of revenue recognition remains important and new challenges have evolved, 
particularly in areas of e-commerce and services such as software development. Standard setters 
continue to evaluate current revenue recognition standards and issue new guidance periodical-
ly to deal with new types of transactions.  17    Additionally, there are occasional special cases for 
revenue recognition, as discussed in the next section.   

 3.2.     Revenue Recognition in Special Cases 

 Th e general principles discussed above are helpful for dealing with most revenue recognition 
issues. Th ere are some instances where revenue recognition is more diffi  cult to determine. For 
example, in limited circumstances, revenue may be recognized before or after goods are deliv-
ered or services are rendered, as summarized in  Exhibit 6 . 

    EXHIBIT 6      Revenue Recognition in Special Cases 

  Before  Goods Are Fully 
Delivered or Services 
Completely Rendered 

  At the Time  Goods Are 
Delivered or Services 
Rendered 

  After  Goods Are Delivered or 
Services Rendered 

For example, with long-term 
contracts where the outcome 
can be reliably measured, the 
percentage-of-completion 
method is used.

Recognize revenues using 
normal revenue recognition 
criteria.

For example, with real estate 
sales where there is doubt 
about the buyer’s ability 
to complete payments, the 
installment method and 
cost recovery method are 
appropriate.

 Th e following sections discuss revenue recognition in the case of long-term contracts, 
installment sales, and barter.  

  17    In June 2010, IASB and FASB issued a joint proposal for a standard on revenue recognition. If ad-
opted, there will be a single revenue recognition standard for IFRS and US GAAP. Th e standards in this 
chapter are those in eff ect 30 June 2010 and do not refl ect the proposed standard. 

EXHIBIT 5 (Continued)
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 3.2.1.     Long-Term Contracts 
 A  long-term contract  is one that spans a number of accounting periods. Such contracts raise 
issues in determining when the earnings process has been completed and revenue recognition 
should occur. How should a company apportion the revenue earned under a long-term con-
tract to each accounting period? If, for example, the contract is a service contract or a licensing 
arrangement, the company may recognize the revenue on a prorated basis over the period of 
time of the contract rather than at the end of the contract term. Under IFRS, this may be done 
using the percentage-of-completion method.  18    Under the percentage-of-completion method, 
revenue is recognized based on the stage of completion of a transaction or contract and is, thus, 
recognized when the services are rendered. Construction contracts are examples of contracts 
that may span a number of accounting periods and that may use the percentage-of-completion 
method.  19    IFRS provide that when the outcome of a construction contract can be measured 
reliably, revenue and expenses should be recognized in reference to the stage of completion. 
US GAAP have similar requirements for long-term contracts including construction contracts. 

 Under the  percentage-of-completion  method, in each accounting period, the company 
estimates what percentage of the contract is complete and then reports that percentage of the 
total contract revenue in its income statement. Contract costs for the period are expensed 
against the revenue. Th erefore, net income or profi t is reported each year as work is performed. 

 Under IFRS, if the outcome of the contract cannot be measured reliably, then revenue 
may be recognized to the extent of contract costs incurred (but only if it is probable the costs 
will be recovered). Costs are expensed in the period incurred. Under this method, no profi t 
is recognized until all the costs had been recovered. Under US GAAP, but not under IFRS, a 
revenue recognition method used when the outcome cannot be measured reliably is the com-
pleted contract method. Under the  completed contract  method, the company does not report 
any income until the contract is substantially fi nished (the remaining costs and potential risks 
are insignifi cant in amount), although provision should be made for expected losses. Billings 
and costs are accumulated on the balance sheet rather than fl owing through the income state-
ment. Under US GAAP, the completed contract method is also acceptable when the entity has 
primarily short-term contracts. Note that if a contract is started and completed in the same 
period, there is no diff erence between the percentage-of-completion and completed contract 
methods. 

  Examples 1 ,  2 , and  3  provide illustrations of these revenue recognition methods. As shown, 
the percentage-of-completion method results in revenue recognition sooner than the complet-
ed contract method and thus may be considered a less conservative approach. In addition, the 
percentage-of-completion method relies on management estimates and is thus not as objective 
as the completed contract method. However, an advantage of the percentage-of-completion 
method is that it results in better matching of revenue recognition with the accounting period 
in which it was earned. Because of better matching with the periods in which work is per-
formed, the percentage-of-completion method is the preferred method of revenue recognition 
for long-term contracts and is required when the outcome can be measured reliably under both 
IFRS and US GAAP. Under both IFRS and US GAAP, if a loss is expected on the contract, the 
loss is reported immediately, not upon completion of the contract, regardless of the method 
used (e.g., percentage-of-completion or completed contract).      

  18    IAS No. 18,  Revenue , paragraph 21. 
  19    IAS No. 11,  Construction Contracts . 
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 EXAMPLE 2    Revenue Recognition for Long-Term Contracts: 
Percentage-of-Completion Method 

 Stelle Technology has a contract to build a network for a customer for a total sales price 
of €10 million. Th e network will take an estimated three years to build, and total build-
ing costs are estimated to be €6 million. Stelle recognizes long-term contract revenue 
using the percentage-of-completion method and estimates percentage complete based 
on expenditure incurred as a percentage of total estimated expenditures.  

  1  .     At the end of Year 1, the company had spent €3 million. Total costs to complete 
are estimated to be another €3 million. How much revenue will Stelle recognize in 
Year 1?  

  2  .     At the end of Year 2, the company had spent an additional €2.4 million for an ac-
cumulated total of €5.4 million. Total costs to complete are estimated to be another 
€0.6 million. How much revenue will Stelle recognize in Year 2?  

  3  .     At the end of Year 3, the contract is complete. Th e company spent an accumulated 
total of €6 million. How much revenue will Stelle recognize in Year 3?    

 Solution to 1:   Stelle has spent 50 percent of the total project costs (€3 million divided 
by €6 million), so in Year 1, the company will recognize 50 percent of the total contract 
revenue (i.e., €5 million).   

 Solution to 2:   Because Stelle has spent 90 percent of the total project costs (€5.4 million 
divided by €6 million), by the end of Year 2, it will need to have recognized 90 percent 
of the total contract revenue (i.e., €9 million). Stelle has already recognized €5 mil-
lion of revenue in Year 1, so in Year 2, the company will recognize €4 million revenue 
(€9 million minus €5 million).   

 EXAMPLE 1    Revenue Recognition for Long-Term Contracts: 
Recognizing Revenue on a Prorated Basis 

 New Era Network Associates has a fi ve-year license to provide networking support ser-
vices to a customer. Th e total amount of the license fee to be received by New Era is 
$1 million. New Era recognizes license revenue on a prorated basis regardless of the time 
at which cash is received. How much revenue will New Era recognize for this license in 
each year?  

 Solution:   For this license, New Era Network Associates will recognize $200,000 each 
year for fi ve years (calculated as $1 million divided by 5).   
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 Solution to 3:   Because Stelle has spent 100 percent of the total project costs, by the 
end of Year 3, it will need to have recognized 100 percent of the total contract revenue 
(i.e., €10 million). Stelle had already recognized €9 million of revenue by the end of 
Year 2, so in Year 3, the company will recognize €1 million revenue (€10 million minus 
€9 million). 

 Year 1  Year 2  Year 3  Total 

Revenue €5 million €4 million €1 million €10 million

 EXAMPLE 3    Revenue Recognition for Long-Term Contracts: 
Outcome Cannot Be Reliably Measured 

 Kolenda Technology Group has a contract to build a network for a customer for a total 
sales price of $10 million. Th is network will take an estimated three years to build, but 
considerable uncertainty surrounds total building costs because new technologies are 
involved. In other words, the outcome cannot be reliably measured, but it is probable 
that the costs up to the agreed upon price will be recovered. 

 Assuming the following expenditures, how much revenue, expense (cost of con-
struction), and income would the company recognize each year under IFRS and us-
ing the completed contract method under US GAAP? Th e amounts periodically billed 
to the customer and received from the customer are not necessarily equivalent to the 
amount of revenue being recognized in the period. For simplicity, assume Kolenda pays 
cash for all expenditures.  

  1  .     At the end of Year 1, Kolenda has spent $3 million.  
  2  .     At the end of Year 2, Kolenda has spent a total of $5.4 million.  
  3  .     At the end of Year 3, the contract is complete. Kolenda spent a total of $6 million.    

 Solution:   Under IFRS, revenue may be recognized to the extent of contract costs in-
curred if the outcome of the contract cannot be measured reliably and it is probable that 
costs will be recovered. In this example, the outcome is uncertain but it is probable that 
Kolenda will recover the costs up to $10 million. Under US GAAP, the company would 
use the completed contract method. No revenue will be recognized until the contract 
is complete.   

  Year 1 . Under IFRS, Kolenda would recognize $3 million cost of construction, $3 mil-
lion revenue, and thus $0 income. Under US GAAP, Kolenda would recognize $0 cost 
of construction, $0 revenue, and thus $0 income. Th e $3 million expenditure would 
be reported as an increase in the inventory account “construction in progress” and a 
decrease in cash.    

  Year 2 . Under IFRS, Kolenda would recognize $2.4 million cost of construction, 
$2.4 million revenue, and thus $0 income. Under US GAAP, Kolenda would recognize 
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$0 cost of construction, $0 revenue, and thus $0 income. Th e $2.4 million expenditures 
would be reported as an increase in the inventory account “construction in progress” 
and a decrease in cash.    

  Year 3 . Under IFRS, Kolenda would recognize the $0.6 million cost of construction 
incurred in the period. Because the contract has been completed and the outcome is 
now measurable, the company would recognize the remaining $4.6 million revenue on 
the contract, and thus $4 million income. Under US GAAP, because the contract has 
been completed, Kolenda would recognize the total contract revenue (i.e., $10 million). 
Kolenda would recognize $6 million cost of construction and thus $4 million income. 
Th e inventory account “construction in progress” would be eliminated.  

 Summary 
 Revenue recognition to the extent of contract costs incurred: IFRS 

 Year 1  Year 2  Year 3  Total 

Revenue $3 million $2.4 million $4.6 million $10 million

Cost of construction $3 million $2.4 million $0.6 million $  6 million

Profi t $0 million $   0 million $   4 million $  4 million

 Completed Contract Method: US GAAP 

 Year 1  Year 2  Year 3  Total 

Revenue $0 million $0 million $10 million $10 million

Cost of construction $0 million $0 million $  6 million $  6 million

Profi t $0 million $0 million $  4 million $  4 million

 3.2.2.     Installment Sales 
 As noted above, revenue is normally reported when goods are delivered or services are ren-
dered, independent of the period in which cash payments for those goods or services are re-
ceived. Th is principle applies even to  installment sales —sales in which proceeds are to be paid 
in installments over an extended period. For installment sales, IFRS separate the installments 
into the sale price, which is the discounted present value of the installment payments, and an 
interest component. Revenue attributable to the sale price is recognized at the date of sale, 
and revenue attributable to the interest component is recognized over time.  20    International 
standards note, however, that the guidance for revenue recognition must be considered in light 
of local laws regarding the sale of goods in a particular country. Under limited circumstances, 
recognition of revenue or profi t may be required to be deferred for some installment sales. An 
example of such deferral arises for certain sales of real estate on an installment basis. Revenue 
recognition for sales of real estate varies depending on specifi c aspects of the sale transaction.  21    

  20    IAS No. 18 IE,  Illustrative Examples , paragraph 8. 
  21    IFRIC Interpretation 15,  Agreements for the Construction of Real Estate , distinguishes three types of 
agreements for real estate construction (construction contract, rendering services, sale of goods) to deter-
mine whether the revenue recognition methods described under long-term contracts apply. 
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 Under US GAAP, when the seller has completed the signifi cant activities in the earn-
ings process and is either assured of collecting the selling price or able to estimate amounts 
that will not be collected, a sale of real estate is reported at the time of sale using the normal 
revenue recognition conditions.  22    When those two conditions are not fully met, under US 
GAAP some of the profi t is deferred. Two of the methods may be appropriate in these limited 
circumstances and relate to the amount of profi t to be recognized each year from the trans-
action: the  installment method  and the  cost recovery method . Under the installment meth-
od, the portion of the total profi t of the sale that is recognized in each period is determined 
by the percentage of the total sales price for which the seller has received cash. Under the cost 
recovery method, the seller does not report any profi t until the cash amounts paid by the 
buyer—including principal and interest on any fi nancing from the seller—are greater than all 
the seller’s costs of the property. Note that the cost recovery method is similar to the revenue 
recognition method under international standards, described above, when the outcome of a 
contract cannot be measured reliably (although the term cost recovery method is not used in 
the international standard). 

  Example 4  illustrates the diff erences between the installment method and the cost recov-
ery method. Installment sales and cost recovery treatment of revenue recognition are rare for 
fi nancial reporting purposes, especially for assets other than real estate.    

  22    FASB ASC Section 360-20-55 [Property, Plant, and Equipment–Real Estate Sales–Implementation 
Guidance and Illustrations]. 

 EXAMPLE 4    Th e Installment and Cost Recovery Methods of 
Revenue Recognition 

 Assume the total sales price and cost of a property are $2,000,000 and $1,100,000, 
respectively, so that the total profi t to be recognized is $900,000. Th e amount of cash 
received by the seller as a down payment is $300,000, with the remainder of the sales 
price to be received over a 10-year period. It has been determined that there is signifi cant 
doubt about the ability and commitment of the buyer to complete all payments. How 
much profi t will be recognized attributable to the down payment if:  

  1  .     Th e installment method is used?  
  2  .     Th e cost recovery method is used?    

 Solution to 1:   Th e installment method apportions the cash receipt between cost re-
covered and profi t using the ratio of profi t to sales value; here, this ratio equals 
$900,000/$2,000,000 = 0.45 or 45 percent. Th erefore, the seller will recognize the 
following profi t attributable to the down payment: 45 percent of $300,000 = $135,000.   

 Solution to 2:   Under the cost recovery method of revenue recognition, the company 
would not recognize any profi t attributable to the down payment because the cash 
amounts paid by the buyer still do not exceed the cost of $1,100,000.   
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 3.2.3.     Barter 
 Revenue recognition issues related to barter transactions became particularly important as 
e-commerce developed. As an example, if Company A exchanges advertising space for com-
puter equipment from Company B but no cash changes hands, can Company A and B both 
report revenue? Such an exchange is referred to as a “barter transaction.” 

 An even more challenging revenue recognition issue evolved from a specifi c type of barter 
transaction, a round-trip transaction. As an example, if Company A sells advertising services 
(or energy contracts, or commodities) to Company B and almost simultaneously buys an al-
most identical product from Company B, can Company A report revenue at the fair value of 
the product sold? Because the company’s revenue would be approximately equal to its expense, 
the net eff ect of the transaction would have no impact on net income or cash fl ow. However, 
the amount of revenue reported would be higher, and the amount of revenue can be important 
to a company’s valuation. In the earlier stages of e-commerce, for example, some equity valu-
ations were based on sales (because many early internet companies reported no net income). 

 Under IFRS, revenue from barter transactions must be measured based on the fair value 
of revenue from similar non-barter transactions with unrelated parties (parties other than the 
barter partner).  23    US GAAP state that revenue can be recognized at fair value only if a com-
pany has historically received cash payments for such services and can thus use this historical 
experience as a basis for determining fair value; otherwise, the revenue from the barter transac-
tion is recorded at the carrying amount of the asset surrendered.  24      

 3.2.4.     Gross versus Net Reporting 
 Another revenue recognition issue that became particularly important with the emergence 
of e-commerce is the issue of gross versus net reporting. Merchandising companies typically 
sell products that they purchased from a supplier. In accounting for their sales, the company 
records the amount of the sale proceeds as sales revenue and their cost of the products as the 
cost of goods sold. As internet-based merchandising companies developed, many sold products 
that they had never held in inventory; they simply arranged for the supplier to ship the prod-
ucts directly to the end customer. In eff ect, many such companies were agents of the supplier 
company, and the net diff erence between their sales proceeds and their costs was equivalent to 
a sales commission. What amount should these companies record as their revenues—the gross 
amount of sales proceeds received from their customers, or the net diff erence between sales 
proceeds and their cost? 

 US GAAP indicate that the approach should be based on the specifi c situation and pro-
vides guidance for determining when revenue should be reported gross versus net.  25    To report 
gross revenues, the following criteria are relevant: the company is the primary obligor under 
the contract, bears inventory risk and credit risk, can choose its supplier, and has reasonable 
latitude to establish price. If these criteria are not met, the company should report revenues 
net.  Example 5  provides an illustration.     

  23    IASB, SIC Interpretation 31,  Revenue—Barter Transactions Involving Advertising Services , paragraph 5. 
  24    FASB ASC paragraph 605-20-25-14 [Revenue Recognition–Services–Recognition–Advertising Barter 
Services]. 
  25    FASB ASC Section 605-45-45 [Revenue Recognition–Principal Agent Considerations–Other 
Presentation Matters]. 
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 3.3.     Implications for Financial Analysis 

 As we have seen, companies use a variety of revenue recognition methods. Furthermore, a 
single company may use diff erent revenue recognition policies for diff erent businesses. Com-
panies disclose their revenue recognition policies in the notes to their fi nancial statement, often 
in the fi rst note. 

 Th e following aspects of a company’s revenue recognition policy are particularly rele-
vant to fi nancial analysis: whether a policy results in recognition of revenue sooner rather 
than later (sooner is less conservative), and to what extent a policy requires the company 
to make estimates. In order to analyze a company’s fi nancial statements, and particularly to 
compare one company’s fi nancial statements with those of another company, it is helpful 
to understand any diff erences in their revenue recognition policies. Although it may not 
be possible to calculate the monetary eff ect of diff erences between particular companies’ 
revenue recognition policies and estimates, it is generally possible to characterize the relative 
conservatism of a company’s policies and to qualitatively assess how diff erences in policies 
might aff ect fi nancial ratios.  

 EXAMPLE 5    Gross versus Net Reporting of Revenues 

 Flyalot has agreements with several major airlines to obtain airline tickets at reduced 
rates. Th e company pays only for tickets it sells to customers. In the most recent period, 
Flyalot sold airline tickets to customers over the internet for a total of $1.1 million. Th e 
cost of these tickets to Flyalot was $1 million. Th e company’s direct selling costs were 
$2,000. Once the customers receive their ticket, the airline is responsible for providing 
all services associated with the customers’ fl ights.  

  1  .     Demonstrate the reporting of revenues under:  
  A  .   gross reporting.  
  B  .   net reporting.    

  2  .     Determine and justify the appropriate method for reporting revenues.    

 Solution to 1:   Th e table below shows how reporting would appear on a gross and a net 
basis: 

 A. Gross Reporting  B. Net Reporting 

Revenues $1,100,000 $100,000

Cost of sales 1,002,000 2,000

Gross margin $     98,000 $  98,000

 Solution to 2:   Flyalot should report revenue on a net basis. Flyalot pays only for tickets 
it sells to customers and thus does not bear inventory risk. In addition, the airline—not 
Flyalot—is the primary obligor under the contract. Revenues should be reported as 
$100,000.   
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 EXAMPLE 6    Revenue Recognition Policy for Apple 

 As disclosed in the excerpt from notes to the consolidated fi nancial statements shown 
below (emphasis added), Apple Inc. (NasdaqGS: AAPL) uses diff erent revenue recog-
nition policies depending on the type of revenue producing activity, including product 
sales, service and support contracts, and products obtained from other companies. Note 
that these are only the fi rst three paragraphs of Apple’s disclosure on revenue recogni-
tion; the entire revenue recognition portion has nine paragraphs. 

   Revenue Recognition  
 Net sales consist primarily of revenue from the sale of hardware, software, 
digital content and applications, peripherals, and service and support contracts. 
Th e Company recognizes revenue when persuasive evidence of an arrangement 
exists, delivery has occurred, the sales price is fi xed or determinable, and col-
lection is probable. Product is considered delivered to the customer once it 
has been shipped and title and risk of loss have been transferred. For most of 
the Company’s   product sales  , these criteria are met at the time the product is 
shipped. For online sales to individuals, for some sales to education customers 
in the United States, and for certain other sales, the Company defers revenue 
until the customer receives the product because the Company legally retains a 
portion of the risk of loss on these sales during transit  [portions omitted].  

 Revenue from   service and support contracts   is deferred and recognized 
ratably over the service coverage periods. Th ese contracts typically include ex-
tended phone support, repair services, web-based support resources, diagnostic 
tools, and extend the service coverage off ered under the Company’s standard 
limited warranty. 

 Th e Company sells software and peripheral   products obtained from 
other companies  . Th e Company generally establishes its own pricing and re-
tains related inventory risk, is the primary obligor in sales transactions with its 
customers, and assumes the credit risk for amounts billed to its customers. Ac-
cordingly, the Company generally recognizes revenue for the sale of products 
obtained from other companies based on the gross amount billed. 

  Source : Apple Inc. 10-K/A for the year ended 26 September 2009, as fi led with the SEC 
on 25 January 2010. Emphasis added.   

  1  .     What criteria does Apple apply to determine when to recognize revenue from prod-
uct sales?  

  2  .     What principle underpins the company’s deferral of revenue from service and sup-
port contracts?    

 Solution to 1:   Apple recognizes revenue when persuasive evidence of an arrangement ex-
ists, delivery has occurred, the sales price is fi xed or determinable, and collection is prob-
able. Note that these are just the four US GAAP revenue recognition criteria described in 
Section 3.1. Note also that Apple recognizes revenue on some product sales at the time 
of shipment and others at the time of delivery, depending on when its risk of loss ends.   
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 With familiarity of the basic principles of revenue recognition in hand, the next section 
begins a discussion of expense recognition.     

 4. EXPENSE RECOGNITION 

 Expenses are deducted against revenue to arrive at a company’s net profi t or loss. Under the 
IASB  Framework ,  expenses  are “decreases in economic benefi ts during the accounting period 
in the form of outfl ows or depletions of assets or incurrences of liabilities that result in decreas-
es in equity, other than those relating to distributions to equity participants.”  26    

 Th e IASB  Framework  also states: 

  Th e defi nition of expenses encompasses losses as well as those expenses that arise in 
the course of the ordinary activities of the enterprise. Expenses that arise in the course 
of the ordinary activities of the enterprise include, for example, cost of sales, wages 
and depreciation. Th ey usually take the form of an outfl ow or depletion of assets such 
as cash and cash equivalents, inventory, property, plant and equipment. 

 Losses represent other items that meet the defi nition of expenses and may, or 
may not, arise in the course of the ordinary activities of the enterprise. Losses repre-
sent decreases in economic benefi ts and as such they are no diff erent in nature from 
other expenses. Hence, they are not regarded as a separate element in this  Framework . 

 Losses include, for example, those resulting from disasters such as fi re and fl ood, 
as well as those arising on the disposal of non-current assets.  27     

 Similar to the issues with revenue recognition, in a simple hypothetical scenario, expense 
recognition would not be an issue. For instance, assume a company purchased inventory for 
cash and sold the entire inventory in the same period. When the company paid for the inven-
tory, absent indications to the contrary, it is clear that the inventory cost has been incurred and 
when that inventory is sold, it should be recognized as an expense (cost of goods sold) in the 
fi nancial records. Assume also that the company paid all operating and administrative expenses 
in cash within each accounting period. In such a simple hypothetical scenario, no issues of ex-
pense recognition would arise. In practice, however, as with revenue recognition, determining 
when expenses should be recognized can be somewhat more complex.  

 4.1.     General Principles 

 In general, a company recognizes expenses in the period that it consumes (i.e., uses up) the 
economic benefi ts associated with the expenditure, or loses some previously recognized econ-
omic benefi t.  28    

  26    IASB  Framework for the Preparation and Presentation of Financial Statements , paragraph 70. 
  27    Ibid., paragraphs 78–80. 
  28    Ibid., paragraph 94. 

 Solution to 2:   Th e basic principle underpinning the company’s deferral of revenue for 
service and sales contracts is that revenue should be recognized in the period it is earned. 
Because service under these contracts will be performed in future periods, the company 
defers the revenue and then recognizes it over the time it is earned.   
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 A general principle of expense recognition is the  matching principle   . Strictly speaking, 
IFRS do not refer to a “matching principle” but rather to a “matching concept” or to a pro-
cess resulting in “matching of costs with revenues.”  29    Th e distinction is relevant in certain 
standard-setting deliberations. Under matching, a company recognizes some expenses (e.g., 
cost of goods sold) when associated revenues are recognized and thus, expenses and revenues 
are matched. Associated revenues and expenses are those that result directly and jointly from 
the same transactions or events. Unlike the simple scenario in which a company purchases 
inventory and sells all of the inventory within the same accounting period, in practice, it is 
more likely that some of the current period’s sales are made from inventory purchased in a 
previous period or previous periods. It is also likely that some of the inventory purchased in 
the current period will remain unsold at the end of the current period and so will be sold in a 
following period. Matching requires that a company recognizes cost of goods sold in the same 
period as revenues from the sale of the goods. 

  Period costs , expenditures that less directly match revenues, are refl ected in the period 
when a company makes the expenditure or incurs the liability to pay. Administrative expenses 
are an example of period costs. Other expenditures that also less directly match revenues relate 
more directly to future expected benefi ts; in this case, the expenditures are allocated systemat-
ically with the passage of time. An example is depreciation expense. 

  Examples 7  and  8  demonstrate matching applied to inventory and cost of goods sold.   

  29    Ibid., paragraph 95. 

 EXAMPLE 7    Th e Matching of Inventory Costs with Revenues 

 Kahn Distribution Limited (KDL) purchases inventory items for resale. At the begin-
ning of 2009, Kahn had no inventory on hand. During 2009, Kahn had the following 
transactions:

 Inventory Purchases 

First quarter 2,000 units at $40 per unit

Second quarter 1,500 units at $41 per unit

Th ird quarter 2,200 units at $43 per unit

Fourth quarter 1,900 units at $45 per unit

Total 7,600 units at a total cost of $321,600

  KDL sold 5,600 units of inventory during the year at $50 per unit, and received cash. 
KDL determines that there were 2,000 remaining units of inventory and specifi cally iden-
tifi es that 1,900 were those purchased in the fourth quarter and 100 were purchased in the 
third quarter. What are the revenue and expense associated with these transactions during 
2009 based on specifi c identifi cation of inventory items as sold or remaining in inventory?  

 Solution:   Th e revenue for 2009 would be $280,000 (5,600 units × $50 per unit). Ini-
tially, the total cost of the goods purchased would be recorded as inventory (an asset) 
in the amount of $321,600. During 2009, the cost of the 5,600 units sold would be 



154 International Financial Statement Analysis

expensed (matched against the revenue) while the cost of the 2,000 remaining unsold 
units would remain in inventory as follows:

 Cost of Goods Sold 

From the fi rst quarter 2,000 units at $40 per unit = $  80,000

From the second quarter 1,500 units at $41 per unit = $  61,500

From the third quarter 2,100 units at $43 per unit = $  90,300

Total cost of goods sold $231,800

 Cost of Goods Remaining in Inventory 

From the third quarter 100 units at $43 per unit = $    4,300

From the fourth quarter 1,900 units at $45 per unit = $  85,500

Total remaining (or ending) inventory cost $  89,800

  To confi rm that total costs are accounted for: $231,800 + $89,800 = $321,600. Th e 
cost of the goods sold would be expensed against the revenue of $280,000 as follows: 

Revenue $280,000

Cost of goods sold 231,800

Gross profi t $  48,200

 An alternative way to think about this is that the company created an asset (inven-
tory) of $321,600 as it made its purchases. At the end of the period, the value of the 
company’s inventory on hand is $89,800. Th erefore, the amount of the Cost of goods 
sold expense recognized for the period should be the diff erence: $231,800. 

 Th e remaining inventory amount of $89,800 will be matched against revenue in a 
future year when the inventory items are sold.   

 EXAMPLE 8    Alternative Inventory Costing Methods 

 In  Example 7 , KDL was able to specifi cally identify which inventory items were sold 
and which remained in inventory to be carried over to later periods. Th is is called the 
 specifi c identifi cation method  and inventory and cost of goods sold are based on their 
physical fl ow. It is generally not feasible to specifi cally identify which items were sold 
and which remain on hand, so accounting standards permit the assignment of inventory 
costs to costs of goods sold and to ending inventory using cost formulas (IFRS terminol-
ogy) or cost fl ow assumptions (US GAAP). Th e cost formula or cost fl ow assumption 
determines which goods are assumed to be sold and which goods are assumed to remain 
in inventory. Both IFRS and US GAAP permit the use of the fi rst in, fi rst out (FIFO) 
method, and the weighted average cost method to assign costs. 

 Under the  FIFO method , the oldest goods purchased (or manufactured) are as-
sumed to be sold fi rst and the newest goods purchased (or manufactured) are assumed 
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  30    Practically, the reason some companies choose to use LIFO in the United States is to reduce taxes. 
When prices and inventory quantities are rising, LIFO will normally result in higher cost of goods sold 
and lower income and hence lower taxes. US tax regulations require that if LIFO is used on a company’s 
tax return, it must also be used on the company’s GAAP fi nancial statements. 
  31    If data on the precise timing of quarterly sales were available, the answer would diff er because the cost 
of goods sold would be determined during the quarter rather than at the end of the quarter. 

to remain in inventory. Cost of goods in beginning inventory and costs of the fi rst items 
purchased (or manufactured) fl ow into cost of goods sold fi rst, as if the earliest items 
purchased sold fi rst. Ending inventory would, therefore, include the most recent pur-
chases. It turns out that those items specifi cally identifi ed as sold in  Example 7  were also 
the fi rst items purchased, so in this example, under FIFO, the cost of goods sold would 
also be $231,800, calculated as above. 

 Th e  weighted average cost method  assigns the average cost of goods available for 
sale to the units sold and remaining in inventory. Th e assignment is based on the average 
cost per unit (total cost of goods available for sale/total units available for sale) and the 
number of units sold and the number remaining in inventory.    

 For KDL, the weighted average cost per unit would be 

 $321,600/7,600 units = $42.3158 per unit 

 Cost of goods sold using the weighted average cost method would be 

 5,600 units at $42.3158 = $236,968 

 Ending inventory using the weighted average cost method would be 

 2,000 units at $42.3158 = $84,632 

 Another method is permitted under US GAAP but is not permitted under IFRS. 
Th is is the last in, fi rst out (LIFO) method. Under the  LIFO method , the newest goods 
purchased (or manufactured) are assumed to be sold fi rst and the oldest goods purchased 
(or manufactured) are assumed to remain in inventory. Costs of the latest items pur-
chased fl ow into cost of goods sold fi rst, as if the most recent items purchased were sold 
fi rst. Although this may seem contrary to common sense, it is logical in certain circum-
stances. For example, lumber in a lumberyard may be stacked up with the oldest lumber 
on the bottom. As lumber is sold, it is sold from the top of the stack, so the last lumber 
purchased and put in inventory is the fi rst lumber out. Th eoretically, a company should 
choose a method linked to the physical inventory fl ows.  30    Under the LIFO method, 
in the KDL example, it would be assumed that the 2,000 units remaining in ending 
inventory would have come from the fi rst quarter’s purchases:  31    

 Ending inventory 2,000 units at $40 per unit = $80,000 
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  Exhibit 7  summarizes and compares inventory costing methods. 

    EXHIBIT 7      Summary Table on Inventory Costing Methods 

 Method  Description 

 Cost of Goods Sold When 
Prices Are Rising, Relative 

to Other Two Methods 

 Ending Inventory When 
Prices Are Rising, Relative 

to Other Two Methods 

FIFO (fi rst 
in, fi rst out)

Costs of the earliest items 
purchased fl ow to cost of 
goods sold fi rst

Lowest Highest

LIFO (last 
in, fi rst out)

Costs of the most recent 
items purchased fl ow to 
cost of goods sold fi rst

Highest* Lowest*

Weighted 
average cost

Averages total costs over 
total units available

Middle Middle

 *Assumes no LIFO layer liquidation.  LIFO layer liquidation  occurs when the volume of sales exceeds 
the volume of purchases in the period so that some sales are assumed to be made from existing, relatively 
low-priced inventory rather than from more recent purchases.      

 4.2.     Issues in Expense Recognition 

 Th e following sections cover applications of the principles of expense recognition to certain 
common situations.  

 4.2.1.     Doubtful Accounts 
 When a company sells its products or services on credit, it is likely that some customers will 
ultimately default on their obligations (i.e., fail to pay). At the time of the sale, it is not known 
which customer will default. (If it were known that a particular customer would ultimate-
ly default, presumably a company would not sell on credit to that customer.) One possible 

 Th e remaining costs would be allocated to cost of goods sold under LIFO: 

 Total costs of $321,600 less $80,000 remaining in ending inventory = $241,600 

 Alternatively, the cost of the last 5,600 units purchased is allocated to cost of goods sold 
under LIFO: 

 1,900 units at $45 per unit  + 2,200 units at $43 per unit 
+ 1,500 units at $41 per unit = $241,600 

 An alternative way to think about expense recognition is that the company created 
an asset (inventory) of $321,600 as it made its purchases. At the end of the period, 
the value of the company’s inventory is $80,000. Th erefore, the amount of the Cost of 
goods sold expense recognized for the period should be the diff erence: $241,600.  
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approach to recognizing credit losses on customer receivables would be for the company to 
wait until such time as a customer defaulted and only then recognize the loss ( direct write-off  
method ). Such an approach would usually not be consistent with generally accepted account-
ing principles. 

 Under the matching principle, at the time revenue is recognized on a sale, a company is 
required to record an estimate of how much of the revenue will ultimately be uncollectible. 
Companies make such estimates based on previous experience with uncollectible accounts. 
Such estimates may be expressed as a proportion of the overall amount of sales, the overall 
amount of receivables, or the amount of receivables overdue by a specifi c amount of time. Th e 
company records its estimate of uncollectible amounts as an expense on the income statement, 
not as a direct reduction of revenues.   

 4.2.2.     Warranties 
 At times, companies off er warranties on the products they sell. If the product proves defi cient 
in some respect that is covered under the terms of the warranty, the company will incur an 
expense to repair or replace the product. At the time of sale, the company does not know the 
amount of future expenses it will incur in connection with its warranties. One possible ap-
proach would be for a company to wait until actual expenses are incurred under the warranty 
and to refl ect the expense at that time. However, this would not result in a matching of the 
expense with the associated revenue. 

 Under the matching principle, a company is required to estimate the amount of future ex-
penses resulting from its warranties, to recognize an estimated warranty expense in the period 
of the sale, and to update the expense as indicated by experience over the life of the warranty.   

 4.2.3.     Depreciation and Amortisation 
 Companies commonly incur costs to obtain long-lived assets.  Long-lived assets  are assets 
expected to provide economic benefi ts over a future period of time greater than one year. 
Examples are land (property), plant, equipment, and  intangible assets  (assets lacking physical 
substance) such as trademarks. Th e costs of most long-lived assets are allocated over the period 
of time during which they provide economic benefi ts. Th e two main types of long-lived assets 
whose costs are  not  allocated over time are land and those intangible assets with indefi nite 
useful lives. 

  Depreciation  is the process of systematically allocating costs of long-lived assets over the 
period during which the assets are expected to provide economic benefi ts. “Depreciation” is 
the term commonly applied to this process for physical long-lived assets such as plant and 
equipment (land is not depreciated), and  amortisation  is the term commonly applied to this 
process for intangible long-lived assets with a fi nite useful life.  32    Examples of intangible long-
lived assets with a fi nite useful life include an acquired mailing list, an acquired patent with a 
set expiration date, and an acquired copyright with a set legal life. Th e term “amortisation” is 
also commonly applied to the systematic allocation of a premium or discount relative to the 
face value of a fi xed-income security over the life of the security. 

  32    Intangible assets with indefi nite life are not amortised. Instead, they are reviewed each period as to 
the reasonableness of continuing to assume an indefi nite useful life and are tested at least annually for 
impairment (i.e., if the recoverable or fair value of an intangible asset is materially lower than its value in 
the company’s books, the value of the asset is considered to be impaired and its value must be decreased). 
IAS 38,  Intangible Assets  and FASB ASC Topic 350 [Intangibles–Goodwill and Other]. 
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 IFRS allow two alternative models for valuing property, plant, and equipment: the cost 
model and the revaluation model.  33    Under the cost model, the depreciable amount of that 
asset (cost less residual value) is allocated on a systematic basis over the remaining useful life of 
the asset. Under the cost model, the asset is reported at its cost less any accumulated deprecia-
tion. Under the revaluation model, the asset is reported at its fair value. Th e revaluation model 
is not permitted under US GAAP. Here, we will focus only on the cost model. Th ere are two 
other diff erences between IFRS and US GAAP to note: IFRS require each component of an 
asset to be depreciated separately and US GAAP do not require component depreciation; and 
IFRS require an annual review of residual value and useful life, and US GAAP do not explicitly 
require such a review. 

 Th e method used to compute depreciation should refl ect the pattern over which the eco-
nomic benefi ts of the asset are expected to be consumed. IFRS do not prescribe a particular 
method for computing depreciation but note that several methods are commonly used, such 
as the straight-line method, diminishing balance method (accelerated depreciation), and the 
units of production method (depreciation varies depending upon production or usage). 

 Th e  straight-line method  allocates evenly the cost of long-lived assets less estimated re-
sidual value over the estimated useful life of an asset. (Th e term “straight line” derives from the 
fact that the annual depreciation expense, if represented as a line graph over time, would be a 
straight line. In addition, a plot of the cost of the asset minus the cumulative amount of annual 
depreciation expense, if represented as a line graph over time, would be a straight line with a 
negative downward slope.) Calculating depreciation and amortisation requires two signifi cant 
estimates: the estimated useful life of an asset and the estimated residual value (also known as 
“salvage value”) of an asset. Under IFRS, the residual value is the amount that the company 
expects to receive upon sale of the asset at the end of its useful life.  Example 9  assumes that an 
item of equipment is depreciated using the straight-line method and illustrates how the annual 
depreciation expense varies under diff erent estimates of the useful life and estimated residual 
value of an asset. As shown, annual depreciation expense is sensitive to both the estimated 
useful life and to the estimated residual value.  

  33    IAS No. 16,  Property, Plant, and Equipment.  

 EXAMPLE 9    Sensitivity of Annual Depreciation Expense to Varying 
Estimates of Useful Life and Residual Value 

 Using the straight-line method of depreciation, annual depreciation expense is calcu-
lated as: 

  Cost Residual value
Estimated useful life

−  

 Assume the cost of an asset is $10,000. If, for example, the residual value of the 
asset is estimated to be $0 and its useful life is estimated to be 5 years, the annual de-
preciation expense under the straight-line method would be ($10,000 – $0)/5 years = 
$2,000. In contrast, holding the estimated useful life of the asset constant at 5 years but 
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    EXHIBIT 8      Annual Depreciation Expense (in Dollars)  

 Estimated 
Useful Life 

(Years)  Estimated Residual Value 

0 1,000 2,000 3,000 4,000 5,000

2 5,000 4,500 4,000 3,500 3,000 2,500

4 2,500 2,250 2,000 1,750 1,500 1,250

5 2,000 1,800 1,600 1,400 1,200 1,000

8 1,250 1,125 1,000 875 750 625

10 1,000 900 800 700 600 500

 Generally, alternatives to the straight-line method of depreciation are called  accelerated 
methods  of depreciation because they accelerate (i.e., speed up) the timing of depreciation. 
Accelerated depreciation methods allocate a greater proportion of the cost to the early years of 
an asset’s useful life. Th ese methods are appropriate if the plant or equipment is expected to be 
used up faster in the early years (e.g., an automobile). A commonly used accelerated method is 
the  diminishing balance method  (also known as the declining balance method). Th e dimin-
ishing balance method is demonstrated in  Example 10 .  

increasing the estimated residual value of the asset to $4,000 would result in annual 
depreciation expense of only $1,200 [calculated as ($10,000 – $4,000)/5 years]. Alter-
natively, holding the estimated residual value at $0 but increasing the estimated useful 
life of the asset to 10 years would result in annual depreciation expense of only $1,000 
[calculated as ($10,000 – $0)/10 years].  Exhibit 8  shows annual depreciation expense 
for various combinations of estimated useful life and residual value.  

 EXAMPLE 10    An Illustration of Diminishing Balance Depreciation 

 Assume the cost of computer equipment was $11,000, the estimated residual value is 
$1,000, and the estimated useful life is fi ve years. Under the diminishing or declining 
balance method, the fi rst step is to determine the straight-line rate, the rate at which 
the asset would be depreciated under the straight-line method. Th is rate is measured 
as 100 percent divided by the useful life or 20 percent for a fi ve-year useful life. Under 
the straight-line method, 1/5 or 20 percent of the depreciable cost of the asset (here, 
$11,000 – $1,000 = $10,000) would be expensed each year for fi ve years: Th e depreci-
ation expense would be $2,000 per year. 

 Th e next step is to determine an acceleration factor that approximates the pat-
tern of the asset’s wear. Common acceleration factors are 150 percent and 200 percent. 
Th e latter is known as  double declining balance depreciation  because it depreciates 
the asset at double the straight-line rate. Using the 200 percent acceleration factor, the 
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diminishing balance rate would be 40 percent (20 percent × 2.0). Th is rate is then ap-
plied to the remaining undepreciated balance of the asset each period (known as the  net 
book value ). 

 At the beginning of the fi rst year, the net book value is $11,000. Depreciation ex-
pense for the fi rst full year of use of the asset would be 40 percent of $11,000, or $4,400. 
Under this method, the residual value, if any, is generally not used in the computation 
of the depreciation each period (the 40 percent is applied to $11,000 rather than to 
$11,000 minus residual value). However, the company will stop taking depreciation 
when the salvage value is reached.    

 At the beginning of Year 2, the net book value is measured as 

Asset cost $11,000

Less: Accumulated depreciation (4,400)

Net book value $ 6,600

 For the second full year, depreciation expense would be $6,600 × 40 percent, or $2,640. 
At the end of the second year (i.e., beginning of the third year), a total of $7,040 
($4,400 + $2,640) of depreciation would have been recorded. So, the remaining net 
book value at the beginning of the third year would be 

Asset cost $11,000

Less: Accumulated depreciation (7,040)

Net book value $ 3,960

 For the third full year, depreciation would be $3,960 × 40 percent, or $1,584. At the 
end of the third year, a total of $8,624 ($4,400 + $2,640 + $1,584) of depreciation 
would have been recorded. So, the remaining net book value at the beginning of the 
fourth year would be 

Asset cost $11,000

Less: Accumulated depreciation (8,624)

Net book value $ 2,376

 For the fourth full year, depreciation would be $2,376 × 40 percent, or $950. At the end 
of the fourth year, a total of $9,574 ($4,400 + $2,640 + $1,584 + $950) of depreciation 
would have been recorded. So, the remaining net book value at the beginning of the 
fi fth year would be 

Asset cost $11,000

Less: Accumulated depreciation (9,574)

Net book value $ 1,426

 For the fi fth year, if deprecation were determined as in previous years, it would amount 
to $570 ($1,426 × 40 percent). However, this would result in a remaining net book 
value of the asset below its estimated residual value of $1,000. So, instead, only $426 
would be depreciated, leaving a $1,000 net book value at the end of the fi fth year. 
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 Under accelerated depreciation methods, there is a higher depreciation expense in early 
years relative to the straight-line method. Th is results in higher expenses and lower net income 
in the early depreciation years. In later years, there is a reversal with accelerated depreciation 
expense lower than straight-line depreciation. Accelerated depreciation is sometimes referred 
to as a conservative accounting choice because it results in lower net income in the early years 
of asset use. 

 For those intangible assets that must be amortised (those with an identifi able useful life), 
the process is the same as for depreciation; only the name of the expense is diff erent. IFRS state 
that if a pattern cannot be determined over the useful life, then the straight-line method should 
be used.  34    In most cases under IFRS and US GAAP, amortisable intangible assets are amortised 
using the straight-line method with no residual value.  Goodwill   35    and intangible assets with 
indefi nite life are not amortised. Instead, they are tested at least annually for impairment (i.e., 
if the current value of an intangible asset or goodwill is materially lower than its value in the 
company’s books, the value of the asset is considered to be impaired and its value in the com-
pany’s books must be decreased). 

 In summary, to calculate depreciation and amortisation, a company must choose a meth-
od, estimate the asset’s useful life, and estimate residual value. Clearly, diff erent choices have 
a diff ering eff ect on depreciation or amortisation expense and, therefore, on reported net in-
come.    

 4.3.     Implications for Financial Analysis 

 A company’s estimates for doubtful accounts and/or for warranty expenses can aff ect its re-
ported net income. Similarly, a company’s choice of depreciation or amortisation method, 
estimates of assets’ useful lives, and estimates of assets’ residual values can aff ect reported net 
income. Th ese are only a few of the choices and estimates that aff ect a company’s reported net 
income. 

Asset cost $11,000

Less: Accumulated depreciation (10,000)

Net book value $ 1,000

 Companies often use a zero or small residual value, which creates problems for dimin-
ishing balance depreciation because the asset never fully depreciates. In order to fully 
depreciate the asset over the initially estimated useful life when a zero or small residual 
value is assumed, companies often adopt a depreciation policy that combines the dimin-
ishing balance and straight-line methods. An example would be a deprecation policy of 
using double declining balance depreciation and switching to the straight-line method 
halfway through the useful life.  

  34    IAS 38,  Intangible Assets.  
  35    Goodwill is recorded in acquisitions and is the amount by which the price to purchase an entity ex-
ceeds the amount of net identifi able assets acquired (the total amount of identifi able assets acquired less 
liabilities assumed). 
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 As with revenue recognition policies, a company’s choice of expense recognition can be char-
acterized by its relative conservatism. A policy that results in recognition of expenses later rather 
than sooner is considered less conservative. In addition, many items of expense require the com-
pany to make estimates that can signifi cantly aff ect net income. Analysis of a company’s fi nancial 
statements, and particularly comparison of one company’s fi nancial statements with those of 
another, requires an understanding of diff erences in these estimates and their potential impact. 

 If, for example, a company shows a signifi cant year-to-year change in its estimates of 
uncollectible accounts as a percentage of sales, warranty expenses as a percentage of sales, or 
estimated useful lives of assets, the analyst should seek to understand the underlying reasons. 
Do the changes refl ect a change in business operations (e.g., lower estimated warranty expenses 
refl ecting recent experience of fewer warranty claims because of improved product quality)? 
Or are the changes seemingly unrelated to changes in business operations and thus possibly a 
signal that a company is manipulating estimates in order to achieve a particular eff ect on its 
reported net income? 

 As another example, if two companies in the same industry have dramatically diff erent 
estimates for uncollectible accounts as a percentage of their sales, warranty expenses as a per-
centage of sales, or estimated useful lives as a percentage of assets, it is important to understand 
the underlying reasons. Are the diff erences consistent with diff erences in the two companies’ 
business operations (e.g., lower uncollectible accounts for one company refl ecting a diff erent, 
more creditworthy customer base or possibly stricter credit policies)? Another diff erence con-
sistent with diff erences in business operations would be a diff erence in estimated useful lives of 
assets if one of the companies employs newer equipment. Or, alternatively, are the diff erences 
seemingly inconsistent with diff erences in the two companies’ business operations, possibly 
signaling that a company is manipulating estimates? 

 Information about a company’s accounting policies and signifi cant estimates are described 
in the notes to the fi nancial statements and in the management discussion and analysis section 
of a company’s annual report. 

 When possible, the monetary eff ect of diff erences in expense recognition policies and 
estimates can facilitate more meaningful comparisons with a single company’s historical per-
formance or across a number of companies. An analyst can use the monetary eff ect to adjust 
the reported expenses so that they are on a comparable basis. 

 Even when the monetary eff ects of diff erences in policies and estimates cannot be calculat-
ed, it is generally possible to characterize the relative conservatism of the policies and estimates 
and, therefore, to qualitatively assess how such diff erences might aff ect reported expenses and 
thus fi nancial ratios.     

 5. NON-RECURRING ITEMS AND NON-OPERATING ITEMS 

 From a company’s income statements, we can see its earnings from last year and in the pre-
vious year. Looking forward, the question is: What will the company earn next year and in the 
years after? 

 To assess a company’s future earnings, it is helpful to separate those prior years’ items of 
income and expense that are likely to continue in the future from those items that are less 
likely to continue.  36    Some items from prior years are clearly not expected to continue in the 

  36    In business writing, items expected to continue in the future are often described as “persistent” or 
“permanent,” whereas those not expected to continue are described as “transitory.” 
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future periods and are separately disclosed on a company’s income statement. Th is is consist-
ent with “An entity shall present additional line items, headings, and subtotals  .  .  .  when such 
presentation is relevant to an understanding of the entity’s fi nancial performance.”  37    IFRS 
describe considerations that enter into the decision to present information other than that 
explicitly specifi ed by a standard. US GAAP specify some of the items that should be reported 
separately. Two such items are 1) discontinued operations, and 2) extraordinary items (the 
latter category is not permitted under IFRS). Th ese two items, if applicable, must be reported 
separately from continuing operations under US GAAP.  38    For other items on a company’s 
income statement, such as unusual items, accounting changes, and non-operating income, the 
likelihood of their continuing in the future is somewhat less clear and requires the analyst to 
make some judgments.  

 5.1.     Discontinued Operations 

 When a company disposes of or establishes a plan to dispose of one of its component 
operations and will have no further involvement in the operation, the income statement 
reports separately the eff ect of this disposal as a “discontinued” operation under both IFRS 
and US GAAP. Financial standards provide various criteria for reporting the eff ect separately, 
which are generally that the discontinued component must be separable both physically and 
operationally.  39    

 Because the discontinued operation will no longer provide earnings (or cash fl ow) to the 
company, an analyst can eliminate discontinued operations in formulating expectations about 
a company’s future fi nancial performance. 

 In  Exhibit 2 , Kraft reported earnings and gains from discontinued operations of $1,045 
million in 2008 and $232 million in 2007. In Note 2 of its fi nancial statements, Kraft explains 
that it split off  its Post Cereals business. Th e earnings and gains from discontinued operations 
of $1,045 million in 2008 and $232 million in 2007 refer to the amount of earnings of the 
cereal business in each of those years, up to the date it was split off .   

 5.2.     Extraordinary Items 

 IFRS prohibit classifi cation of any income or expense items as being “extraordinary.”  40    Under 
US GAAP, an extraordinary item is one that is both unusual in nature and infrequent in occur-
rence. Extraordinary items are presented separately on the income statement and allow a reader 
of the statements to see that these items are not part of a company’s operating activities and are 
not expected to occur on an ongoing basis. Extraordinary items are shown net of tax and ap-
pear on the income statement below discontinued operations. An example of an extraordinary 
item is provided in  Exhibit 9 . 

  37    IAS No. 1,  Presentation of Financial Statements , paragraph 85. 
  38    Th ese requirements apply to material amounts. 
  39    IFRS No. 5,  Non-Current Assets Held for Sale and Discontinued Operations , paragraphs 31–33. 
  40    IAS No. 1,  Presentation of Financial Statements , paragraph 87. 
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    EXHIBIT 9       Extraordinary Gain on Debt Forgiveness  

 In its annual report, ForgeHouse, Inc. (OTCBB: FOHE) made the following disclosure de-
scribing an extraordinary gain on debt forgiveness: 

  On September 30, 2009, the Company entered into a Debt Forgiveness Agreement 
with Insurance Medical Group Limited (f/k/a After All Limited), Bryan Irving, and 
Ian Morl, pursuant to which $785,000 (plus accrued and unpaid interest and any 
penalties of $80,141) of the Company’s outstanding obligations in favor of Arngrove 
Group Holdings were forgiven and all $200,000 (plus accrued and unpaid interest 
and any penalties of $23,418) of the Company’s outstanding obligations in favor of 
After All Group, Limited, was forgiven. Gain on these two debt restructurings was a 
gross of $1,088,559 for the year ended December 31, 2009. 

 In December 2009, the Company entered into agreements with two of its ven-
dors to reduce the amounts owed to the vendors in exchange for upfront payments. 
Gain on the restructure of amounts owed to the two vendors was $244,041. 

 Th ese amounts are presented in the statement of operations net of income taxes 
of $453,084 for a net extraordinary gain on debt restructuring of $879,516.  

  Source : ForgeHouse, Inc. 10-K for fi scal year ended 31 December 2009, fi led 14 May 2010: Note 6.  

 Companies apply judgment to determine whether an item is extraordinary based on guid-
ance from accounting standards.  41    Judgment on whether an item is unusual in nature requires 
consideration of the company’s environment, including its industry and geography. Deter-
mining whether an item is infrequent in occurrence is based on expectations of whether it 
will occur again in the near future. Standard setters off er specifi c guidance in some cases. For 
example, following Hurricanes Katrina and Rita in 2005, the American Institute of Certifi ed 
Public Accountants issued Technical Practice Aid 5400.05, which states (the material in square 
brackets has been added): “A natural disaster [such as a hurricane, tornado, fi re, or earthquake] 
of a type that is reasonably expected to reoccur would not meet both conditions [for classifi -
cation as an extraordinary item].” 

 Given the requirements for classifi cation of an item as extraordinary—unusual and infre-
quent—an analyst can generally eliminate extraordinary items from expectations about a com-
pany’s future fi nancial performance unless there is some indication that such an extraordinary 
item may reoccur.   

 5.3.     Unusual or Infrequent Items 

 IFRS require that items of income or expense that are material and/or relevant to the under-
standing of the entity’s fi nancial performance should be disclosed separately. Unusual or infre-
quent items are likely to meet these criteria. Under US GAAP, which allow items to be shown 
as extraordinary, items that are unusual or infrequent—but not both—cannot be shown as 
extraordinary. Items that are unusual or infrequent are shown as part of a company’s continu-
ing operations. For example, restructuring charges, such as costs to close plants and employee 

  41    FASB ASC Section 225–20–45 [Income Statement-Extraordinary and Unusual Items–Other 
Presentation Matters]. 
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termination costs, are considered part of a company’s ordinary activities. As another example, 
gains and losses arising when a company sells an asset or part of a business, for more or less 
than its carrying value, are also disclosed separately on the income statement. Th ese are not 
considered extraordinary under US GAAP because such sales are considered ordinary business 
activities. 

 Highlighting the unusual or infrequent nature of these items assists an analyst in judging 
the likelihood that such items will reoccur. Th is meets the IFRS criteria of disclosing items 
that are relevant to the understanding of an entity’s fi nancial performance.  Exhibit 10  shows 
such disclosure. 

    EXHIBIT 10      Highlighting Infrequent Nature of Items 
Excerpt from Roche Group Consolidated Income Statement (in 
millions of CHF, Year ended 31 December 2009)  

 [portions omitted] 

Operating profi t before exceptional items 15,012

 Major legal cases (320)

 Changes in Group organization (2,415)

Operating profi t 12,277

  [portions omitted] 

 In  Exhibit 10 , Roche Group (SWX: ROG), a Swiss healthcare company, shows operating 
profi t before and after exceptional items. Th e exceptional items relate to major legal cases and 
changes in the organization. Th e company’s notes explain both items further. Th e costs for 
changes in the organization relate to Roche’s acquisition of Genentech and major changes to 
certain manufacturing and commercial centers. Generally, in forecasting future operations, an 
analyst would assess whether the items reported are likely to reoccur and also possible impli-
cations for future earnings. It is generally not advisable simply to ignore all unusual items.   

 5.4.     Changes in Accounting Policies 

 At times, standard setters issue new standards that require companies to change accounting 
policies. Companies may be permitted to adopt the standards prospectively (in the future) or 
retrospectively (restate fi nancial statements as though the standard existed in the past). In other 
cases, changes in accounting policies (e.g., from one acceptable inventory costing method to 
another) are made for other reasons, such as providing a better refl ection of the company’s 
performance. Changes in accounting policies are reported through retrospective application  42    
unless it is impractical to do so. 

  Retrospective application  means that the fi nancial statements for all fi scal years shown in a 
company’s fi nancial report are presented as if the newly adopted accounting principle had been 
used throughout the entire period. Notes to the fi nancial statements describe the change and 
explain the justifi cation for the change. Because changes in accounting principles are retrospec-
tively applied, the fi nancial statements that appear within a fi nancial report are comparable. 

  42    IAS No. 8,  Accounting Policies ,  Changes in Accounting Estimates and Errors,  and FASB ASC Topic 250 
[Accounting Changes and Error Corrections]. 
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So, if a company’s annual report for 2009 includes its fi nancial statements for fi scal years 2007, 
2008, and 2009, all of these statements will be comparable. 

  Example 11  presents an excerpt from the 25 January 2010 10-K/A of Apple Inc. 
(NasdaqGS: AAPL). Apple amended its previously fi led 10-K to refl ect the company’s retro-
spective adoption of a new FASB accounting standard related to revenue recognition for mul-
ti-deliverables. An example of a multi-deliverable is the sale of an iPhone with the right to 
receive future upgrades. Th e change described in  Example 11  brings US GAAP closer to IFRS 
although diff erences remain. For example, IFRS do not provide detailed guidance and instead 
require that revenue should be allocated to separately identifi able components if doing so re-
fl ects the substance of the transaction. In contrast, US GAAP provide details about how the 
separation of revenue should be done and how the revenue should be allocated to each com-
ponent.  

 EXAMPLE 11    Revenue Recognition: A Change in 
Accounting Principle 

 Apple’s amended 10-K for the year ended 26 September 2009 explains how a change 
in accounting standards (the company refers to these as accounting principles) aff ects 
its fi nancial statements. Th e following excerpt (emphasis added) is from the explanatory 
note included in the amendment. 

  Under the historical accounting principles, the Company was required to ac-
count for sales of both iPhone and Apple TV using subscription accounting 
because the Company indicated it might from time-to-time provide future 
unspecifi ed software upgrades and features for those products free of charge. 
Under  subscription accounting , revenue and associated product cost of sales 
for iPhone and Apple TV were deferred at the time of sale and recognized on 
a straight-line basis over each product’s estimated economic life. Th is result-
ed in the deferral of signifi cant amounts of revenue and cost of sales related 
to iPhone and Apple TV. Costs incurred by the Company for engineering, 
sales, marketing and warranty were expensed as incurred. As of September 
26, 2009, based on the historical accounting principles, total accumulated 
deferred revenue and deferred costs associated with past iPhone and Apple TV 
sales were $12.1 billion and $5.2 billion, respectively. 

 Th e  new accounting principles generally require the Company to 
account for the sale of both iPhone and Apple TV as two deliverables . 
Th e fi rst deliverable is the hardware and software delivered at the time of sale, 
and the second deliverable is the right included with the purchase of iPhone 
and Apple TV to receive on a when-and-if-available basis future unspecifi ed 
software upgrades and features relating to the product’s software.  Th e new 
accounting principles result in the recognition of substantially all of the 
revenue and product costs from sales of iPhone and Apple TV at the time 
of sale . Additionally, the Company is required to estimate a standalone sell-
ing price for the unspecifi ed software upgrade right included with the sale of 
iPhone and Apple TV and recognizes that amount ratably over the 24-month 
estimated life of the related hardware device. For all periods presented, the 



Chapter 4 Understanding Income Statements 167

Company’s estimated selling price for the software upgrade right included with 
each iPhone and Apple TV sold is $25 and $10, respectively. Th e adoption 
of the new accounting principles increased the Company’s net sales by $6.4 
billion, $5.0 billion, and $572 million for 2009, 2008, and 2007, respectively. 
As of September 26, 2009, the revised total accumulated deferred revenue 
associated with iPhone and Apple TV sales to date was $483 million; revised 
accumulated deferred costs for such sales were zero. 

  Source : Apple Inc. 10-K/A for the year ended 26 September 2009, as fi led with the SEC 
on 25 January 2010. Emphasis added.   

  1  .     Under the historical accounting principle, how would the revenue from a sale of an 
iPhone be refl ected in Apple’s fi nancial statements?  

  2  .     How and why did adoption of the new accounting principles aff ect Apple’s revenues 
in 2009?    

 Solution to 1:   Under the historical accounting principle (standard), a sale of an iPhone 
was treated as a subscription sale and revenue was not recognized at the time of sale. 
Rather, the sale would result in a liability entitled “deferred revenue.” In subsequent 
periods, the company would recognize as revenue a portion of the revenue from that 
sale and reduce the amount of deferred revenue by the same amount. Disclosures about 
deferred revenue can be helpful to an analyst in developing expectations about future 
revenues.   

 Solution to 2:   Adoption of the new accounting principles (standards) increased the 
company’s 2009 net sales (revenue) by $6.4 billion. Th e reason for the increase is that 
the new standard allowed the company to separate the revenue from the iPhone into 
two separate components and to report revenue from them separately.   

 In years prior to 2005, under both IFRS and US GAAP, the cumulative eff ect of changes 
in accounting policies was typically shown at the bottom of the income statement in the year 
of change instead of using retrospective application. It is possible that future accounting stand-
ards may occasionally require a company to report the change diff erently than retrospective 
application. Note disclosures are required to explain how the transition from the old standard 
to the new one is handled. During the period when companies make the transition from the 
old standard to the new, an analyst can examine disclosures to ensure comparability across 
companies. 

 In contrast to changes in accounting policies (such as whether to expense the cost of em-
ployee stock options), companies sometimes make  changes in accounting estimates  (such as the 
useful life of a depreciable asset). Changes in accounting estimates are handled prospectively, 
with the change aff ecting the fi nancial statements for the period of change and future periods. 
No adjustments are made to prior statements, and the adjustment is not shown on the face of 
the income statement. Signifi cant changes should be disclosed in the notes. 

 Another possible adjustment is a  correction of an error for a prior period  (e.g., in fi nancial 
statements issued for an earlier year). Th is cannot be handled by simply adjusting the current 
period income statement. Correction of an error for a prior period is handled by restating 
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the fi nancial statements (including the balance sheet, statement of owners’ equity, and cash 
fl ow statement) for the prior periods presented in the current fi nancial statements.  43    Note 
disclosures are required regarding the error. Th ese disclosures should be examined carefully be-
cause they may reveal weaknesses in the company’s accounting systems and fi nancial controls.   

 5.5.     Non-Operating Items 

 Non-operating items are typically reported separately from operating income because they 
are material and/or relevant to the understanding of the entity’s fi nancial performance. Under 
IFRS, there is no defi nition of operating activities, and companies that choose to report oper-
ating income or the results of operating activities should ensure that these represent activities 
that are normally regarded as operating. Under US GAAP, operating activities generally involve 
producing and delivering goods and providing services and include all transactions and other 
events that are not defi ned as investing or fi nancing activities.  44    For example, if a non-fi nancial 
service company invests in equity or debt securities issued by another company, any interest, 
dividends, or profi ts from sales of these securities will be shown as non-operating income. In 
general, for non-fi nancial services companies,  45    non-operating income that is disclosed sepa-
rately on the income statement (or in the notes) includes amounts earned through investing 
activities. 

 Among non-operating items on the income statement (or accompanying notes), 
non-fi nancial service companies also disclose the interest expense on their debt securities, in-
cluding amortisation of any discount or premium. Th e amount of interest expense is related to 
the amount of a company’s borrowings and is generally described in the notes to the fi nancial 
statements. For fi nancial service companies, interest income and expense are likely components 
of operating activities. (Note that the characterization of interest and dividends as non-operating 
items on the income statement is not necessarily consistent with the classifi cation on the state-
ment of cash fl ows. Specifi cally, under IFRS, interest and dividends received can be shown ei-
ther as operating or as investing on the statement of cash fl ows, while under US GAAP interest 
and dividends received are shown as operating cash fl ows. Under IFRS, interest and dividends 
paid can be shown either as operating or as fi nancing on the statement of cash fl ows, while un-
der US GAAP, interest paid is shown as operating and dividends paid are shown as fi nancing.) 

 In practice, investing and fi nancing activities may be disclosed on a net basis, with the 
components disclosed separately in the notes. In its income statement for 2009 ( Exhibit 1 ), 
Groupe Danone, for example, disclosed net interest expense (cost of net debt) of €264 million. 
Th e net amount is the €340 million of interest expense minus €76 million interest revenue. 
Th e fi nancial statement notes (not shown) provide further disclosure about the expense. 

 For purposes of assessing a company’s future performance, the amount of fi nancing ex-
pense will depend on the company’s fi nancing policy (target capital structure) and borrowing 
costs. Th e amount of investing income will depend on the purpose and success of investing 
activities. For a non-fi nancial company, a signifi cant amount of fi nancial income would typi-
cally warrant further exploration. What are the reasons underlying the company’s investments 
in the securities of other companies? Is the company simply investing excess cash in short-
term securities to generate income higher than cash deposits, or is the company purchasing 

  43    Ibid. 
  44    FASB ASC  Master Glossary.  
  45    Examples of fi nancial services companies are insurance companies, banks, brokers, dealers, and invest-
ment companies. 
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securities issued by other companies for strategic reasons, such as access to raw material supply 
or research?     

 6. EARNINGS PER SHARE 

 One metric of particular importance to an equity investor is earnings per share (EPS). EPS is 
an input into ratios such as the price/earnings ratio. Additionally, each shareholder in a com-
pany owns a diff erent number of shares. IFRS require the presentation of EPS on the face of 
the income statement for net profi t or loss (net income) and profi t or loss (income) from con-
tinuing operations.  46    Similar presentation is required under US GAAP.  47    Th is section outlines 
the calculations for EPS and explains how the calculation diff ers for a simple versus complex 
capital structure.  

 6.1.     Simple versus Complex Capital Structure 

 A company’s capital is composed of its equity and debt. Some types of equity have preference 
over others, and some debt (and other instruments) may be converted into equity. Under 
IFRS, the type of equity for which EPS is presented is referred to as ordinary.  Ordinary shares  
are those equity shares that are subordinate to all other types of equity. Th e ordinary share-
holders are basically the owners of the company—the equity holders who are paid last in a 
liquidation of the company and who benefi t the most when the company does well. Under US 
GAAP, this ordinary equity is referred to as  common stock  or  common shares , refl ecting US 
language usage. Th e terms “ordinary shares,” “common stock,” and “common shares” are used 
interchangeably in the following discussion. 

 When a company has issued any fi nancial instruments that are potentially convertible into 
common stock, it is said to have a complex capital structure. Examples of fi nancial instruments 
that are potentially convertible into common stock include convertible bonds, convertible 
preferred stock, employee stock options, and warrants.  48    If a company’s capital structure does 
not include such potentially convertible fi nancial instruments, it is said to have a simple capital 
structure. 

 Th e distinction between simple versus complex capital structure is relevant to the calcula-
tion of EPS because fi nancial instruments that are potentially convertible into common stock 
could, as a result of conversion or exercise, potentially dilute (i.e., decrease) EPS. Information 
about such a potential dilution is valuable to a company’s current and potential shareholders; 
therefore, accounting standards require companies to disclose what their EPS would be if all 
dilutive fi nancial instruments were converted into common stock. Th e EPS that would result 
if all dilutive fi nancial instruments were converted is called  diluted EPS . In contrast,  basic 
EPS  is calculated using the reported earnings available to common shareholders of the parent 
company and the weighted average number of shares outstanding. 

  46    IAS No. 33,  Earnings Per Share.  
  47    FASB ASC Topic 260 [Earnings Per Share]. 
  48    A warrant is a call option typically attached to securities issued by a company, such as bonds. A warrant 
gives the holder the right to acquire the company’s stock from the company at a specifi ed price within a 
specifi ed time period. IFRS and US GAAP standards regarding earnings per share apply equally to call 
options, warrants, and equivalent instruments. 
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 Companies are required to report both basic and diluted EPS. For example, Danone re-
ported basic EPS (“before dilution”) and diluted EPS (“after dilution”) of €2.57 for 2009, some-
what lower than 2008. Kraft reported basic EPS of $2.04 and diluted EPS of $2.03 for 2009, 
much higher than basic and diluted EPS (from continuing operations) of $1.22 and $1.21 for 
2008. (Th e EPS information appears at the bottom of Danone’s and Kraft’s income statements.) 
An analyst would try to determine the causes underlying the changes in EPS, a topic we will 
address following an explanation of the calculations of both basic and diluted EPS.   

 6.2.     Basic EPS 

 Basic EPS is the amount of income available to common shareholders divided by the weighted 
average number of common shares outstanding over a period. Th e amount of income available 
to common shareholders is the amount of net income remaining after preferred dividends (if 
any) have been paid. Th us, the formula to calculate basic EPS is: 

     Basic EPS
Net income Preferred dividends

Weighted average number of shares outstanding
= −      (1)   

 Th e weighted average number of shares outstanding is a time weighting of common 
shares outstanding. For example, assume a company began the year with 2,000,000 common 
shares outstanding and repurchased 100,000 common shares on 1 July. Th e weighted average 
number of common shares outstanding would be the sum of 2,000,000 shares × 1/2 year + 
1,900,000 shares × 1/2 year, or 1,950,000 shares. So the company would use 1,950,000 shares 
as the weighted average number of shares in calculating its basic EPS. 

 If the number of shares of common stock increases as a result of a stock dividend or a 
stock split, the EPS calculation refl ects the change retroactively to the beginning of the period. 

  Examples 12 ,  13 , and  14  illustrate the computation of basic EPS.      

 EXAMPLE 13    A Basic EPS Calculation (2) 

 For the year ended 31 December 2009, Angler Products had net income of $2,500,000. 
Th e company declared and paid $200,000 of dividends on preferred stock. Th e compa-
ny also had the following common stock share information: 

 EXAMPLE 12    A Basic EPS Calculation (1) 

 For the year ended 31 December 2009, Shopalot Company had net income of 
$1,950,000. Th e company had 1,500,000 shares of common stock outstanding, no 
preferred stock, and no convertible fi nancial instruments. What is Shopalot’s basic EPS?  

 Solution:   Shopalot’s basic EPS is $1.30 ($1,950,000 divided by 1,500,000 shares).   
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Shares outstanding on 1 January 2009 1,000,000

Shares issued on 1 April 2009 200,000

Shares repurchased (treasury shares) on 1 October 2009 (100,000)

Shares outstanding on 31 December 2009 1,100,000

  1  .     What is the company’s weighted average number of shares outstanding?  
  2  .     What is the company’s basic EPS?    

 Solution to 1:   Th e weighted average number of shares outstanding is determined by the 
length of time each quantity of shares was outstanding: 

1,000,000 × (3 months/12 months) = 250,000

1,200,000 × (6 months/12 months) = 600,000

1,100,000 × (3 months/12 months) = 275,000

Weighted average number of shares outstanding 1,125,000

 Solution to 2:   Basic EPS = (Net income – Preferred dividends)/Weighted average num-
ber of shares = ($2,500,000 – $200,000)/1,125,000 = $2.04   

 6.3.     Diluted EPS 

 If a company has a simple capital structure (in other words, one that includes no potentially 
dilutive fi nancial instruments), then its basic EPS is equal to its diluted EPS. However, if a 
company has potentially dilutive fi nancial instruments, its diluted EPS may diff er from its 
basic EPS. Diluted EPS, by defi nition, is always equal to or less than basic EPS. Th e sections 
below describe the eff ects of three types of potentially dilutive fi nancial instruments on diluted 
EPS: convertible preferred, convertible debt, and employee stock options. Th e fi nal section 
explains why not all potentially dilutive fi nancial instruments actually result in a diff erence 
between basic and diluted EPS.  

 EXAMPLE 14    A Basic EPS Calculation (3) 

 Assume the same facts as in  Example 13  except that on 1 December 2009, a previously 
declared 2 for 1 stock split took eff ect. Each shareholder of record receives two shares in 
exchange for each current share that he or she owns. What is the company’s basic EPS?  

 Solution:   For EPS calculation purposes, a stock split is treated as if it occurred at the 
beginning of the period. Th e weighted average number of shares would, therefore, be 
2,250,000, and the basic EPS would be $1.02 [= ($2,500,000 – $200,000)/2,250,000].   
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 6.3.1.     Diluted EPS When a Company Has Convertible Preferred Stock Outstanding 
 When a company has convertible preferred stock outstanding, diluted EPS is calculated using 
the  if-converted method . Th e if-converted method is based on what EPS would have been 
if the convertible preferred securities had been converted at the beginning of the period. In 
other words, the method calculates what the eff ect would have been if the convertible pre-
ferred shares converted at the beginning of the period. If the convertible shares had been 
converted, there would be two eff ects. First, the convertible preferred securities would no 
longer be outstanding; instead, additional common stock would be outstanding. Th us, under 
the if-converted method, the weighted average number of shares outstanding would be higher 
than in the basic EPS calculation. Second, if such a conversion had taken place, the company 
would not have paid preferred dividends. Th us, under the if-converted method, the net in-
come available to common shareholders would be higher than in the basic EPS calculation. 

 Diluted EPS using the if-converted method for convertible preferred stock is equal to net 
income divided by the weighted average number of shares outstanding from the basic EPS 
calculation plus the additional shares of common stock that would be issued upon conversion 
of the preferred. Th us, the formula to calculate diluted EPS using the if-converted method for 
preferred stock is: 

     
Diluted EPS

(Net income)
(Weighted average n

=
uumber of shares

outstanding New common shar+ ees that
would have been issued at conversionn)

     
(2)   

 A diluted EPS calculation using the if-converted method for preferred stock is provided 
in  Example 15 .    

 EXAMPLE 15    A Diluted EPS Calculation Using the If-Converted 
Method for Preferred Stock 

 For the year ended 31 December 2009, Bright-Warm Utility Company had net in-
come of $1,750,000. Th e company had an average of 500,000 shares of common stock 
outstanding, 20,000 shares of convertible preferred, and no other potentially dilutive 
securities. Each share of preferred pays a dividend of $10 per share, and each is convert-
ible into fi ve shares of the company’s common stock. Calculate the company’s basic and 
diluted EPS.  

 Solution:   If the 20,000 shares of convertible preferred had each converted into 5 
shares of the company’s common stock, the company would have had an additional 
100,000 shares of common stock (5 shares of common for each of the 20,000 shares 
of preferred). If the conversion had taken place, the company would not have paid 
preferred dividends of $200,000 ($10 per share for each of the 20,000 shares of pre-
ferred). As shown in  Exhibit 11 , the company’s basic EPS was $3.10 and its diluted 
EPS was $2.92. 
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 6.3.2.     Diluted EPS When a Company Has Convertible Debt Outstanding 
 When a company has convertible debt outstanding, the diluted EPS calculation also uses the 
if-converted method. Diluted EPS is calculated as if the convertible debt had been converted 
at the beginning of the period. If the convertible debt had been converted, the debt securities 
would no longer be outstanding; instead, additional shares of common stock would be out-
standing. Also, if such a conversion had taken place, the company would not have paid interest 
on the convertible debt, so the net income available to common shareholders would increase 
by the after-tax amount of interest expense on the debt converted. 

 Th us, the formula to calculate diluted EPS using the if-converted method for convertible 
debt is: 

     
Diluted EPS

Net income After-tax interest

=

+( oon
convertible debt Preferred dividends)−

(WWeighted average number of shares
outstandinng Additional common
shares that would have

+
been

issued at conversion)

     
(3)

   

 A diluted EPS calculation using the if-converted method for convertible debt is provided 
in  Example 16 .    

    EXHIBIT 11      Calculation of Diluted EPS for Bright-Warm Utility Company Using the 
If-Converted Method: Case of Preferred Stock 

 Basic EPS 
 Diluted EPS Using 

If-Converted Method 

Net income $1,750,000 $1,750,000

Preferred dividend –200,000 0

 Numerator $1,550,000 $1,750,000

Weighted average number of shares outstanding 500,000 500,000

Additional shares issued if preferred converted 0 100,000

 Denominator 500,000 600,000

 EPS  $           3.10  $        2.92 

 EXAMPLE 16    A Diluted EPS Calculation Using the If-Converted 
Method for Convertible Debt 

 Oppnox Company reported net income of $750,000 for the year ended 31 December 
2009. Th e company had a weighted average of 690,000 shares of common stock 
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 6.3.3.     Diluted EPS When a Company Has Stock Options, Warrants, or Th eir Equivalents 
Outstanding 
 When a company has stock options, warrants, or their equivalents  49    outstanding, diluted EPS 
is calculated as if the fi nancial instruments had been exercised and the company had used the 
proceeds from exercise to repurchase as many shares of common stock as possible at the aver-
age market price of common stock during the period. Th e weighted average number of shares 
outstanding for diluted EPS is thus increased by the number of shares that would be issued 
upon exercise minus the number of shares that would have been purchased with the proceeds. 
Th is method is called the  treasury stock method  under US GAAP because companies typ-
ically hold repurchased shares as treasury stock. Th e same method is used under IFRS but is 
not named. 

outstanding. In addition, the company has only one potentially dilutive security: 
$50,000 of 6 percent convertible bonds, convertible into a total of 10,000 shares. 
Assuming a tax rate of 30 percent, calculate Oppnox’s basic and diluted EPS.  

 Solution:   If the debt securities had been converted, the debt securities would no longer 
be outstanding and instead, an additional 10,000 shares of common stock would be 
outstanding. Also, if the debt securities had been converted, the company would not 
have paid interest of $3,000 on the convertible debt, so net income available to common 
shareholders would have increased by $2,100 [= $3,000(1 – 0.30)] on an after-tax basis. 
 Exhibit 12  illustrates the calculation of diluted EPS using the if-converted method for 
convertible debt. 

    EXHIBIT 12      Calculation of Diluted EPS for Oppnox Company Using the If-Converted 
Method: Case of a Convertible Bond 

 Basic EPS 
 Diluted EPS Using 

If-Converted Method 

Net income $750,000 $750,000

After-tax cost of interest 2,100

 Numerator $750,000 $752,100

Weighted average number of shares outstanding 690,000 690,000

If converted 0 10,000

 Denominator 690,000 700,000

 EPS  $1.09  $1.07 

  49    Hereafter, options, warrants, and their equivalents will be referred to simply as “options” because the 
accounting treatment for EPS calculations is interchangeable for these instruments under IFRS and US 
GAAP. 
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 For the calculation of diluted EPS using this method, the assumed exercise of these fi nan-
cial instruments would have the following eff ects:  

•    Th e company is assumed to receive cash upon exercise and, in exchange, to issue shares.  
•    Th e company is assumed to use the cash proceeds to repurchase shares at the weighted aver-

age market price during the period.   

 As a result of these two eff ects, the number of shares outstanding would increase by the 
incremental number of shares issued (the diff erence between the number of shares issued to the 
holders and the number of shares assumed to be repurchased by the company). For calculating 
diluted EPS, the incremental number of shares is weighted based upon the length of time the 
fi nancial instrument was outstanding in the year. If the fi nancial instrument was issued prior 
to the beginning of the year, the weighted average number of shares outstanding increases by 
the incremental number of shares. If the fi nancial instruments were issued during the year, 
then the incremental shares are weighted by the amount of time the fi nancial instruments were 
outstanding during the year. 

 Th e assumed exercise of these fi nancial instruments would not aff ect net income. For cal-
culating EPS, therefore, no change is made to the numerator. Th e formula to calculate diluted 
EPS using the treasury stock method (same method as used under IFRS but not named) for 
options is: 

     

Diluted EPS
(Net income Preferred dividends= − ))

Weighted average number of shares
outstan
[

dding New shares that would
have been issue

+ (
dd at option exercise

Shares that could hav
−

ee been purchased
with cash received upon exeercise
Proportion of year during which t

)
(

×
hhe

financial instruments were outstanding)]

     

(4)   

 A diluted EPS calculation using the treasury stock method for options is provided in 
 Example 17 .  

 EXAMPLE 17    A Diluted EPS Calculation Using the Treasury Stock 
Method for Options 

 Hihotech Company reported net income of $2.3 million for the year ended 30 June 
2009 and had a weighted average of 800,000 common shares outstanding. At the be-
ginning of the fi scal year, the company has outstanding 30,000 options with an exercise 
price of $35. No other potentially dilutive fi nancial instruments are outstanding. Over 
the fi scal year, the company’s market price has averaged $55 per share. Calculate the 
company’s basic and diluted EPS.  
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 Solution:   Using the treasury stock method, we fi rst calculate that the company would 
have received $1,050,000 ($35 for each of the 30,000 options exercised) if all the op-
tions had been exercised. Th e options would no longer be outstanding; instead, 30,000 
shares of common stock would be outstanding. Under the treasury stock method, we 
assume that shares would be repurchased with the cash received upon exercise of the op-
tions. At an average market price of $55 per share, the $1,050,000 proceeds from option 
exercise, the company could have repurchased 19,091 shares. Th erefore, the incremental 
number of shares issued is 10,909 (calculated as 30,000 minus 19,091). For the diluted 
EPS calculation, no change is made to the numerator. As shown in  Exhibit 13 , the com-
pany’s basic EPS was $2.88 and the diluted EPS was $2.84. 

    EXHIBIT 13      Calculation of Diluted EPS for Hihotech Company Using the Treasury Stock 
Method: Case of Stock Options 

 Basic EPS 

 Diluted EPS 
Using Treasury 
Stock Method 

Net income $2,300,000 $2,300,000

 Numerator $2,300,000 $2,300,000

Weighted average number of shares outstanding 800,000 800,000

If converted 0 10,909

 Denominator 800,000 810,909

 EPS  $2.88  $2.84 

 EXAMPLE 18    Diluted EPS for Options under IFRS 

 Assuming the same facts as in  Example 17 , calculate the weighted average number of 
shares outstanding for diluted EPS under IFRS.  

 Solution:   If the options had been exercised, the company would have received 
$1,050,000. If this amount had been received from the issuance of new shares at the 
average market price of $55 per share, the company would have issued 19,091 shares. 

 As noted, IFRS requires a similar computation but does not refer to it as the “treasury 
stock method.” Th e company is required to consider that any assumed proceeds are received 
from the issuance of new shares at the average market price for the period. Th ese new “in-
ferred” shares would be disregarded in the computation of diluted EPS, but the excess of the 
new shares that would be issued under options contracts minus the new inferred shares would 
be added to the weighted average number of shares outstanding. Th e results are the same as the 
treasury stock method, as shown in  Example 18 .    



Chapter 4 Understanding Income Statements 177

 6.3.4.     Other Issues with Diluted EPS 
 It is possible that some potentially convertible securities could be  antidilutive  (i.e., their inclu-
sion in the computation would result in an EPS higher than the company’s basic EPS). Under 
IFRS and US GAAP, antidilutive securities are not included in the calculation of diluted EPS. 
Diluted EPS should refl ect the maximum potential dilution from conversion or exercise of 
potentially dilutive fi nancial instruments. Diluted EPS will always be less than or equal to basic 
EPS.  Example 19  provides an illustration of an antidilutive security.     

IFRS refer to the 19,091 shares the company would have issued at market prices as the 
inferred shares. Th e number of shares issued under options (30,000) minus the number 
of inferred shares (19,091) equals 10,909. Th is amount is added to the weighted average 
number of shares outstanding of 800,000 to get diluted shares of 810,909. Note that 
this is the same result as that obtained under US GAAP; it is just derived in a diff erent 
manner.   

 EXAMPLE 19  

 An Antidilutive Security 
 For the year ended 31 December 2009, Dim-Cool Utility Company had net income 
of $1,750,000. Th e company had an average of 500,000 shares of common stock out-
standing, 20,000 shares of convertible preferred, and no other potentially dilutive secu-
rities. Each share of preferred pays a dividend of $10 per share, and each is convertible 
into three shares of the company’s common stock. What was the company’s basic and 
diluted EPS?  

 Solution:   If the 20,000 shares of convertible preferred had each converted into 3 shares 
of the company’s common stock, the company would have had an additional 60,000 
shares of common stock (3 shares of common for each of the 20,000 shares of pre-
ferred). If the conversion had taken place, the company would not have paid preferred 
dividends of $200,000 ($10 per share for each of the 20,000 shares of preferred). Th e 
eff ect of using the if-converted method would be EPS of $3.13, as shown in  Exhibit 14 . 
Because this is greater than the company’s basic EPS of $3.10, the securities are said to 
be antidilutive and the eff ect of their conversion would not be included in diluted EPS. 
Diluted EPS would be the same as basic EPS (i.e., $3.10). 
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 6.4.     Changes in EPS 

 Having explained the calculations of both basic and diluted EPS, we return to an examination of 
changes in EPS. As noted above, Kraft’s fully diluted EPS from continuing operations increased 
from $1.21 in 2008 to $2.03 in 2009. One cause of the increase in EPS is found in the notes to 
the fi nancial statements (not shown). Th e note describing the calculation of EPS indicates that 
the number of weighted-average shares decreased, and another note indicates that one reason for 
the decrease was the company’s repurchase of some of its own shares during the year. A more im-
portant cause of the increase in EPS—shown on the income statement itself—was the signifi cant 
increase in earnings from continuing operations, from $1,848 million to $3,028 million. Chang-
es in the numerator and denominator explain the changes in EPS arithmetically. To understand 
the business drivers of those changes requires further research. Th e next section presents analytical 
tools that an analyst can use to highlight areas for further examination.     

 7. ANALYSIS OF THE INCOME STATEMENT 

 In this section, we apply two analytical tools to analyze the income statement: common-size 
analysis and income statement ratios. Th e objective of this analysis is to assess a company’s per-
formance over a period of time—compared with its own past performance or the performance 
of another company.  

 7.1.     Common-Size Analysis of the Income Statement 

 Common-size analysis of the income statement can be performed by stating each line item 
on the income statement as a percentage of revenue.  50    Common-size statements facilitate 

    EXHIBIT 14      Calculation for an Antidilutive Security 

 Basic EPS 
 Diluted EPS Using 

If-Converted Method 
Net income $1,750,000 $1,750,000
Preferred dividend –200,000 0
 Numerator $1,550,000 $1,750,000
Weighted average number 
of shares outstanding

500,000 500,000

If converted 0 60,000
 Denominator 500,000 560,000

 EPS  $3.10 $3.13 ←Exceeds basic EPS; 
security is antidilutive 
and, therefore,  not  
included.  Reported 
diluted EPS  = $3.10 .

  50    Th is format can be distinguished as “vertical common-size analysis.” As the chapter on fi nancial state-
ment analysis discusses, there is another type of common-size analysis, known as “horizontal common-size 
analysis,” that states items in relation to a selected base year value. Unless otherwise indicated, text refer-
ences to “common-size analysis” refer to vertical analysis. 
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comparison across time periods (time series analysis) and across companies (cross-sectional 
analysis) because the standardization of each line item removes the eff ect of size. 

 To illustrate, Panel A of  Exhibit 15  presents an income statement for three hypothetical 
companies in the same industry. Company A and Company B, each with $10 million in 
sales, are larger (as measured by sales) than Company C, which has only $2 million in 
sales. In addition, Companies A and B both have higher operating profit: $2 million 
and $1.5 million, respectively, compared with Company C’s operating profit of only 
$400,000. 

 How can an analyst meaningfully compare the performance of these companies? By pre-
paring a common-size income statement, as illustrated in Panel B, an analyst can readily see 
that the percentages of Company C’s expenses and profi t relative to its sales are exactly the 
same as for Company A. Furthermore, although Company C’s operating profi t is lower than 
Company B’s in absolute dollars, it is higher in percentage terms (20 percent for Company C 
compared with only 15 percent for Company B). For each $100 of sales, Company C gener-
ates $5 more operating profi t than Company B. In other words, Company C is relatively more 
profi table than Company B based on this measure. 

 Th e common-size income statement also highlights diff erences in companies’ strate-
gies. Comparing the two larger companies, Company A reports signifi cantly higher gross 
profi t as a percentage of sales than does Company B (70 percent compared with 25 per-
cent). Given that both companies operate in the same industry, why can Company A 
generate so much higher gross profi t? One possible explanation is found by comparing 
the operating expenses of the two companies. Company A spends signifi cantly more on 
research and development and on advertising than Company B. Expenditures on research 
and development likely result in products with superior technology. Expenditures on 
advertising likely result in greater brand awareness. So, based on these diff erences, it is 
likely that Company A is selling technologically superior products with a better brand 
image. Company B may be selling its products more cheaply (with a lower gross profi t 
as a percentage of sales) but saving money by not investing in research and development 
or advertising. In practice, diff erences across companies are more subtle, but the concept 
is similar. An analyst, noting signifi cant diff erences, would do more research and seek to 
understand the underlying reasons for the diff erences and their implications for the future 
performance of the companies. 

    EXHIBIT 15 

 Panel A: Income Statements for Companies A, B, and C ($) 

 A  B  C 

Sales $10,000,000 $10,000,000 $2,000,000

Cost of sales 3,000,000 7,500,000 600,000

Gross profi t 7,000,000 2,500,000 1,400,000

Selling, general, and administrative expenses 1,000,000 1,000,000 200,000

Research and development 2,000,000 – 400,000

Advertising 2,000,000 – 400,000

Operating profi t 2,000,000 1,500,000 400,000

(continued)
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 Panel B: Common-Size Income Statements for Companies A, B, and C (%) 

 A  B  C 

Sales 100% 100% 100%

Cost of sales 30 75 30

Gross profi t 70 25 70

Selling, general, and administrative expenses 10 10 10

Research and development 20 0 20

Advertising 20 0 20

Operating profi t 20 15 20

  Note : Each line item is expressed as a percentage of the company’s sales.   

 For most expenses, comparison to the amount of sales is appropriate. However, in the 
case of taxes, it is more meaningful to compare the amount of taxes with the amount of pre-
tax income. Using note disclosure, an analyst can then examine the causes for diff erences in 
eff ective tax rates. To project the companies’ future net income, an analyst would project the 
companies’ pretax income and apply an estimated eff ective tax rate determined in part by the 
historical tax rates. 

 Vertical common-size analysis of the income statement is particularly useful in 
cross-sectional analysis—comparing companies with each other for a particular time period 
or comparing a company with industry or sector data. Th e analyst could select individual peer 
companies for comparison, use industry data from published sources, or compile data from da-
tabases based on a selection of peer companies or broader industry data. For example,  Exhibit 
16  presents median common-size income statement data compiled for the components of the 
S&P 500 classifi ed into the 10 S&P/MSCI Global Industrial Classifi cation System (GICS) 
sectors using 2008 data. Note that when compiling aggregate data such as this, some level 
of aggregation is necessary and less detail may be available than from peer company fi nancial 
statements. Th e performance of an individual company can be compared with industry or peer 
company data to evaluate its relative performance. 

    EXHIBIT 16      Median Common-Size Income Statement Statistics for the S&P 500 Classifi ed by 
S&P/MSCI GICS Sector Data for 2008 

 Energy  Materials  Industrials 
 Consumer 

Discretionary 
 Consumer 

Staples 

No. observations 40 29 59 86 40

Operating margin 20.81 10.59 12.47  8.65 13.19

Pretax margin 17.73  7.11 10.92  5.37  9.49

Profi t margin 10.76  5.01  7.22  3.35  6.03

Cost of goods sold/sales 63.03 73.93 69.56 62.82 59.18

Selling, general, and 
administrative expenses/sales  5.21  8.91 14.70 23.78 21.79

Taxes/Pretax income 33.30 30.72 32.30 32.56 33.51

EXHIBIT 15 (Continued)
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 Health 
Care  Financials 

 Information 
Technology 

 Telecom. 
Services  Utilities 

No. observations 55 87 77  9 33

Operating margin 19.77 16.69 16.91 27.76 17.22

Pretax margin 14.13  4.43 13.19 16.35 12.80

Profi t margin  9.42  4.62  9.63 10.37  8.09

Cost of goods sold/sales 40.19 71.53 42.74 36.71 72.72

Selling, general, and 
administrative expenses/sales 33.13 26.36 35.76 24.04  4.42

Taxes/Pretax income 24.27 25.63 25.81 36.43 32.71

  Source : Based on data from Compustat.     

 7.2.     Income Statement Ratios 

 One aspect of fi nancial performance is profi tability. One indicator of profi tability is  net profi t 
margin , also known as  profi t margin  and  return on sales , which is calculated as net income 
divided by revenue (or sales).  51   

  Net profit margin
Net income

Revenue
=  

  Net profi t margin measures the amount of income that a company was able to generate for 
each dollar of revenue. A higher level of net profi t margin indicates higher profi tability and is 
thus more desirable. Net profi t margin can also be found directly on the common-size income 
statements. 

 For Kraft Foods, net profi t margin for 2009 was 7.5 percent (calculated as earnings from 
continuing operations, net of non-controlling interests, of $3,021 million, divided by net rev-
enues of $40,386 million). To judge this ratio, some comparison is needed. Kraft’s profi tability 
can be compared with that of another company or with its own previous performance. Com-
pared with previous years, Kraft’s profi tability is higher than in 2008 and roughly equivalent to 
2007. In 2008, net profi t margin was 6.9 percent, and in 2007, it was 7.6 percent. 

 Another measure of profi tability is the gross profi t margin. Gross profi t (gross margin) is 
calculated as revenue minus cost of goods sold, and the  gross profi t margin  is calculated as the 
gross profi t divided by revenue. 

  Gross profit margin
Gross profit

Revenue
=  

 Th e gross profi t margin measures the amount of gross profi t that a company generated 
for each dollar of revenue. A higher level of gross profi t margin indicates higher profi tability 

EXHIBIT 16 (Continued)

  51    In the defi nition of margin ratios of this type, “sales” is often used interchangeably with “revenue.” 
“Return on sales” has also been used to refer to a class of profi tability ratios having revenue in the de-
nominator. 
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and thus is generally more desirable, although diff erences in gross profi t margins across com-
panies refl ect diff erences in companies’ strategies. For example, consider a company pursuing a 
strategy of selling a diff erentiated product (e.g., a product diff erentiated based on brand name, 
quality, superior technology, or patent protection). Th e company would likely be able to sell 
the diff erentiated product at a higher price than a similar, but undiff erentiated, product and, 
therefore, would likely show a higher gross profi t margin than a company selling an undiff er-
entiated product. Although a company selling a diff erentiated product would likely show a 
higher gross profi t margin, this may take time. In the initial stage of the strategy, the company 
would likely incur costs to create a diff erentiated product, such as advertising or research and 
development, which would not be refl ected in the gross margin calculation. 

 Kraft’s gross profi t (shown in  Exhibit 2 ) was $14,600 million in 2009, $13,844 million 
in 2008, and $12,202 million in 2007. Expressing gross profi t as a percentage of net revenues, 
we see that the gross profi t margin was 36.2 percent in 2009, 33.0 percent in 2008, and 34.0 
percent in 2007. In absolute terms, Kraft’s gross profi t was higher in 2008 than in 2007. How-
ever Kraft’s gross profi t  margin  was lower in 2008. 

  Exhibit 17  presents a common-size income statement for Kraft, and highlights certain 
profi tability ratios. Th e net profi t margin and gross profi t margin described above are just two 
of the many subtotals that can be generated from common-size income statements. Other 
“margins” used by analysts include the  operating profi t margin  (operating income divided by 
revenue) and the  pretax margin  (earnings before taxes divided by revenue). 

    EXHIBIT 17      Kraft’s Margins Abbreviated Common-Size Income Statement 

 Year Ended 31 December 

 2009  2008  2007 

 $ millions  Percent  $ millions  Percent  $ millions  Percent 

Net revenues 40,386 100.0 41,932 100.0 35,858 100.0

Cost of sales 25,786 63.8 28,088 67.0 23,656 66.0

 Gross profi t 14,600  36.2 a  13,844  33.0 a  12,202  34.0 a  

Marketing, administration, and 
research costs 9,108 22.6 8,862 21.1 7,587 21.2

Asset impairment and exit costs –64 –0.2 1,024 2.4 440 1.2

(Gains)/losses on divestitures, net 6 0.0 92 0.2 –14 0.0

Amortisation of intangibles 26 0.1 23 0.1 13 0.0

 Operating income 5,524  13.7 b  3,843  9.2 b  4,176  11.6 b  

Interest and other expense, net 1,237 3.1 1,240 3.0 604 1.7

 Earnings from continuing 
operations before income taxes 4,287  10.6 c  2,603  6.2 c  3,572  10.0 c  

  [Portions omitted] 

 Net earnings attributable to 
Kraft Foods 3,021  7.5 d  2,884  6.9 d  2,721  7.6 d  

  Notes:  
  a  Gross profi t margin 
  b  Operating profi t margin 
  c  Pretax margin 
  d  Net profi t margin   
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 Th e profi tability ratios and the common-size income statement yield quick insights about 
changes in a company’s performance. For example, Kraft’s increase in profi tability in 2009 was 
not driven by an increase in revenues. (In fact, net revenues were lower than in 2008.) Instead 
the company’s improved profi tability in 2009 was driven primarily by its higher gross profi t 
margins. Given the economic climate in 2008, the company likely had to lower prices and/or 
incur higher promotional costs in order to stimulate demand for its products (downward pres-
sure on net revenues). Another driver of the company’s improved profi tability in 2009 was a 
lower amount of asset impairment and exit costs. Th e profi tability ratios and the common-size 
income statement thus serve to highlight areas about which an analyst might wish to gain 
further understanding.     

 8. COMPREHENSIVE INCOME 

 Th e general expression for net income is revenue minus expenses. Th ere are, however, certain 
items of revenue and expense that, by accounting convention, are excluded from the net in-
come calculation. To understand how reported shareholders’ equity of one period links with 
reported shareholders’ equity of the next period, we must understand these excluded items, 
known as  other comprehensive income . 

 Under IFRS,  total comprehensive income  is “the change in equity during a period re-
sulting from transaction and other events, other than those changes resulting from transactions 
with owners in their capacity as owners.”  52    Under US GAAP,  comprehensive income  is de-
fi ned as “the change in equity [net assets] of a business enterprise during a period from trans-
actions and other events and circumstances from non-owner sources. It includes all changes in 
equity during a period except those resulting from investments by owners and distributions to 
owners.”  53    While the wording diff ers, comprehensive income includes the same items under 
IFRS and US GAAP. So, comprehensive income includes  both  net income and other revenue 
and expense items that are excluded from the net income calculation (other comprehensive 
income). Assume, for example, a company’s beginning shareholders’ equity is €110 million, its 
net income for the year is €10 million, its cash dividends for the year are €2 million, and there 
was no issuance or repurchase of common stock. If the company’s actual ending shareholders’ 
equity is €123 million, then €5 million [€123 – (€110 + €10 – €2)] has bypassed the net in-
come calculation by being classifi ed as other comprehensive income. If the company had no 
other comprehensive income, its ending shareholders’ equity would have been €118 million 
[€110 + €10 – €2]. 

 Four types of items are treated as other comprehensive income under both IFRS and US 
GAAP.  54    (Th e specifi c treatment of some of these items diff ers between the two sets of stand-
ards, but these types of items are common to both.)  

•    Foreign currency translation adjustments. In consolidating the fi nancial statements of for-
eign subsidiaries, the eff ects of translating the subsidiaries’ balance sheet assets and liabilities 
at current exchange rates are included as other comprehensive income.  

  52    IAS 1,  Presentation of Financial Statements,  paragraph 7. 
  53    FASB ASC Section 220-10-05 [Comprehensive Income–Overall–Overview and Background]. 
  54    IAS 1,  Presentation of Financial Statements,  paragraph 7, and FASB ASC Section 220-10-55-02 
[Comprehensive Income–Overall–Implementation Guidance and Illustrations]. 
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•    Unrealized gains or losses on derivatives contracts accounted for as hedges. Changes in the 
fair value of derivatives are recorded each period, but these changes in value for certain 
derivatives (those considered hedges) are treated as other comprehensive income and thus 
bypass the income statement.  

•    Unrealized holding gains and losses on a certain category of investment securities, namely, 
available-for-sale securities.  

•    Certain costs of a company’s defi ned benefi t post-retirement plans that are not recognized 
in the current period.   

 In addition, under IFRS, other comprehensive income includes certain changes in the value 
of long-lived assets that are measured using the revaluation model rather than the cost model. 

 Th e third type of item is perhaps the simplest to illustrate. Holding gains on securities 
arise when a company owns securities over an accounting period, during which time the se-
curities’ value increases. Similarly, holding losses on securities arise when a company owns 
securities over a period during which time the securities’ value decreases. If the company has 
not sold the securities (i.e., realized the gain or loss), its holding gain or loss is said to be unre-
alized. Th e question is: Should the company refl ect these unrealized holding gains and losses 
in its income statement? 

 According to accounting standards, the answer depends on how the company has cat-
egorized the securities. Categorization depends on what the company intends to do with 
the securities. If the company intends to actively trade the securities, the answer is yes; the 
company should categorize the securities as  trading securities  and refl ect unrealized hold-
ing gains and losses in its income statement. However, if the company does not intend to 
actively trade the securities, the securities may be categorized as  available-for-sale  securities. 
For available-for-sale securities, the company does not refl ect unrealized holding gains and 
losses in its income statement. Instead, unrealized holding gains and losses on available-for-sale 
securities bypass the income statement and go directly to shareholders’ equity. 

 Even though unrealized holding gains and losses on available-for-sale securities are ex-
cluded from a company’s net income, they are  included  in a company’s comprehensive income.   

 EXAMPLE 20    Other Comprehensive Income 

 Assume a company’s beginning shareholders’ equity is €200 million, its net income for 
the year is €20 million, its cash dividends for the year are €3 million, and there was no 
issuance or repurchase of common stock. Th e company’s actual ending shareholders’ 
equity is €227 million.  

  1  .     What amount has bypassed the net income calculation by being classifi ed as other 
comprehensive income?  
  A  .   €0.  
  B  .   €7 million.  
  C  .   €10 million.    

  2  .     Which of the following statements  best  describes other comprehensive income?  
  A  .   Income earned from diverse geographic and segment activities.  
  B  .   Income that increases stockholders’ equity but is not refl ected as part of net income.  
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  C  .   Income earned from activities that are not part of the company’s ordinary busi-
ness activities.      

 Solution to 1:   C is correct. If the company’s actual ending shareholders’ equity is 
€227 million, then €10 million [€227– (€200 + €20 – €3)] has bypassed the net income 
calculation by being classifi ed as other comprehensive income.   

 Solution to 2:   B is correct. Answers A and C are not correct because they do not spec-
ify whether such income is reported as part of net income and shown in the income 
statement.   

 EXAMPLE 21    Other Comprehensive Income in Analysis 

 An analyst is looking at two comparable companies. Company A has a lower price/earn-
ings (P/E) ratio than Company B, and the conclusion that has been suggested is that 
Company A is undervalued. As part of examining this conclusion, the analyst decides to 
explore the question: What would the company’s P/E look like if total comprehensive 
income per share—rather than net income per share—were used as the relevant metric? 

 Company A  Company B 

Price $35 $30

EPS $1.60 $0.90

P/E ratio 21.9× 33.3×
Other comprehensive income (loss) $ million ($16.272) $(1.757)

Shares (millions) 22.6 25.1

 Solution:   As shown in the following table, part of the explanation for Company A’s 
lower P/E ratio may be that its signifi cant losses—accounted for as other comprehensive 
income (OCI)—are not included in the P/E ratio. 

 Company A  Company B 

Price $35 $30

EPS $1.60 $0.90

OCI (loss) $ million ($16.272) $(1.757)

Shares (millions) 22.6 25.1

OCI (loss) per share $(0.72) $(0.07)

Comprehensive EPS = EPS + OCI per share $0.88 $0.83

Price/Comprehensive EPS ratio 39.8× 36.1×
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 Both IFRS and US GAAP currently provide companies with some fl exibility in reporting 
comprehensive income. IFRS currently allow companies two alternative presentations: either 
two statements—a separate income statement and a second statement additionally including 
other comprehensive income—or a single statement of other comprehensive income.  55    US 
GAAP give companies both of those alternatives plus another. Under US GAAP, a company 
can report comprehensive income at the bottom of the income statement, on a separate state-
ment of comprehensive income, or as a column in the statement of shareholders’ equity.  56    
Particularly in comparing fi nancial statements of two companies, it is relevant to examine 
signifi cant diff erences in comprehensive income.   

 9. SUMMARY 

 Th is chapter has presented the elements of income statement analysis. Th e income statement 
presents information on the fi nancial results of a company’s business activities over a period of 
time; it communicates how much revenue the company generated during a period and what 
costs it incurred in connection with generating that revenue. A company’s net income and its 
components (e.g., gross margin, operating earnings, and pretax earnings) are critical inputs 
into both the equity and credit analysis processes. Equity analysts are interested in earnings 
because equity markets often reward relatively high- or low-earnings growth companies with 
above-average or below-average valuations, respectively. Fixed-income analysts examine the 
components of income statements, past and projected, for information on companies’ abilities 
to make promised payments on their debt over the course of the business cycle. Corporate 
fi nancial announcements frequently emphasize income statements more than the other fi nan-
cial statements. 

 Key points to this chapter include the following:  
•    Th e income statement presents revenue, expenses, and net income.  
•    Th e components of the income statement include: revenue; cost of sales; sales, general, and 

administrative expenses; other operating expenses; non-operating income and expenses; 
gains and losses; non-recurring items; net income; and EPS.  

•    An income statement that presents a subtotal for gross profi t (revenue minus cost of goods 
sold) is said to be presented in a multi-step format. One that does not present this subtotal 
is said to be presented in a single-step format.  

•    Revenue is recognized in the period it is earned, which may or may not be in the same 
period as the related cash collection. Recognition of revenue when earned is a fundamental 
principal of accrual accounting.  

•    In limited circumstances, specifi c revenue recognition methods may be applicable, including 
percentage of completion, completed contract, installment sales, and cost recovery.  

•    An analyst should identify diff erences in companies’ revenue recognition methods and ad-
just reported revenue where possible to facilitate comparability. Where the available infor-
mation does not permit adjustment, an analyst can characterize the revenue recognition as 

  55    IAS 1,  Presentation of Financial Statements , paragraph 81. 
  56    FASB ASC 220-10-45 [Comprehensive Income–Overall–Other Presentation Matters] and FASB ASC 
220-10-55 [Comprehensive Income–Overall–Implementation Guidance and Illustrations]. 
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more or less conservative and thus qualitatively assess how diff erences in policies might aff ect 
fi nancial ratios and judgments about profi tability.  

•    Th e general principles of expense recognition include a process to match expenses either to 
revenue (such as, cost of goods sold) or to the time period in which the expenditure occurs 
(period costs such as, administrative salaries) or to the time period of expected benefi ts of the 
expenditures (such as, depreciation).  

•    In expense recognition, choice of method (i.e., depreciation method and inventory cost 
method), as well as estimates (i.e., uncollectible accounts, warranty expenses, assets’ useful 
life, and salvage value) aff ect a company’s reported income. An analyst should identify diff er-
ences in companies’ expense recognition methods and adjust reported fi nancial statements 
where possible to facilitate comparability. Where the available information does not permit 
adjustment, an analyst can characterize the policies and estimates as more or less conserva-
tive and thus qualitatively assess how diff erences in policies might aff ect fi nancial ratios and 
judgments about companies’ performance.  

•    To assess a company’s future earnings, it is helpful to separate those prior years’ items of 
income and expense that are likely to continue in the future from those items that are less 
likely to continue.  

•    Under IFRS, a company should present additional line items, headings, and subtotals 
beyond those specifi ed when such presentation is relevant to an understanding of the 
entity’s fi nancial performance. Some items from prior years clearly are not expected to 
continue in future periods and are separately disclosed on a company’s income state-
ment. Under US GAAP, two such items are specifi ed 1) discontinued operations and 
2) extraordinary items (IFRS prohibit reporting any item of income or expense as ex-
traordinary). Both of these items are required to be reported separately from continuing 
operations, under US GAAP.  

•    For other items on a company’s income statement, such as unusual items and accounting 
changes, the likelihood of their continuing in the future is somewhat less clear and requires 
the analyst to make some judgments.  

•    Non-operating items are reported separately from operating items on the income 
statement.  

•    Basic EPS is the amount of income available to common shareholders divided by the weight-
ed average number of common shares outstanding over a period. Th e amount of income 
available to common shareholders is the amount of net income remaining after preferred 
dividends (if any) have been paid.  

•    If a company has a simple capital structure (i.e., one with no potentially dilutive securities), 
then its basic EPS is equal to its diluted EPS. If, however, a company has dilutive securities, 
its diluted EPS is lower than its basic EPS.  

•    Diluted EPS is calculated using the if-converted method for convertible securities and the 
treasury stock method for options.  

•    Common-size analysis of the income statement involves stating each line item on the in-
come statement as a percentage of sales. Common-size statements facilitate comparison 
across time periods and across companies of diff erent sizes.  

•    Two income-statement-based indicators of profi tability are net profi t margin and gross prof-
it margin.  

•    Comprehensive income includes  both  net income and other revenue and expense items that 
are excluded from the net income calculation.        
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       PROBLEMS  

   1  .     Expenses on the income statement may be grouped by:  
    A   .     nature, but not by function. 
    B   .     function, but not by nature. 
    C   .     either function or nature.   

   2  .     An example of an expense classifi cation by function is:  
    A   .     tax expense. 
    B   .     interest expense. 
    C   .     cost of goods sold.   

   3  .     Denali Limited, a manufacturing company, had the following income statement 
information:

Revenue $4,000,000

Cost of goods sold $3,000,000

Other operating expenses $   500,000

Interest expense $   100,000

Tax expense $   120,000

 Denali’s gross profi t is equal to  
    A   .     $280,000. 
    B   .     $500,000. 
    C   .     $1,000,000.   

   4  .     Under IFRS, income includes increases in economic benefi ts from:  
    A   .     increases in liabilities not related to owners’ contributions. 
    B   .     enhancements of assets not related to owners’ contributions. 
    C   .     increases in owners’ equity related to owners’ contributions.   

   5  .     Fairplay had the following information related to the sale of its products during 2009, 
which was its fi rst year of business:

Revenue $1,000,000

Returns of goods sold $   100,000

Cash collected $   800,000

Cost of goods sold $   700,000

 Under the accrual basis of accounting, how much net revenue would be reported on Fair-
play’s 2009 income statement?  
    A   .     $200,000. 
    B   .     $900,000. 
    C   .     $1,000,000.   

   6  .     If the outcome of a long-term contract can be measured reliably, the preferred accounting 
method under both IFRS and US GAAP is:  
    A   .     the cost recovery method. 
    B   .     the completed contract method. 
    C   .     the percentage-of-completion method.   
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   7  .     At the beginning of 2009, Florida Road Construction entered into a contract to build a 
road for the government. Construction will take four years. Th e following information as 
of 31 December 2009 is available for the contract:

Total revenue according to contract $10,000,000

Total expected cost $  8,000,000

Cost incurred during 2009 $  1,200,000

 Assume that the company estimates percentage complete based on costs incurred as a 
percentage of total estimated costs. Under the completed contract method, how much 
revenue will be reported in 2009?  
    A   .     None. 
    B   .     $300,000. 
    C   .     $1,500,000.   

   8  .     During 2009, Argo Company sold 10 acres of prime commercial zoned land to a builder 
for $5,000,000. Th e builder gave Argo a $1,000,000 down payment and will pay the 
remaining balance of $4,000,000 to Argo in 2010. Argo purchased the land in 2002 for 
$2,000,000. Using the installment method, how much profi t will Argo report for 2009?  
    A   .     $600,000. 
    B   .     $1,000,000. 
    C   .     $3,000,000.   

   9  .     Using the same information as in Question 8, how much profi t will Argo report for 2009 
using the cost recovery method?  
    A   .     None. 
    B   .     $600,000. 
    C   .     $1,000,000.   

   10  .     Under IFRS, revenue from barter transactions should be measured based on the fair value 
of revenue from:  
    A   .     similar barter transactions with unrelated parties. 
    B   .     similar non-barter transactions with related parties. 
    C   .     similar non-barter transactions with unrelated parties.   

   11  .     Apex Consignment sells items over the internet for individuals on a consignment basis. 
Apex receives the items from the owner, lists them for sale on the internet, and receives a 
25 percent commission for any items sold. Apex collects the full amount from the buyer 
and pays the net amount after commission to the owner. Unsold items are returned to the 
owner after 90 days. During 2009, Apex had the following information:  
•     Total sales price of items sold during 2009 on consignment was €2,000,000. 
•     Total commissions retained by Apex during 2009 for these items was €500,000.  
 How much revenue should Apex report on its 2009 income statement?  
    A   .     €500,000. 
    B   .     €2,000,000. 
    C   .     €1,500,000.   
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  12  .     During 2009, Accent Toys Plc., which began business in October of that year, purchased 
10,000 units of a toy at a cost of ₤10 per unit in October. Th e toy sold well in Octo-
ber. In anticipation of heavy December sales, Accent purchased 5,000 additional units in 
November at a cost of ₤11 per unit. During 2009, Accent sold 12,000 units at a price of 
₤15 per unit. Under the fi rst in, fi rst out (FIFO) method, what is Accent’s cost of goods 
sold for 2009?  
    A   .     ₤120,000. 
    B   .     ₤122,000. 
    C   .     ₤124,000.   

  13  .     Using the same information as in Question 12, what would Accent’s cost of goods sold be 
under the weighted average cost method?  
    A   .     ₤120,000. 
    B   .     ₤122,000. 
    C   .     ₤124,000.   

  14  .     Which inventory method is least likely to be used under IFRS?  
    A   .     First in, fi rst out (FIFO). 
    B   .     Last in, fi rst out (LIFO). 
    C   .     Weighted average.   

  15  .     At the beginning of 2009, Glass Manufacturing purchased a new machine for its assembly 
line at a cost of $600,000. Th e machine has an estimated useful life of 10 years and esti-
mated residual value of $50,000. Under the straight-line method, how much depreciation 
would Glass take in 2010 for fi nancial reporting purposes?  
    A   .     $55,000. 
    B   .     $60,000. 
    C   .     $65,000.   

  16  .     Using the same information as in Question 15, how much depreciation would Glass take 
in 2009 for fi nancial reporting purposes under the double-declining balance method?  
    A   .     $60,000. 
    B   .     $110,000. 
    C   .     $120,000.   

  17  .     Which combination of depreciation methods and useful lives is most conservative in the 
year a depreciable asset is acquired?  
    A   .     Straight-line depreciation with a short useful life. 
    B   .     Declining balance depreciation with a long useful life. 
    C   .     Declining balance depreciation with a short useful life.   

  18  .     Under IFRS, a loss from the destruction of property in a fi re would most likely be classi-
fi ed as:  
    A   .     an extraordinary item. 
    B   .     continuing operations. 
    C   .     discontinued operations.   
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  19  .     For 2009, Flamingo Products had net income of $1,000,000. At 1 January 2009, there 
were 1,000,000 shares outstanding. On 1 July 2009, the company issued 100,000 new 
shares for $20 per share. Th e company paid $200,000 in dividends to common sharehold-
ers. What is Flamingo’s basic earnings per share for 2009?  
    A   .     $0.80. 
    B   .     $0.91. 
    C   .     $0.95.   

  20  .     Cell Services Inc. (CSI) had 1,000,000 average shares outstanding during all of 2009. 
During 2009, CSI also had 10,000 options outstanding with exercise prices of $10 each. 
Th e average stock price of CSI during 2009 was $15. For purposes of computing diluted 
earnings per share, how many shares would be used in the denominator?  
    A   .     1,003,333. 
    B   .     1,006,667. 
    C   .     1,010,000.      
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 CHAPTER   5   

 UNDERSTANDING 
BALANCE SHEETS   

     Elaine     Henry   ,   CFA   
    Th omas R.     Robinson   ,   CFA         

  LEARNING OUTCOMES 

 After completing this chapter, you will be able to do the following:  

•   describe the elements of the balance sheet: assets, liabilities, and equity;  
•   describe uses and limitations of the balance sheet in fi nancial analysis;  
•   describe alternative formats of balance sheet presentation;  
•   distinguish between current and non-current assets, and current and non-current 

liabilities;  
•   describe diff erent types of assets and liabilities and the measurement bases of each;  
•   describe the components of shareholders’ equity;  
•   convert balance sheets to common-size balance sheets and interpret common-size balance 

sheets;  
•   calculate and interpret liquidity and solvency ratios.      

 1. INTRODUCTION 

 Th e balance sheet provides information on a company’s resources (assets) and its sourc-
es of capital (equity and liabilities/debt). Th is information helps an analyst assess a com-
pany’s ability to pay for its near-term operating needs, meet future debt obligations, and 
make distributions to owners. Th e basic equation underlying the balance sheet is Assets = 
Liabilities + Equity. 

 Analysts should be aware that diff erent items of assets and liabilities may be measured 
diff erently. For example, some items are measured at historical cost or a variation thereof 
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and others at fair value.  1    An understanding of the measurement issues will facilitate anal-
ysis. Th e balance sheet measurement issues are, of course, closely linked to the revenue 
and expense recognition issues aff ecting the income statement. Th roughout this chapter, 
we describe and illustrate some of the linkages between the measurement issues aff ecting 
the balance sheet and the revenue and expense recognition issues aff ecting the income 
statement. 

 Th is chapter is organized as follows: In Section 2, we describe and give examples of the el-
ements and formats of balance sheets. Section 3 discusses current assets and current liabilities. 
Section 4 focuses on assets, and Section 5 focuses on liabilities. Section 6 describes the com-
ponents of equity and illustrates the statement of changes in shareholders’ equity. Section 7 
introduces balance sheet analysis. A summary of the key points and practice problems in the 
CFA Institute multiple-choice format conclude the chapter.    

 2. COMPONENTS AND FORMAT OF THE BALANCE SHEET 

 Th e  balance sheet  (also called the  statement of fi nancial position  or  statement of fi nancial 
condition ) discloses what an entity owns (or controls), what it owes, and what the owners’ 
claims are at a specifi c point in time.  2    

 Th e fi nancial position of a company is described in terms of its basic elements (assets, 
liabilities, and equity):  

•     Assets  (A) are what the company owns (or controls). More formally, assets are resources con-
trolled by the company as a result of past events and from which future economic benefi ts 
are expected to fl ow  to  the entity.  

•     Liabilities  (L) are what the company owes. More formally, liabilities represent obligations 
of a company arising from past events, the settlement of which is expected to result in an 
outfl ow of economic benefi ts  from  the entity.  

•     Equity  (E) represents the owners’ residual interest in the company’s assets after deducting 
its liabilities. Commonly known as  shareholders’ equity  or  owners’ equity , equity is deter-
mined by subtracting the liabilities from the assets of a company, giving rise to the account-
ing equation:  A – L = E  or  A = L + E .   

 Th e equation A = L + E is sometimes summarized as follows: Th e left side of the equa-
tion refl ects the resources controlled by the company and the right side refl ects how those 
resources were fi nanced. For all fi nancial statement items, an item should only be recognized 
in the fi nancial statements if it is probable that any future economic benefi t associated with 

  1    IFRS defi nes the term “fair value” as the amount for which an asset could be exchanged or a liability 
settled between knowledgeable, willing parties in an arm’s length transaction (IAS 39,  Financial Instru-
ments: Recognition and Measurement , paragraph 9). US GAAP defi nes “fair value” as an exit price, i.e., the 
price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between 
market participants at the measurement date (FASB ASC Glossary). 
  2    IFRS uses the term “statement of fi nancial position” (IAS 1  Presentation of Financial Statements ), although 
US GAAP uses the two terms interchangeably (ASC 210-10-05 [Balance Sheet–Overall–Overview and 
Background). 
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the item will fl ow to or from the entity and if the item has a cost or value that can be measured 
with reliability.  3    

 Th e balance sheet provides important information about a company’s fi nancial condi-
tion, but the balance sheet amounts of equity (assets, net of liabilities) should not be viewed 
as a measure of either the market or intrinsic value of a company’s equity for several reasons. 
First, the balance sheet under current accounting standards is a mixed model with respect to 
measurement. Some assets and liabilities are measured based on historical cost, sometimes with 
adjustments, whereas other assets and liabilities are measured based on a current value. Th e 
measurement bases may have a signifi cant eff ect on the amount reported. Second, even the 
items measured at current value refl ect the value that was current at the end of the reporting 
period. Th e values of those items obviously can change after the balance sheet is prepared. 
Th ird, the value of a company is a function of many factors, including future cash fl ows ex-
pected to be generated by the company and current market conditions. Important aspects of a 
company’s ability to generate future cash fl ows—for example, its reputation and management 
skills—are not included in its balance sheet.  

 2.1.     Balance Sheet Components 

 To illustrate the components and formats of balance sheets, we show the major subtotals from 
two companies’ balance sheets.  Exhibit 1  and  Exhibit 2  are based on the balance sheets of SAP 
Group (Frankfurt: SAP) and Apple Inc. (Nasdaq: AAPL). SAP Group is a leading business 
software company based in Germany and prepares its fi nancial statements in accordance with 
IFRS. Apple is a technology manufacturer based in the United States and prepares its fi nancial 
statements in accordance with US GAAP. For purposes of discussion,  Exhibits 1  and  2  show 
only the main subtotals and totals of these companies’ balance sheets. Additional exhibits 
throughout this chapter will expand on these subtotals.   

  3     Framework for the Preparation and Presentation of Financial Statements , International Accounting 
Standards Committee, 1989, adopted by IASB 2001, paragraph 83. 

   EXHIBIT 1       SAP Group Consolidated Statements of Financial Position     (Excerpt) (in millions of €) 

 31 December 

 Assets  2009  2008 

Total current assets 5,255 5,571

Total non-current assets 8,119 8,329

 Total assets 13,374 13,900

 Equity and liabilities 

Total current liabilities 3,416 5,824

Total non-current liabilities 1,467 905

 Total liabilities 4,883 6,729

 Total equity 8,491 7,171

 Equity and liabilities 13,374 13,900

  Source:  SAP Group 2009 annual report.  
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 SAP Group uses the title Statement of Financial Position, consistent with IFRS, and Apple 
uses the title Balance Sheet. Despite their diff erent titles, both statements report the three basic 
elements: assets, liabilities, and equity. Both companies are reporting on a consolidated basis, 
i.e., including all their controlled subsidiaries. Th e numbers in SAP Group’s balance sheet are 
in millions of euro, and the numbers in Apple’s balance sheet are in millions of dollars. 

 Balance sheet information is as of a specifi c point in time. Th ese exhibits are from the 
companies’ annual fi nancial statements, so the balance sheet information is as of the last day 
of their respective fi scal years. SAP Group’s fi scal year is the same as the calendar year and the 
balance sheet information is as of 31 December. Apple’s fi scal year ends on the last Saturday 
of September so the actual date changes from year to year. About every six years, Apple’s fi scal 
year will include 53 weeks rather than 52 weeks. Th is feature of Apple’s fi scal year should be 
noted, but in general, the extra week is more relevant to evaluating statements spanning a peri-
od of time (the income and cash fl ow statements) rather than the balance sheet which captures 
information as of a specifi c point in time. 

 A company’s ability to pay for its short-term operating needs relates to the concept of 
 liquidity . With respect to a company overall, liquidity refers to the availability of cash to meet 
those short-term needs. With respect to a particular asset or liability, liquidity refers to its 
“nearness to cash.” A liquid asset is one that can be easily converted into cash in a short period 
of time at a price close to fair market value. For example, a small holding of an actively traded 
stock is much more liquid than an asset such as a commercial real estate property in a weak 
property market. 

 Th e separate presentation of current and non-current assets and liabilities enables an analyst 
to examine a company’s liquidity position (at least as of the end of the fi scal period). Both IFRS 
and US GAAP require that the balance sheet distinguish between current and non-current as-
sets and between current and non-current liabilities and present these as separate classifi cations. 
An exception to this requirement, under IFRS, is that the current and non-current classifi ca-
tions are not required if a liquidity-based presentation provides reliable and more relevant in-
formation. Presentations distinguishing between current and non-current elements are shown 
in  Exhibits 1  and  2 .  Exhibit 3  in Section 2.3 shows a liquidity-based presentation.   

   EXHIBIT 2       Apple Inc. Consolidated Balance Sheet     (Excerpt)* (in millions of $) 

 Assets  26 September 2009  27 September 2008 

Total current assets 31,555 30,006

 [All other assets] 15,946 6,165

 Total assets 47,501 36,171

 Liabilities and shareholders’ equity 

Total current liabilities 11,506 11,361

 [Total non-current liabilities] 4,355 2,513

 Total liabilities 15,861 13,874

 Total shareholders’ equity 31,640 22,297

 Total liabilities and shareholders’ equity 47,501 36,171

 * Note : Th e italicized subtotals presented in this excerpt are not explicitly shown on the face of the fi nan-
cial statement as prepared by the company. 
  Source:  Apple Inc. 2009 annual report (Form 10K/A).  
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 2.2.     Current and Non-Current Classifi cation 

 Assets held primarily for the purpose of trading or expected to be sold, used up, or otherwise 
realized in cash within one year or one operating cycle of the business, whichever is greater, 
after the reporting period are classifi ed as  current assets . A company’s operating cycle is the 
average amount of time that elapses between acquiring inventory and collecting the cash from 
sales to customers. For a manufacturer, this is the average amount of time between acquiring 
raw materials and converting these into cash from a sale. Examples of companies that might be 
expected to have operating cycles longer than one year include those operating in the tobacco, 
distillery, and lumber industries. Even though these types of companies often hold inventories 
longer than one year, the inventory is classifi ed as a current asset because it is expected to be 
sold within an operating cycle. Assets not expected to be sold or used up within one year or 
one operating cycle of the business, whichever is greater, are classifi ed as  non-current assets  
(long-term, long-lived assets). 

 Current assets are generally maintained for operating purposes, and these assets include—
in addition to cash—items expected to be converted into cash (e.g., trade receivables), used 
up (e.g., offi  ce supplies, prepaid expenses), or sold (e.g., inventories) in the current period. 
Current assets provide information about the operating activities and the operating capability 
of the entity. For example, the item “trade receivables” or “accounts receivable” would indicate 
that a company provides credit to its customers. Non-current assets represent the infrastructure 
from which the entity operates and are not consumed or sold in the current period. Invest-
ments in such assets are made from a strategic and longer-term perspective. 

 Similarly, liabilities expected to be settled within one year or within one operating cycle of 
the business, whichever is greater, after the reporting period are classifi ed as  current liabilities . 
Th e specifi c criteria for classifi cation of a liability as current include the following:  

•    It is expected to be settled in the entity’s normal operating cycle;  
•    It is held primarily for the purpose of being traded;  4     
•    It is due to be settled within one year after the balance sheet date; or  
•    Th e entity does not have an unconditional right to defer settlement of the liability for at least 

one year after the balance sheet date.  5      

 IFRS specify that some current liabilities, such as trade payables and some accruals for 
employee and other operating costs, are part of the working capital used in the entity’s normal 
operating cycle. Such operating items are classifi ed as current liabilities even if they will be 
settled more than one year after the balance sheet date. When the entity’s normal operating 
cycle is not clearly identifi able, its duration is assumed to be one year. All other liabilities are 
classifi ed as  non-current liabilities . Non-current liabilities include fi nancial liabilities that 
provide fi nancing on a long-term basis. 

 Th e excess of current assets over current liabilities is called  working capital . Th e level of 
working capital tells analysts something about the ability of an entity to meet liabilities as they 
fall due. Although adequate working capital is essential, working capital should not be too 
large because funds may be tied up that could be used more productively elsewhere. 

 A balance sheet with separately classifi ed current and non-current assets and liabilities is 
referred to as a  classifi ed balance sheet . Classifi cation also refers generally to the grouping of 

  4    Examples of these are fi nancial liabilities classifi ed as held for trading in accordance with IAS 39. 
  5    IAS 1,  Presentation of Financial Statements , paragraph 69. 
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accounts into subcategories. Both companies’ balance sheets that are summarized in  Exhibits 1  
and  2  are classifi ed balance sheets. Although both companies’ balance sheets present current 
assets before non-current assets and current liabilities before non-current liabilities, this is not 
required. IFRS does not specify the order or format in which a company presents items on a 
current/non-current classifi ed balance sheet.   

 2.3.     Liquidity-Based Presentation 

 A liquidity-based presentation, rather than a current/non-current presentation, is used 
when such a presentation provides information that is reliable and more relevant. With a 
liquidity-based presentation, all assets and liabilities are presented broadly in order of liquidity. 

 Entities such as banks are candidates to use a liquidity-based presentation.  Exhibit 3  pre-
sents the assets portion of the balance sheet of China Construction Bank, a commercial bank 
based in Beijing that reports using IFRS. [Th e Bank’s H-shares are listed on the Hong Kong 
Stock Exchange (Stock Code: 939), and the Bank’s A-shares are listed on the Shanghai Stock 
Exchange (Stock Code: 601939).] Its balance sheet is ordered using a liquidity-based presenta-
tion. As shown, the asset section begins with Cash and deposits with central banks. Less liquid 
items such as fi xed assets and land use rights appear near the bottom of the asset listing.      

   EXHIBIT 3       China Construction Bank Corporation Consolidated Statement of Financial Position 
(Excerpt: Assets Only) as of 31 December (in millions of RMB)  

 Assets  2009  2008 

Cash and deposits with central banks 1,458,648 1,247,450
Deposits with banks and non-bank fi nancial institutions 101,163 33,096
Precious metals 9,229 5,160
Placements with banks and non-bank fi nancial institutions 22,217 16,836
Financial assets at fair value through profi t or loss 18,871 50,309
Positive fair value of derivatives 9,456 21,299
Financial assets held under resale agreements 589,606 208,548
Interest receivable 40,345 38,317
Loans and advances to customers 4,692,947 3,683,575
Available-for-sale fi nancial assets 651,480 550,838
Held-to-maturity investments 1,408,873 1,041,783
Debt securities classifi ed as receivables 499,575 551,818
Interests in associates and jointly controlled entities 1,791 1,728
Fixed assets 74,693 63,957
Land use rights 17,122 17,295
Intangible assets 1,270 1,253
Goodwill 1,590 1,527
Deferred tax assets 10,790 7,855
Other assets 13,689 12,808
 Total assets 9,623,355 7,555,452

  Source:  China Construction Bank 2009 Annual Report.  
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 3. CURRENT ASSETS AND CURRENT LIABILITIES 

 Th is section examines current assets and current liabilities in greater detail.  

 3.1.     Current Assets 

 Accounting standards require that certain specifi c line items, if they are material, must be shown 
on a balance sheet. Among the current assets’ required line items are cash and cash equivalents, 
trade and other receivables, inventories, and fi nancial assets (with short maturities). Companies 
present other line items as needed, consistent with the requirements to separately present each 
material class of similar items. As examples,  Exhibit 4  and  Exhibit 5  present balance sheet ex-
cerpts for SAP Group and Apple Inc. showing the line items for the companies’ current assets.    

   EXHIBIT 4       SAP Group Consolidated Statements of Financial Position (Excerpt: Current Assets 
Detail) (in millions of €) 

 as of 31 December 

 Assets  2009  2008 

Cash and cash equivalents 1,884 1,280

Other fi nancial assets 486 588

Trade and other receivables 2,546 3,178

Other non-fi nancial assets 147 126

Tax assets 192 399

Total current assets 5,255 5,571

Total non-current assets 8,119 8,329

 Total assets 13,374 13,900

 Equity and liabilities 

Total current liabilities 3,416 5,824

Total non-current liabilities 1,467 905

 Total liabilities 4,883 6,729

 Total equity 8,491 7,171

 Equity and liabilities 13,374 13,900

  Source:  SAP Group 2009 annual report.  

(continued)

   EXHIBIT 5       Apple Inc. Consolidated Balance Sheet 
(Excerpt: Current Assets Detail)* (in millions of $) 

 Assets  26 September 2009  27 September 2008 

Cash and cash equivalents 5,263 11,875

Short-term marketable securities 18,201 10,236

Accounts receivable, less allowances of 
$52 and $47, respectively

3,361 2,422
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 3.1.1.     Cash and Cash Equivalents 
 Cash equivalents are highly liquid, short-term investments that are so close to maturity,  6    the 
risk is minimal that their value will change signifi cantly with changes in interest rates. Cash 
and cash equivalents are fi nancial assets. Financial assets, in general, are measured and reported 
at either  amortised cost  or  fair value . Amortised cost is the historical cost (initially recognized 
cost) of the asset adjusted for amortisation and impairment. Under IFRS, fair value is the 
amount at which an asset could be exchanged or a liability settled in an arm’s length transaction 
between knowledgeable and willing parties. Under US GAAP, the defi nition is similar but it 
is based on an exit price, the price received to sell an asset or paid to transfer a liability, rather 
than an entry price.  7    

 For cash and cash equivalents, amortised cost and fair value are likely to be immaterially 
diff erent. Examples of cash equivalents are demand deposits with banks and highly liquid 
investments (such as US Treasury bills, commercial paper, and money market funds) with orig-
inal maturities of three months or less. Cash and cash equivalents excludes amounts that are re-
stricted in use for at least 12 months. For all companies, the Statement of Cash Flows presents 
information about the changes in cash over a period. For the fi scal year 2009, SAP Group’s 
cash and cash equivalents increased from €1,280 million to €1,844 million, and Apple’s cash 
and cash equivalents decreased from $11,875 million to $5,263 million.   

 Assets  26 September 2009  27 September 2008 

Inventories 455 509

Deferred tax assets 1,135 1,044

Other current assets 3,140 3,920

Total current assets 31,555 30,006

 [All other assets] 15,946 6,165

 Total assets 47,501 36,171

 Liabilities and shareholders’ equity 

Total current liabilities 11,506 11,361

 [Total non-current liabilities] 4,355 2,513

 Total liabilities 15,861 13,874

 Total shareholders’ equity 31,640 22,297

 Total liabilities and shareholders’ equity 47,501 36,171

 * Note : Th e italicized subtotals presented in this excerpt are not explicitly shown on the face of the fi nan-
cial statement as prepared by the company. 
  Source:  Apple Inc. 2009 annual report (Form 10K/A).  

  6    Generally, three months or less.  
  7    Th e joint IASB/FASB Fair Value project has expressed the intent to adopt an exit price defi nition of 
fair value. 

EXHIBIT 5 (Continued)
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 3.1.2.     Marketable Securities 
 Marketable securities are also fi nancial assets and include investments in debt or equity se-
curities that are traded in a public market, and whose value can be determined from price 
information in a public market. Examples of marketable securities include treasury bills, notes, 
bonds, and equity securities, such as common stocks and mutual fund shares. Companies 
disclose further detail in the notes to their fi nancial statements about their holdings. For ex-
ample, SAP Group discloses that its other fi nancial assets consist mainly of time deposits, 
investment in insurance policies, and loans to employees. Apple’s short-term marketable secu-
rities, totaling $18.2 billion and $10.2 billion at the end of fi scal 2009 and 2008, respectively, 
consist of fi xed-income securities with a maturity of less than one year. Financial assets such as 
investments in debt and equity securities involve a variety of measurement issues and will be 
addressed in Section 4.5.   

 3.1.3.     Trade Receivables 
 Trade receivables, also referred to as accounts receivable, are another type of fi nancial asset. 
Th ese are amounts owed to a company by its customers for products and services already de-
livered. Th ey are typically reported at net realizable value, an approximation of fair value, based 
on estimates of collectability. Several aspects of accounts receivable are usually relevant to an 
analyst. First, the overall level of accounts receivable relative to sales (a topic to be addressed 
further in ratio analysis) is important because a signifi cant increase in accounts receivable 
relative to sales could signal that the company is having problems collecting cash from its 
customers. 

 A second relevant aspect of accounts receivable is the allowance for doubtful accounts. Th e 
allowance for doubtful accounts refl ects the company’s estimate of amounts that will ultimately 
be uncollectible. Additions to the allowance in a particular period are refl ected as bad debt 
expenses, and the balance of the allowance for doubtful accounts reduces the gross receivables 
amount to a net amount that is an estimate of fair value. When specifi c receivables are deemed 
to be uncollectible, they are written off  by reducing accounts receivable and the allowance for 
doubtful accounts. Th e allowance for doubtful accounts is called a  contra account  because it is 
netted against (i.e., reduces) the balance of accounts receivable, which is an asset account. SAP 
Group’s balance sheet, for example, reports current net trade and other receivables of €2,546 
million as of 31 December 2009. Th e amount of the allowance for doubtful accounts (€48 
million) is disclosed in the notes to the fi nancial statements. Apple discloses the allowance for 
doubtful accounts on the balance sheet; as of 26 September 2009, the allowance was $52 mil-
lion. Th e $3,361 million of accounts receivable on that date is net of the allowance. Apple’s 
disclosures state that the allowance is based on “historical experience, the age of the accounts 
receivable balances, credit quality of the Company’s customers, current economic conditions, 
and other factors that may aff ect customers’ ability to pay.” Th e age of an accounts receivable 
balance refers to the length of time the receivable has been outstanding, including how many 
days past the due date. 

 Another relevant aspect of accounts receivable is the concentration of credit risk. For ex-
ample, SAP Group’s note on trade and other receivables discloses that concentration of credit 
risk is limited because they have a large customer base diversifi ed across various industries and 
countries, and because no single customer accounted for 10 percent or more of either revenue 
or receivables.    
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 EXAMPLE 1    Analysis of Accounts Receivable  

  1  .     Based on the balance sheet excerpt for Apple Inc. in  Exhibit 5 , what percentage of its 
total accounts receivable in 2009 and 2008 does Apple estimate will be uncollectible?  

  2  .     In general, how does the amount of allowance for doubtful accounts relate to bad 
debt expense?  

  3  .     In general, what are some factors that could cause a company’s allowance for doubt-
ful accounts to decrease?    

 Solution to 1:   ($ millions) Th e percentage of 2009 accounts receivable estimated to be 
uncollectible is 1.5 percent, calculated as $52/($3,361 + $52). Note that the $3,361 is 
net of the $52 allowance, so the gross amount of accounts receivable is determined by 
adding the allowance to the net amount. Th e percentage of 2008 accounts receivable 
estimated to be uncollectible is 1.9 percent [$47/($2,422 + $47)].   

 Solution to 2:   Bad debt expense is an expense of the period, based on a company’s esti-
mate of the percentage of credit sales in the period, for which cash will ultimately not be 
collected. Th e allowance for bad debts is a contra asset account, which is netted against 
the asset accounts receivable. 

 To record the estimated bad debts, a company recognizes a bad debt expense (which 
aff ects net income) and increases the balance in the allowance for doubtful accounts by 
the same amount. To record the write-off  of a particular account receivable, a company 
reduces the balance in the allowance for doubtful accounts and reduces the balance in 
accounts receivable by the same amount.   

 Solution to 3:   In general, a decrease in a company’s allowance for doubtful accounts in 
absolute terms could be caused by a decrease in the amount of credit sales. 

 Some factors that could cause a company’s allowance for doubtful accounts to de-
crease as a percentage of accounts receivable include the following:  

•    Improvements in the credit quality of the company’s existing customers (whether 
driven by a customer-specifi c improvement or by an improvement in the overall 
economy);  

•    Stricter credit policies (for example, refusing to allow less creditworthy customers to 
make credit purchases and instead requiring them to pay cash, to provide collateral, 
or to provide some additional form of fi nancial backing); and/or  

•    Stricter risk management policies (for example, buying more insurance against po-
tential defaults).   

 In addition to the business factors noted above, because the allowance is based 
on management’s estimates of collectability, management can potentially bias these 
estimates to manipulate reported earnings. For example, a management team aim-
ing to increase reported income could intentionally over-estimate collectability and 
under-estimate the bad debt expense for a period. Conversely, in a period of good earn-
ings, management could under-estimate collectability and over-estimate the bad debt 
expense with the intent of reversing the bias in a period of poorer earnings.   
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 3.1.4.     Inventories 
 Inventories are physical products that will eventually be sold to the company’s customers, 
either in their current form (fi nished goods) or as inputs into a process to manufacture a fi nal 
product (raw materials and work-in-process). Like any manufacturer, Apple holds inventories. 
Th e 2009 balance sheet of Apple Inc. shows $455 million of inventories. SAP Group’s balance 
sheet does not include a line item for inventory, but its note disclosures indicate that inventory 
is included as a part of other non-fi nancial assets on its balance sheet. SAP Group is primarily 
a software and services provider and the amount of its inventory is not material enough to 
require disclosure as a separate line item on the balance sheet. 

 Inventories are measured at the lower of cost and net realisable value under IFRS, and 
the lower of cost or market under US GAAP. Th e cost of inventories comprises all costs of 
purchase, costs of conversion, and other costs incurred in bringing the inventories to their 
present location and condition. Th e following amounts are excluded from the determination 
of inventory costs:  

•    abnormal amounts of wasted materials, labor, and overheads;  
•    storage costs, unless they are necessary prior to a further production process;  
•    administrative overheads; and  
•    selling costs.   

 Th e following techniques can be used to measure the cost of inventories if the resulting 
valuation amount approximates cost: 

•     Standard cost , which should take into account the normal levels of materials, labor, and ac-
tual capacity. Th e standard cost should be reviewed regularly to ensure that it approximates 
actual costs.  

•    Th e  retail method  in which the sales value is reduced by the gross margin to calculate cost. 
An average gross margin percentage should be used for each homogeneous group of items. 
In addition, the impact of marked-down prices should be taken into consideration.   

  Net realisable value (NRV), the measure used by IFRS, is the estimated selling price less the 
estimated costs of completion and costs necessary to make the sale. Under US GAAP, market 
value is current replacement cost but with upper and lower limits: It cannot exceed NRV and 
cannot be lower than NRV less a normal profi t margin. 

 If the net realisable value (under IFRS) or market value (under US GAAP) of a compa-
ny’s inventory falls below its carrying amount, the company must write down the value of 
the inventory. Th e loss in value is refl ected in the income statement. For example, within its 
Management’s Discussion and Analysis and notes, Apple indicates that the company reviews 
its inventory each quarter and records write-downs of inventory that has become obsolete, 
exceeds anticipated demand, or is carried at a value higher than its market value. Under IFRS, 
if inventory that was written down in a previous period subsequently increases in value, the 
amount of the original write-down is reversed. Subsequent reversal of an inventory write-down 
is not permitted under US GAAP. 

 When inventory is sold, the cost of that inventory is reported as an expense, “cost of goods 
sold.” Accounting standards allow diff erent valuation methods for determining the amounts 
that are included in cost of goods sold on the income statement and thus the amounts that are 
reported in inventory on the balance sheet. (Inventory valuation methods are referred to as cost 
formulas and cost fl ow assumptions under IFRS and US GAAP, respectively.) IFRS allows only 
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the fi rst-in, fi rst-out (FIFO), weighted average cost, and specifi c identifi cation methods. Some 
accounting standards (such as US GAAP) also allow last-in, fi rst-out (LIFO) as an additional 
inventory valuation method. Th e LIFO method is not allowed under IFRS.    

 EXAMPLE 2    Analysis of Inventory 

 Cisco Systems is a global provider of networking equipment. In its third quarter 2001 
Form 10-Q fi led with the US Securities and Exchange Commission (US SEC) on 1 June 
2001, the company made the following disclosure: 

  We recorded a provision for inventory, including purchase commitments, totaling 
$2.36 billion in the third quarter of fi scal 2001, of which $2.25 billion related to 
an additional excess inventory charge. Inventory purchases and commitments are 
based upon future sales forecasts. To mitigate the component supply constraints 
that have existed in the past, we built inventory levels for certain components 
with long lead times and entered into certain longer-term commitments for cer-
tain components. Due to the sudden and signifi cant decrease in demand for our 
products, inventory levels exceeded our requirements based on current 12-month 
sales forecasts. Th is additional excess inventory charge was calculated based on 
the inventory levels in excess of 12-month demand for each specifi c product. We 
do not currently anticipate that the excess inventory subject to this provision will 
be used at a later date based on our current 12-month demand forecast.  

 After the inventory charge, Cisco reported approximately $2 billion of inventory on 
the balance sheet, suggesting that the write-off  amounted to approximately half of its 
inventory. In addition to the obvious concerns raised as to management’s poor perfor-
mance in anticipating how much inventory was required, many analysts were concerned 
about how the write-off  would aff ect Cisco’s future reported earnings. If this inventory 
is sold in a future period, a “gain” could be reported based on a lower cost basis for the 
inventory. In this case, management indicated that the intent was to scrap the inventory. 
When the company subsequently released its annual earnings, the press release stated:  8    

  Net sales for fi scal 2001 were $22.29 billion, compared with $18.93 billion 
for fi scal 2000, an increase of 18%. Pro forma net income, which excludes the 
eff ects of acquisition charges, payroll tax on stock option exercises, restructur-
ing costs and other special charges, excess inventory charge (benefi t), and net 
gains realized on minority investments, was $3.09 billion or $0.41 per share 
for fi scal 2001, compared with pro forma net income of $3.91 billion or $0.53 
per share for fi scal 2000, decreases of 21% and 23%, respectively. 

 Actual net loss for fi scal 2001 was $1.01 billion or $0.14 per share, com-
pared with actual net income of $2.67 billion or $0.36 per share for fi scal 2000.   

  1  .     What concerns would an analyst likely have about the company’s $2.3 billion write-
off  of inventory? What is the signifi cance of the company indicating its intent to 
scrap the written off  inventory?  

  8    Cisco press release dated 7 August 2001 from  www.cisco.com . 
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 3.1.5.     Other Current Assets 
 Th e amounts shown in “other current assets” refl ect items that are individually not material 
enough to require a separate line item on the balance sheet and so are aggregated into a single 
amount. Companies usually disclose the components in a note to the fi nancial statements. A 
typical item included in other current assets is prepaid expenses.  Prepaid expenses  are normal 
operating expenses that have been paid in advance. Because expenses are recognized in the 
period in which they are incurred—and not necessarily the period in which the payment is 
made—the advance payment of a future expense creates an asset. Th e asset (prepaid expens-
es) will be recognized as an expense in future periods as it is used up. For example, consider 
prepaid insurance. Assume a company pays its insurance premium for coverage over the next 
calendar year on 31 December of the current year. At the time of the payment, the compa-
ny recognizes an asset (prepaid insurance expense). Th e expense is not incurred at that date; 
the expense is incurred as time passes (in this example, one-twelfth, 1/12, in each following 
month). Th erefore, the expense is recognized and the value of the asset is reduced in the fi nan-
cial statements over the course of the year. 

 Portions of the amounts shown as tax assets on SAP’s balance sheet and  deferred tax 
assets  on Apple’s balance sheet represent income taxes incurred prior to the time that the in-
come tax expense will be recognized on the income statement. Deferred tax assets may result 
when the actual  income tax payable  based on income for tax purposes in a period exceeds the 
amount of income tax expense based on the reported fi nancial statement income due to tem-
porary timing diff erences. For example, a company may be required to report certain income 
for tax purposes in the current period but to defer recognition of that income for fi nancial 
statement purposes to subsequent periods. In this case, the company will pay income tax as 

  2  .     What concerns might an analyst have about the company’s earnings press release 
when the company subsequently released its annual earnings?    

 Solution to 1:    First, an analyst would likely have concerns about management’s abilities 
to anticipate how much and what type of inventory was required. While errors in fore-
casting demand are understandable, the amount of inventory written off  represented 
about half of the company’s inventory. A second concern would relate to how the write-
off  would aff ect the company’s future reported earnings. If the inventory that had been 
written off  were sold in a future period, a “gain” could be reported based on a lower cost 
basis for the inventory. Th e company’s intent to scrap the written off  inventory would 
alleviate but not eliminate concerns about distortions to future reported earnings.   

 Solution to 2:    An analyst might be concerned that the company’s press release focused 
mainly on “pro forma earnings,” which excluded the impact of many items, including the 
inventory write-off . Th e company only gave a brief mention of actual (US GAAP) results. 

   Note : A 2003 SEC regulation now requires companies to give at least equal emphasis to GAAP 
measures (for example, reported net income) when using a non-GAAP measure (for example, pro 
forma net income) and to provide a reconciliation of the two measures.  9       

  9    US Securities and Exchange Commission. (January 2003).  Final rule: Conditions for use of non-GAAP 
fi nancial measures  (Releases 33-8176 and 34-47226, File S7-43-02). 
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required by tax laws, and the diff erence between the taxes payable and the tax expense related 
to the income for which recognition was deferred on the fi nancial statements will be reported 
as a deferred tax asset. When the income is subsequently recognized on the income statement, 
the related tax expense is also recognised which will reduce the deferred tax asset. 

 Also, a company may claim certain expenses for fi nancial statement purposes that it is only 
allowed to claim in subsequent periods for tax purposes. In this case, as in the previous example, 
the fi nancial statement income before taxes is less than taxable income. Th us, income taxes 
payable based on taxable income exceeds income tax expense based on accounting net income 
before taxes. Th e diff erence is expected to reverse in the future when the income reported on the 
fi nancial statements exceeds the taxable income as a deduction for the expense becomes allowed 
for tax purposes. Deferred tax assets may also result from carrying forward unused tax losses and 
credits (these are not temporary timing diff erences). Deferred tax assets are only to be recognised 
if there is an expectation that there will be taxable income in the future, against which the tem-
porary diff erence or carried forward tax losses or credits can be applied to reduce taxes payable.    

 3.2.     Current Liabilities 

  Current liabilities  are those liabilities that are expected to be settled in the entity’s normal 
operating cycle, held primarily for trading, or due to be settled within 12 months after the 
balance sheet date.  Exhibit 6  and  Exhibit 7  present balance sheet excerpts for SAP Group and 
Apple Inc. showing the line items for the companies’ current liabilities. Some of the common 
types of current liabilities, including trade payables, fi nancial liabilities, accrued expenses, and 
deferred income, are discussed below.   

   EXHIBIT 6       SAP Group Consolidated Statements of Financial Position (Excerpt: Current 
Liabilities Detail) (in millions of €) 

 as of 31 December 
 Assets  2009  2008 

Total current assets 5,255 5,571
Total non-current assets 8,119 8,329
 Total assets 13,374 13,900
 Equity and liabilities 
Trade and other payables 638 599
Tax liabilities 125 363
Bank loans and other fi nancial liabilities 146 2,563
Other non-fi nancial liabilities 1,577 1,428
Provisions 332 248
Deferred income 598 623
Total current liabilities 3,416 5,824
Total non-current liabilities 1,467 905
 Total liabilities 4,883 6,729
 Total equity 8,491 7,171
 Equity and liabilities 13,374 13,900

  Source:  SAP Group 2009 annual report.  
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  Trade payables , also called  accounts payable , are amounts that a company owes its ven-
dors for purchases of goods and services. In other words, these represent the unpaid amount as 
of the balance sheet date of the company’s purchases on credit. An issue relevant to analysts is 
the trend in overall levels of trade payables relative to purchases (a topic to be addressed further 
in ratio analysis). Signifi cant changes in accounts payable relative to purchases could signal po-
tential changes in the company’s credit relationships with its suppliers. Th e general term “trade 
credit” refers to credit provided to a company by its vendors. Trade credit is a source of fi nanc-
ing that allows the company to make purchases and then pay for those purchases at a later date. 

  Notes payable  are fi nancial liabilities owed by a company to creditors, including trade 
creditors and banks, through a formal loan agreement. Any notes payable, loans payable, or 
other fi nancial liabilities that are due within one year (or the operating cycle, whichever is 
longer) appear in the current liability section of the balance sheet. In addition, any portions 
of long-term liabilities that are due within one year (i.e., the current portion of long-term 
liabilities) are also shown in the current liability section of the balance sheet. On SAP Group’s 
balance sheet, current liabilities include bank loans and other fi nancial liabilities. Apple Inc. 
does not have any current notes payable or loans payable. 

 Income taxes payable refl ect taxes, based on taxable income, that have not yet been paid. 
SAP Group’s balance sheet shows €125 million of tax liabilities in its current liabilities. Apple 
Inc.’s balance sheet does not show a separate line item for current taxes payable; instead a note 
discloses that income taxes payable of $430 million are included within the $3,852 million of 
“Accrued expenses.”  Accrued expenses  (also called accrued expenses payable, accrued liabili-
ties, and other non-fi nancial liabilities) are expenses that have been recognized on a company’s 
income statement but which have not yet been paid as of the balance sheet date. In addition 
to income taxes payable, other common examples of accrued expenses are accrued interest 

   EXHIBIT 7       Apple Inc. Consolidated Balance Sheet (Excerpt: Current Liabilities Detail)* 
(in millions of $) 

 Assets  26 September 2009  27 September 2008 

Total current assets 31,555 30,006

 [All other assets] 15,946 6,165

 Total assets 47,501 36,171

 Liabilities and shareholders’ equity 

Accounts payable 5,601 5,520

Accrued expenses 3,852 4,224

Deferred revenue 2,053 1,617

Total current liabilities 11,506 11,361

 [Total non-current liabilities] 4,355 2,513

 Total liabilities 15,861 13,874

 Total shareholders’ equity 31,640 22,297

 Total liabilities and shareholders’ equity 47,501 36,171

 * Note : Th e italicized subtotals presented in this excerpt are not explicitly shown on the face of the fi nan-
cial statement as prepared by the company. 
  Source:  Apple Inc. 2009 annual report (Form 10K/A).  
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payable, accrued warranty costs, and accrued employee compensation (i.e., wages payable). 
SAP Group’s notes disclose that the €1,577 million line item of other non-fi nancial liabilities, 
for example, includes €1,343 million of employee-related liabilities. 

  Deferred income  (also called  deferred revenue  and  unearned revenue ) arises when a 
company receives payment in advance of delivery of the goods and services associated with the 
payment. Th e company has an obligation either to provide the goods or services or to return 
the cash received. Examples include lease payments received at the beginning of a lease, fees 
for servicing offi  ce equipment received at the beginning of the service period, and payments 
for magazine subscriptions received at the beginning of the subscription period. SAP Group’s 
balance sheet shows deferred income of €598 million at the end of 2009, down slightly from 
€623 million at the end of 2008. Apple Inc.’s balance sheet shows deferred revenue of $2,053 
million at the end of fi scal 2009, up 27 percent from $1,617 million at the end of fi scal 2008. 
 Example 3  presents each company’s disclosures about deferred revenue and discusses some of 
the implications.      

 EXAMPLE 3    Analysis of Deferred Revenue 

 In the notes to its 2009 fi nancial statements, SAP Group describes its deferred income 
as follows: 

  Deferred income consists mainly of prepayments made by our customers for 
support services and professional services, fees for multiple element arrange-
ments allocated to undelivered elements, and amounts  .  .  .  for obligations to 
perform under acquired support contracts in connection with acquisitions.  

 Apple’s deferred revenue arises from sales involving components, some delivered at the 
time of sale and others to be delivered in the future. In its 2009 fi nancial statements, 
Apple Inc. explains that accounting for sale of some of its products is treated as two 
deliverables: 

  .  .  .  Th e fi rst deliverable is the hardware and software delivered at the time 
of sale, and the second deliverable is the right included with the purchase 
of iPhone and Apple TV to receive on a when-and-if-available basis future 
unspecifi ed software upgrades and features relating to the product’s soft-
ware  .  .  .  the Company is required to estimate a stand-alone selling price for the 
unspecifi ed software upgrade right included with the sale of iPhone and Apple 
TV and recognizes that amount ratably over the 24-month estimated life of 
the related hardware device  .  .  .   

  1  .     In general, in the period a transaction occurs, how would a company’s balance sheet 
refl ect $100 of deferred revenue resulting from a sale? (Assume, for simplicity, that 
the company receives cash for all sales, the company’s income tax payable is 30 per-
cent based on cash receipts, and the company pays cash for all relevant income tax 
obligations as they arise. Ignore any associated deferred costs.)  

  2  .     In general, how does deferred revenue impact a company’s fi nancial statements in 
the periods following its initial recognition?  
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 4. NON-CURRENT ASSETS 

 Th is section provides an overview of assets other than current assets, sometimes collectively re-
ferred to as non-current, long-term, or long-lived assets. Th e categories discussed are property, 
plant, and equipment; investment property; intangible assets; goodwill; and fi nancial assets. 
 Exhibit 8  and  Exhibit 9  present balance sheet excerpts for SAP Group and Apple Inc. showing 
the line items for the companies’ non-current assets.    

  3  .     Interpret the amounts shown by SAP Group as deferred income and by Apple Inc. 
as deferred revenue.  

  4  .     Both accounts payable and deferred revenue are classifi ed as current liabilities. Dis-
cuss the following statements:  
  A  .   When assessing a company’s liquidity, the implication of amounts in accounts 

payable diff ers from the implication of amounts in deferred revenue.  
  B  .   Some investors monitor amounts in deferred revenue as an indicator of future 

revenue growth.      

 Solution to 1:    In the period that deferred revenue arises, the company would record a 
$100 increase in the asset Cash and a $100 increase in the liability Deferred Revenues. 
In addition, because the company’s income tax payable is based on cash receipts and is 
paid in the current period, the company would record a $30 decrease in the asset Cash 
and a $30 increase in the asset Deferred Tax Assets. Deferred tax assets increase because 
the company has paid taxes on revenue it has not yet recognised for accounting purpos-
es. In eff ect, the company has prepaid taxes from an accounting perspective.   

 Solution to 2:    In subsequent periods, the company will recognize the deferred revenue 
as it is earned. When the revenue is recognized, the liability Deferred Revenue will de-
crease. In addition, the tax expense is recognized on the income statement as the revenue 
is recognised and thus the associated amounts of Deferred Tax Assets will decrease.   

 Solution to 3:    Th e deferred income on SAP Group’s balance sheet and deferred revenue 
on Apple Inc.’s balance sheet at the end of their respective 2009 fi scal years will be rec-
ognized as revenue, sales, or a similar item in income statements subsequent to the 2009 
fi scal year, as the goods or services are provided or the obligation is reduced. Th e costs of 
delivering the goods or services will also be recognised.   

 Solution to 4A:    Th e amount of accounts payable represents a future obligation to pay 
cash to suppliers. In contrast, the amount of deferred revenue represents payments that 
the company has already received from its customers, and the future obligation is to de-
liver the related services. With respect to liquidity, settling accounts payable will require 
cash outfl ows whereas settling deferred revenue obligations will not.   

 Solution to 4B:    Some investors monitor amounts in deferred revenue as an indicator 
of future growth because the amounts in deferred revenue will be recognized as revenue 
in the future. Th us, growth in the amount of deferred revenue implies future growth of 
that component of a company’s revenue.   
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   EXHIBIT 8       SAP Group Consolidated Statements of Financial Position (Excerpt: Non-Current 
Assets Detail) (in millions of €) 

 as of 31 December 
 Assets  2009  2008 
Total current assets 5,255 5,571
Goodwill 4,994 4,975
Intangible assets 894 1,140
Property, plant, and equipment 1,371 1,405
Other fi nancial assets 284 262
Trade and other receivables 52 41
Other non-fi nancial assets 35 32
Tax assets 91 33
Deferred tax assets 398 441
Total non-current assets 8,119 8,329
 Total assets 13,374 13,900
 Equity and liabilities 
Total current liabilities 3,416 5,824
Total non-current liabilities 1,467 905
 Total liabilities 4,883 6,729
 Total equity 8,491 7,171
 Equity and liabilities 13,374 13,900

  Source:  SAP Group 2009 annual report.  

   EXHIBIT 9       Apple Inc. Consolidated Balance Sheet (Excerpt: Non-Current Assets Detail)* 
(in millions of $) 

 Assets  26 September 2009  27 September 2008 
Total current assets 31,555 30,006
Long-term marketable securities 10,528 2,379
Property, plant and equipment, net 2,954 2,455
Goodwill 206 207
Acquired intangible assets, net 247 285
Other assets 2,011 839
 Total assets 47,501 36,171
 Liabilities and shareholders’ equity 
Total current liabilities 11,506 11,361
 [Total non-current liabilities] 4,355 2,513
 Total liabilities 15,861 13,874
 Total shareholders’ equity 31,640 22,297
 Total liabilities and shareholders’ equity 47,501 36,171

 * Note : Th e italicized subtotals presented in this excerpt are not explicitly shown on the face of the fi nan-
cial statement as prepared by the company. 
  Source:  Apple Inc. 2009 annual report (Form 10K/A).  
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 4.1.     Property, Plant, and Equipment 

  Property, plant, and equipment  (PPE) are tangible assets that are used in company opera-
tions and expected to be used (provide economic benefi ts) over more than one fi scal period. 
Examples of tangible assets treated as property, plant, and equipment include land, buildings, 
equipment, machinery, furniture, and natural resources such as mineral and petroleum re-
sources. IFRS permits companies to report PPE using either a cost model or a revaluation 
model.  10    While IFRS permits companies to use the cost model for some classes of assets and 
the revaluation model for others, the company must apply the same model to all assets within 
a particular class of assets. US GAAP permits only the cost model for reporting PPE. 

 Under the cost model, PPE is carried at amortised cost (historical cost less any accumu-
lated depreciation or accumulated depletion, and less any impairment losses). Historical cost 
generally consists of an asset’s purchase price, its delivery cost, and any other additional costs 
incurred to make the asset operable (such as costs to install a machine). Depreciation and 
depletion is the process of allocating (recognizing as an expense) the cost of a long-lived asset 
over its useful life. Land is not depreciated. Because PPE is presented on the balance sheet net 
of depreciation and depreciation expense is recognised in the income statement, the choice of 
depreciation method and the related estimates of useful life and salvage value impact both a 
company’s balance sheet and income statement. 

 Whereas depreciation is the systematic allocation of cost over an asset’s useful life, impair-
ment losses refl ect an unanticipated decline in value. Impairment occurs when the asset’s re-
coverable amount is less than its carrying amount, with terms defi ned as follows under IFRS:  11    

•    Recoverable amount: Th e higher of an asset’s fair value less cost to sell, and its value in use.  
•    Fair value less cost to sell: Th e amount obtainable in a sale of the asset in an arm’s length 

transaction between knowledgeable willing parties, less the costs of the sale.  
•    Value in use: Th e present value of the future cash fl ows expected to be derived from the asset.   

  When an asset is considered impaired, the company recognizes the impairment loss in the 
income statement. Reversals of impairment losses are permitted under IFRS but not under 
US GAAP. 

 Under the revaluation model, the reported and carrying value for PPE is the fair value at 
the date of revaluation less any subsequent accumulated depreciation. Changes in the value of 
PPE under the revaluation model aff ect equity directly or profi t and loss depending upon the 
circumstances. 

 In  Exhibits 8  and  9 , SAP Group reports €1,371 million of PPE and Apple Inc. reports 
$2,954 million of PPE at the end of fi scal year 2009. For SAP Group, PPE represents approx-
imately 10 percent of total assets and for Apple, PPE represents approximately 6 percent of 
total assets. SAP Group discloses in its notes that land is not depreciated, that they use a cost 
model for PPE, and that PPE are generally depreciated over their expected useful lives using 
the straight-line method. Apple Inc. discloses similar policies but does not specifi cally disclose 
that land is not depreciated.   

  10    IAS 16,  Property, Plant and Equipment , paragraphs 29–31. 
  11    IAS 36,  Impairment of Assets , paragraph 6. US GAAP uses a diff erent approach to impairment.  
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 4.2.     Investment Property 

 Some property is not used in the production of goods or services or for administrative purpos-
es. Instead, it is used to earn rental income or capital appreciation (or both). Under IFRS, such 
property is considered to be  investment property .  12    US GAAP does not include a specifi c 
defi nition for investment property. IFRS provides companies with the choice to report invest-
ment property using either a cost model or a fair value model. In general, a company must 
apply its chosen model (cost or fair value) to all of its investment property. Th e cost model for 
investment property is identical to the cost model for PPE: In other words, investment proper-
ty is carried at cost less any accumulated depreciation and any accumulated impairment losses. 
Under the fair value model, investment property is carried at its fair value. When a company 
uses the fair value model to measure the value of its investment property, any gain or loss aris-
ing from a change in the fair value of the investment property is recognized in profi t and loss, 
i.e., on the income statement, in the period in which it arises.  13    

 Neither SAP Group nor Apple disclose ownership of investment property. Th e types of 
companies that typically hold investment property are real estate investment companies or 
property management companies. Entities such as life insurance companies and endowment 
funds may also hold investment properties as part of their investment portfolio.   

 4.3.     Intangible Assets 

  Intangible assets  are identifi able non-monetary assets without physical substance.  14    An iden-
tifi able asset can be acquired singly (can be separated from the entity) or is the result of specifi c 
contractual or legal rights or privileges. Examples include patents, licenses, and trademarks. 
Th e most common asset that is not a separately identifi able asset is accounting goodwill, which 
arises in business combinations and is discussed further in Section 4.4. 

 IFRS allows companies to report intangible assets using either a cost model or a revalua-
tion model. Th e revaluation model can only be selected when there is an active market for an 
intangible asset. Th ese measurement models are essentially the same as described for PPE. US 
GAAP permits only the cost model. 

 For each intangible asset, a company assesses whether the useful life of the asset is fi nite or 
indefi nite. Amortisation and impairment principles apply as follows:  

•    An intangible asset with a fi nite useful life is amortised on a systematic basis over the best 
estimate of its useful life, with the amortisation method and useful life estimate reviewed at 
least annually.  

•    Impairment principles for an intangible asset with a fi nite useful life are the same as for PPE.  
•    An intangible asset with an indefi nite useful life is not amortised. Instead, at least annually, 

the reasonableness of assuming an indefi nite useful life for the asset is reviewed and the asset 
is tested for impairment.   

 Financial analysts have traditionally viewed the values assigned to intangible assets, par-
ticularly goodwill, with caution. Consequently, in assessing fi nancial statements, analysts often 
exclude the book value assigned to intangibles, reducing net equity by an equal amount and 
increasing pretax income by any amortisation expense or impairment associated with the 

  12    IAS 40,  Investment Property . 
  13    IAS 40,  Investment Property , paragraph 35. 
  14    IAS 38,  Intangible Assets , paragraph 8. 
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intangibles. An arbitrary assignment of zero value to intangibles is not advisable; instead, an 
analyst should examine each listed intangible and assess whether an adjustment should be 
made. Note disclosures about intangible assets may provide useful information to the analyst. 
Th ese disclosures include information about useful lives, amortisation rates and methods, and 
impairment losses recognised or reversed. 

 Further, a company may have developed intangible assets internally that can only be rec-
ognised in certain circumstances. Companies may also have assets that are never recorded on 
a balance sheet because they have no physical substance and are non-identifi able. Th ese assets 
might include management skill, name recognition, a good reputation, and so forth. Such 
assets are valuable and are, in theory, refl ected in the price at which the company’s equity se-
curities trade in the market (and the price at which the entirety of the company’s equity would 
be sold in an acquisition transaction). Such assets may be recognised as goodwill if a company 
is acquired, but are not recognised until an acquisition occurs.  

 4.3.1.     Identifi able Intangibles 
 Under IFRS, identifi able intangible assets are recognised on the balance sheet if it is probable 
that future economic benefi ts will fl ow to the company and the cost of the asset can be measured 
reliably. Examples of identifi able intangible assets include patents, trademarks, copyrights, fran-
chises, licenses, and other rights. Identifi able intangible assets may have been created internally or 
purchased by a company. Determining the cost of internally created intangible assets can be diffi  -
cult and subjective. For these reasons, under IFRS and US GAAP, the general requirement is that 
internally created identifi able intangibles are expensed rather than reported on the balance sheet. 

 IFRS provides that for internally created intangible assets, the company must separately 
identify the research phase and the development phase.  15    Th e research phase includes activities 
that seek new knowledge or products. Th e development phase occurs after the research phase 
and includes design or testing of prototypes and models. IFRS require that costs to internally 
generate intangible assets during the research phase must be expensed on the income state-
ment. Costs incurred in the development stage can be capitalized as intangible assets if certain 
criteria are met, including technological feasibility, the ability to use or sell the resulting asset, 
and the ability to complete the project. 

 US GAAP prohibits the capitalization as an asset of most costs of internally developed in-
tangibles and research and development. All such costs usually must be expensed. Costs related 
to the following categories are typically expensed under IFRS and US GAAP. Th ey include:  

•    internally generated brands, mastheads, publishing titles, customer lists, etc.;  
•    start-up costs;  
•    training costs;  
•    administrative and other general overhead costs;  
•    advertising and promotion;  
•    relocation and reorganization expenses; and  
•    redundancy and other termination costs.   

 Generally, acquired intangible assets are reported as separately identifi able intangibles (as 
opposed to goodwill) if they arise from contractual rights (such as a licensing agreement), other 
legal rights (such as patents), or have the ability to be separated and sold (such as a customer list).  

  15    IAS 38,  Intangible Assets , paragraphs 51–67. 
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 As presented in  Exhibits 8  and  9 , SAP Group’s 2009 balance sheet shows €894 million 
of intangible assets, and Apple’s 2009 balance sheet shows acquired intangible assets, net of 
$247 million.    

 EXAMPLE 4    Measuring Intangible Assets 

 Alpha Inc., a motor vehicle manufacturer, has a research division that worked on the 
following projects during the year:  

  Project 1      Research aimed at fi nding a steering mechanism that does not operate 
like a conventional steering wheel but reacts to the impulses from a driv-
er’s fi ngers.  

  Project 2      Th e design of a prototype welding apparatus that is controlled electroni-
cally rather than mechanically. Th e apparatus has been determined to be 
technologically feasible, salable, and feasible to produce.   

 Th e following is a summary of the expenses of the research division (in thousands of €): 

 General  Project 1  Project 2 

Material and services 128 935 620

Labor

• Direct labor — 630 320

• Administrative personnel 720 — —

Overhead

• Direct — 340 410

• Indirect 270 110 60

 Five percent of administrative personnel costs can be attributed to each of Projects 1 
and 2. Explain the accounting treatment of Alpha’s costs for Projects 1 and 2 under 
IFRS and US GAAP.  

 Solution:    Under IFRS, the capitalization of development costs for Projects 1 and 2 
would be as follows: 

 Amount Capitalized as an Asset (€’000) 

Project 1: Classifi ed as in the research stage, so all 
costs are recognized as expenses

NIL

Project 2: Classifi ed as in the development stage, 
so costs may be capitalized. Note that 
administrative costs are not capitalized.

(620 + 320 + 410 + 60)     = 1,410

 Under US GAAP, the costs of Projects 1 and 2 are expensed.     
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 4.4.     Goodwill 

 When one company acquires another, the purchase price is allocated to all the identifi able as-
sets (tangible and intangible) and liabilities acquired, based on fair value. If the purchase price 
is greater than the acquirer’s interest in the fair value of the identifi able assets and liabilities 
acquired, the excess is described as  goodwill  and is recognized as an asset. To understand why 
an acquirer would pay more to purchase a company than the fair value of the target company’s 
identifi able assets and liabilities, consider the following three observations. First, as noted, 
certain items not recognized in a company’s own fi nancial statements (e.g., its reputation, 
established distribution system, trained employees) have value. Second, a target company’s ex-
penditures in research and development may not have resulted in a separately identifi able asset 
that meets the criteria for recognition but nonetheless may have created some value. Th ird, 
part of the value of an acquisition may arise from strategic positioning versus a competitor or 
from perceived synergies. Th e purchase price might not pertain solely to the separately identi-
fi able assets and liabilities acquired and thus may exceed the value of those net assets due to the 
acquisition’s role in protecting the value of all of the acquirer’s existing assets or to cost savings 
and benefi ts from combining the companies. 

 Th e subject of recognizing goodwill in fi nancial statements has found both proponents 
and opponents among professionals. Th e proponents of goodwill recognition assert that good-
will is the present value of excess returns that a company is able to earn. Th is group claims that 
determining the present value of these excess returns is analogous to determining the present 
value of future cash fl ows associated with other assets and projects. Opponents of goodwill 
recognition claim that the prices paid for acquisitions often turn out to be based on unrealistic 
expectations, thereby leading to future write-off s of goodwill. 

 Analysts should distinguish between accounting goodwill and economic goodwill. Eco-
nomic goodwill is based on the economic performance of the entity, whereas accounting 
goodwill is based on accounting standards and is reported only in the case of acquisitions. 
Economic goodwill is important to analysts and investors, and it is not necessarily refl ected on 
the balance sheet. Instead, economic goodwill is refl ected in the stock price (at least in theory). 
Some fi nancial statement users believe that goodwill should not be listed on the balance sheet, 
because it cannot be sold separately from the entity. Th ese fi nancial statement users believe that 
only assets that can be separately identifi ed and sold should be refl ected on the balance sheet. 
Other fi nancial statement users analyze goodwill and any subsequent impairment charges to 
assess management’s performance on prior acquisitions. 

 Under both IFRS and US GAAP, accounting goodwill arising from acquisitions is capital-
ized. Goodwill is not amortised but is tested for impairment annually. If goodwill is deemed 
to be impaired, an impairment loss is charged against income in the current period. An im-
pairment loss reduces current earnings. An impairment loss also reduces total assets, so some 
performance measures, such as return on assets (net income divided by average total assets), 
may actually increase in future periods. An impairment loss is a non-cash item. 

 Accounting standards’ requirements for recognizing goodwill can be summarized by the 
following steps: 

  A  .   Th e total cost to purchase the target company (the acquiree) is determined.  
  B  .   Th e acquiree’s identifi able assets are measured at fair value. Th e acquiree’s liabilities and 

contingent liabilities are measured at fair value. Th e diff erence between the fair value of 
identifi able assets and the fair value of the liabilities and contingent liabilities equals the net 
identifi able assets acquired.  
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  C  .   Goodwill arising from the purchase is the excess of a) the cost to purchase the target com-
pany and b) the net identifi able assets acquired. Occasionally, a transaction will involve the 
purchase of net identifi able assets with a value greater than the cost to purchase. Such a 
transaction is called a “bargain purchase.” Any gain from a bargain purchase is recognized 
in profi t and loss in the period in which it arises.  16      

  Companies are also required to disclose information that enables users to evaluate the nature 
and fi nancial eff ect of business combinations. Th e required disclosures include, for example, 
the acquisition date fair value of the total cost to purchase the target company, the acquisition 
date amount recognized for each major class of assets and liabilities, and a qualitative descrip-
tion of the factors that make up the goodwill recognized. 

 Despite the guidance incorporated in accounting standards, analysts should be aware that 
the estimations of fair value involve considerable management judgment. Values for intangible 
assets, such as computer software, might not be easily validated when analyzing acquisitions. 
Management judgment about valuation in turn impacts current and future fi nancial state-
ments because identifi able intangible assets with defi nite lives are amortised over time. In 
contrast, neither goodwill nor identifi able intangible assets with indefi nite lives are amortised; 
instead both are tested annually for impairment. 

 Th e recognition and impairment of goodwill can signifi cantly aff ect the comparability of 
fi nancial statements between companies. Th erefore, analysts often adjust the companies’ fi nan-
cial statements by removing the impact of goodwill. Such adjustments include: 

•    excluding goodwill from balance sheet data used to compute fi nancial ratios, and  
•    excluding goodwill impairment losses from income data used to examine operating trends.   

  In addition, analysts can develop expectations about a company’s performance following an ac-
quisition by taking into account the purchase price paid relative to the net assets and earnings 
prospects of the acquired company.  

  16    IFRS 3  Business Combinations  and FASB ASC 805 [Business Combinations]. 

 EXAMPLE 5    Goodwill Impairment 

 Safeway, Inc. (NYSE:SWY), is a North American food and drug retailer. On 25 February 
2010, Safeway issued a press release that included the following information: 

  Safeway Inc. today reported a net loss of $1,609.1 million ($4.06 per diluted 
share) for the 16-week fourth quarter of 2009. Excluding a non-cash goodwill 
impairment charge of $1,818.2 million, net of tax ($4.59 per diluted share), 
net income would have been $209.1 million ($0.53 per diluted share). Net 
income was $338.0 million ($0.79 per diluted share) for the 17-week fourth 
quarter of 2008. 

 In the fourth quarter of 2009, Safeway recorded a non-cash goodwill im-
pairment charge of $1,974.2 million ($1,818.2 million, net of tax). Th e im-
pairment was due primarily to Safeway’s reduced market capitalization and a 
weak economy.  .  .  . Th e goodwill originated from previous acquisitions. 
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 As presented in  Exhibits 8  and  9 , SAP Group’s 2009 balance sheet shows €4,994 million 
of goodwill, and Apple’s 2009 balance sheet shows goodwill of $206 million. Goodwill rep-
resents 37.3 percent of SAP Group’s total assets and only 0.4 percent of Apple’s total assets. 
An analyst may be concerned that goodwill represents such a high proportion of SAP Group’s 
total assets.   

 4.5.     Financial Assets 

 IFRS defi ne a fi nancial instrument as a contract that gives rise to a fi nancial asset of one entity, 
and a fi nancial liability or equity instrument of another entity.  17    Th is section will focus on 
fi nancial assets such as a company’s investments in stocks issued by another company or its 
investments in the notes, bonds, or other fi xed-income instruments issued by another compa-
ny (or issued by a governmental entity). Financial liabilities such as notes payable and bonds 
payable issued by the company itself will be discussed in the liability portion of this chapter. 
Some fi nancial instruments may be classifi ed as either an asset or a liability depending on the 
contractual terms and current market conditions. One example of such a fi nancial instrument 
is a derivative.  Derivatives  are fi nancial instruments for which the value is derived based on 
some underlying factor (interest rate, exchange rate, commodity price, security price, or credit 
rating) and for which little or no initial investment is required. 

 All fi nancial instruments are recognized when the entity becomes a party to the contrac-
tual provisions of the instrument. In general, there are two basic alternative ways that fi nancial 
instruments are measured: fair value or amortised cost.  18    Recall that fair value is the arm’s 

  17    IAS 32,  Financial Instruments: Presentation , paragraph 11. 

 Safeway’s balance sheet as of 2 January 2010 showed goodwill of $426.6 
million and total assets of $14,963.6 million. Th e company’s balance sheet 
as of 3 January 2009 showed goodwill of $2,390.2 million and total assets of 
$17,484.7 million.   

  1  .     How signifi cant is this goodwill impairment charge?  
  2  .     With reference to acquisition prices, what might this goodwill impairment indicate?    

 Solution to 1:    Th e goodwill impairment was more than 80 percent of the total value 
of goodwill and 11 percent of total assets, so it was clearly signifi cant. (Th e charge of 
$1,974.2 million equals 82.6 percent of the $2,390.2 million of goodwill at the begin-
ning of the year and 11.3 percent of the $17,484.7 million total assets at the beginning 
of the year.)   

 Solution to 2:    Th e goodwill had originated from previous acquisitions. Th e impairment 
charge implies that the acquired operations are now worth less than the price that was 
paid for their acquisition.   

  18     Both IFRS and US GAAP are working on projects related to fi nancial instruments; this chapter is 
current as of June 2010. 
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length transaction price at which an asset could be exchanged or a liability settled between 
knowledgeable and willing parties under IFRS, and the price that would be received to sell 
an asset or paid to transfer a liability under US GAAP. Th e amortised cost of a fi nancial asset 
(or liability) is the amount at which it was initially recognized, minus any principal repay-
ments, plus or minus any amortisation of discount or premium, and minus any reduction for 
impairment. 

 Financial assets are measured at amortised cost if the asset’s cash fl ows occur on specifi ed 
dates and consist solely of principal and interest, and if the business model is to hold the asset 
to maturity. Th is category of asset is referred to as  held-to-maturity . An example is an invest-
ment in a long-term bond issued by another company; the value of the bond will fl uctuate, for 
example with interest rate movements, but if the bond is classifi ed as held-to-maturity, it will 
be measured at amortised cost. Other types of fi nancial assets measured at historical cost are 
loans (to other companies). 

 Financial assets not measured at amortised cost are measured at fair value. For fi nancial 
instruments measured at fair value, there are two basic alternatives in how net changes in fair 
value are recognized: as profi t or loss on the income statement, or as other comprehensive 
income (loss) which bypasses the income statement. Note that these alternatives refer to un-
realized changes in fair value, i.e., changes in the value of a fi nancial asset that has not been 
sold and is still owned at the end of the period. Unrealized gains and losses are also referred 
to as holding period gains and losses. If a fi nancial asset is sold within the period, a gain is 
realized if the selling price is greater than the carrying value and a loss is realized if the selling 
price is less than the carrying value. When a fi nancial asset is sold, any realized gain or loss is 
reported on the income statement. Th e category  held for trading  (or “trading securities” un-
der US GAAP) refers to a category of fi nancial assets that is acquired primarily for the purpose 
of selling in the near term. Th ese assets are likely to be held only for a short period of time. 
Th ese trading assets are measured at fair value, and any unrealized holding gains or losses are 
recognized as profi t or loss on the income statement.  Mark to market  refers to the process 
whereby the value of a fi nancial instrument is adjusted to refl ect current fair value based on 
market prices. 

 Some fi nancial assets are not classifi ed as held for trading, even though they are availa-
ble to be sold. Such  available-for-sale  assets are measured at fair value, with any unrealized 
holding gains or losses recognized in other comprehensive income. Th e “available-for-sale” 
classifi cation no longer appears in IFRS as of 2010, although the relevant standard (IFRS 9 
 Financial Instruments)  is not eff ective until 2013. However, although the available-for-sale 
category will not exist, IFRS still permit certain equity investments to be measured at fair 
value with any unrealized holding gains or losses recognized in other comprehensive income. 
Specifi cally, at the time a company buys an equity investment that is not held for trading, the 
company is permitted to make an irrevocable election to measure the asset in this manner. 
Th ese assets are referred to as “fi nancial assets measured at fair value through other compre-
hensive income.”  19    

  Exhibit 10  summarizes how various fi nancial assets are classifi ed and measured.  

  19    IFRS 7  Financial Instruments: Disclosures , paragraph 8(h). 
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 To illustrate the diff erent accounting treatments of the gains and losses on fi nancial assets, 
consider an entity that invests €100,000,000 on 1 January 200X in a fi xed-income security in-
vestment, with a 5 percent coupon paid semi-annually. After six months, the company receives 
the fi rst coupon payment of €2,500,000. Additionally, market interest rates have declined such 
that the value of the fi xed-income investment has increased by €2,000,000 as of 30 June 200X. 
 Exhibit 11  illustrates how this situation will be portrayed in the balance sheet assets and equity, 
as well as the income statement (ignoring taxes) of the entity concerned, under each of the 
following three accounting policies for fi nancial assets: assets held for trading purposes, assets 
available for sale, and held-to-maturity assets.  

   EXHIBIT 10       Measurement of Financial Assets 

 Measured at Fair Value  Measured at Cost or Amortised Cost 

•     Financial assets held for trading (e.g., stocks 
and bonds issued by another company)  

•    Available-for-sale fi nancial assets (e.g., stocks 
and bonds issued by another company)*  

•    Derivatives whether stand-alone or embedded 
in non-derivative instruments  

•    Non-derivative instruments (including 
fi nancial assets) with fair value exposures 
hedged by derivatives   

•     Unquoted equity instruments (in limited 
circumstances where the fair value is not 
reliably measurable, cost may serve as a proxy 
(estimate) for fair value)  

•    Held-to-maturity investments (investments in 
bonds issued by another company, intended to 
be held to maturity)  

•    Loans to and receivables from another 
company   

 *As described above, the available-for-sale category will no longer be a choice under IFRS when IFRS 9 
becomes eff ective in 2013.  

   EXHIBIT 11       Accounting for Gains and Losses on Marketable Securities 

 Balance Sheet As of 30 June 200X  Trading Portfolio 
 Available-for-Sale 

Portfolio  Held to Maturity 
 Assets 
Cash and cash equivalents 2,500,000 2,500,000 2,500,000
Cost of securities 100,000,000 100,000,000 100,000,000
Unrealized gains on securities 2,000,000 2,000,000 —

104,500,000 104,500,000 102,500,000
 Liabilities 

 Equity 
Paid-in capital 100,000,000 100,000,000 100,000,000
Retained earnings 4,500,000 2,500,000 2,500,000
Accumulated other comprehensive income — 2,000,000 —

104,500,000 104,500,000 102,500,000

 Income Statement for Period 1 
January–30 June 200X 
Interest income 2,500,000 2,500,000 2,500,000
Unrealized gains 2,000,000 — —
Impact on profi t and loss 4,500,000 2,500,000 2,500,000
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 In the case of marketable securities classifi ed as either trading or available-for-sale, the 
investments are listed under assets and measured at fair market value. To highlight the impact 
of the change in value,  Exhibit 11  shows the unrealized gain on a separate line. Practically, 
the investments would be listed at their fair value of €102,000,000 on one line within assets. 
In the case of trading securities, the unrealized gain is included on the income statement and 
thus refl ected in retained earnings within owners’ equity. In the case of available-for-sale secu-
rities, the unrealized gain is not included on the income statement as profi t and loss; rather, 
it is treated as part of other comprehensive income and thus refl ected in accumulated other 
comprehensive income within owners’ equity. Other comprehensive income includes gains 
and losses that have not been reported on the income statement due to particular accounting 
standards. In the case of held-to-maturity securities, the securities are measured at cost rather 
than fair value; therefore, no unrealized gain is refl ected on either the balance sheet or income 
statement or through comprehensive income. 

 In  Exhibits 4  and  8 , SAP Group’s 2009 balance sheet shows other fi nancial assets of €486 
million (current) and €284 million (non-current). Th e company’s notes disclose that most 
of these fi nancial assets are loans and receivables, €422 million (current) and €168 million 
(non-current). Also, €87 million of the non-current other fi nancial assets are classifi ed as 
available-for-sale equity investments, of which €62 million are venture capital investments 
without quoted market prices. Th e notes disclose that fair values could not be estimated by 
reference to quoted market prices or by discounting estimated future cash fl ows and that 
“such investments are accounted for at cost approximating fair value with impairment being 
assessed  .  .  .” 

 In  Exhibits 5  and  9 , Apple’s 2009 balance sheet shows $18,201 million of short-term mar-
ketable securities and $10,528 million of long-term marketable securities. In total, marketable 
securities represent around 60 percent of Apple’s $47.5 billion in total assets. Marketable se-
curities plus cash and cash equivalents represent around 72 percent of the company’s total 
assets. Apple’s notes disclose that most of the company’s marketable securities are fi xed-income 
securities issued by the US government ($3,327 million) or its agencies ($10,835 million), 
and by other companies including commercial paper ($12,602 million). In accordance with 
its investment policy, Apple invests in highly rated securities (which the company defi nes as 
investment grade, primarily rated single A or better). Th e company classifi es its marketable 
securities as available for sale and reports them on the balance sheet at fair value. Unrealized 
gains and losses are reported in other comprehensive income.     

 5. NON-CURRENT LIABILITIES 

 All liabilities that are not classifi ed as current are considered to be non-current or long-term. 
 Exhibits 12  and  13  present balance sheet excerpts for SAP Group and Apple Inc. showing the 
line items for the companies’ non-current liabilities. 

 Both companies’ balance sheets show non-current unearned revenue (deferred income 
for SAP Group and deferred revenue for Apple). Th ese amounts represent the amounts of 
unearned revenue relating to goods and services expected to be delivered in periods beyond 
twelve months following the reporting period. Th e sections that follow focus on two common 
types of non-current (long-term) liabilities: long-term fi nancial liabilities and deferred tax 
liabilities.    
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   EXHIBIT 12       SAP Group Consolidated Statements of Financial Position (Excerpt: Non-Current 
Liabilities Detail) (in millions of €) 

 as of 31 December 
 Assets  2009  2008 

Total current assets 5,255 5,571
Total non-current assets 8,119 8,329
 Total assets 13,374 13,900
 Equity and liabilities 
Total current liabilities 3,416 5,824
Trade and other payables 35 42
Tax liabilities 239 278
   Bank loans 699 2
   Other fi nancial liabilities 30 38
Financial liabilities 729 40
Other non-fi nancial liabilities 12 13
Provisions 198 232
Deferred tax liabilities 190 239
Deferred income 64 61
Total non-current liabilities 1,467 905
 Total liabilities 4,883 6,729
 Total equity 8,491 7,171
 Equity and liabilities 13,374 13,900

  Source:  SAP Group 2009 annual report.  

   EXHIBIT 13       Apple Inc. Consolidated Balance Sheet (Excerpt: Non-Current Liabilities Detail)* 
(in millions of $) 

 Assets  26 September 2009  27 September 2008 

Total current assets 31,555 30,006
 [All other assets] 15,946 6,165
 Total assets 47,501 36,171
 Liabilities and shareholders’ equity 
Total current liabilities 11,506 11,361
Deferred revenue non-current 853 768
Other non-current liabilities 3,502 1,745
 Total liabilities 15,861 13,874
 Total shareholders’ equity 31,640 22,297
 Total liabilities and shareholders’ equity 47,501 36,171

 * Note : Th e italicized subtotals presented in this excerpt are not explicitly shown on the face of the fi nan-
cial statement as prepared by the company. 
  Source:  Apple Inc. 2009 annual report (Form 10K/A).  
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 5.1.     Long-term Financial Liabilities 

 Typical long-term fi nancial liabilities include loans (i.e., borrowings from banks) and notes or 
bonds payable (i.e., fi xed-income securities issued to investors). Liabilities such as loans paya-
ble and bonds payable are usually reported at amortised cost on the balance sheet. At maturity, 
the amortised cost of the bond (carrying amount) will be equal to the face value of the bond. 
For example, if a company issues $10,000,000 of bonds at par, the bonds are reported as a 
long-term liability of $10 million. Th e carrying amount (amortised cost) from issue to maturi-
ty remains at $10 million. As another example, if a company issues $10,000,000 of bonds at a 
price of 97.50 (a discount to par), the bonds are reported as a liability of $9,750,000. Over the 
bond’s life, the discount of $250,000 is amortised so that the bond will be listed as a liability of 
$10,000,000 at maturity. Similarly, any bond premium would be amortised for bonds issued 
at a price in excess of face or par value. 

 In certain cases, liabilities such as bonds issued by a company are reported at fair value. 
Th ose cases include fi nancial liabilities held for trading, derivatives that are a liability to the 
company, and some non-derivative instruments such as those which are hedged by derivatives. 

 SAP Group’s balance sheet in  Exhibit 12  shows €699 million of bank loans and €30 mil-
lion of other fi nancial liabilities. Apple’s balance sheet does not show any non-current fi nancial 
liabilities.   

 5.2.     Deferred Tax Liabilities 

  Deferred tax liabilities  result from temporary timing diff erences between a company’s income 
as reported for tax purposes (taxable income) and income as reported for fi nancial statement 
purposes (reported income). Deferred tax liabilities result when taxable income and the actual 
income tax payable in a period based on it is less than the reported fi nancial statement in-
come before taxes and the income tax expense based on it. Deferred tax liabilities are defi ned 
as the amounts of income taxes payable in future periods in respect of taxable temporary 
diff erences.  20    In the previous discussion of unearned revenue, inclusion of revenue in taxable 
income in an earlier period created a deferred tax asset (essentially prepaid tax). 

 Deferred tax liabilities typically arise when items of expense are included in taxable in-
come in earlier periods than for fi nancial statement net income. Th is results in taxable income 
being less than income before taxes in the earlier periods. As a result, taxes payable based on 
taxable income are less than income tax expense based on accounting income before taxes. Th e 
diff erence between taxes payable and income tax expense results in a deferred tax liability—for 
example, when companies use accelerated depreciation methods for tax purposes and straight-
line depreciation methods for fi nancial statement purposes. Deferred tax liabilities also arise 
when items of income are included in taxable income in later periods—for example, when 
a company’s subsidiary has profi ts that have not yet been distributed and thus have not yet 
been taxed. 

 SAP Group’s balance sheet in  Exhibit 12  shows €190 million of deferred tax liabilities. Ap-
ple’s balance sheet in  Exhibit 13  does not show a separate line item for deferred tax liabilities, 
however, note disclosures indicate that the $3,502 million of non-current liabilities reported 
on Apple’s balance sheet includes deferred tax liabilities of $2,216 million.     

  20    IAS 12,  Income Taxes , paragraph 5. 
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 6. EQUITY 

  Equity  is the owners’ residual claim on a company’s assets after subtracting its liabilities.  21    It 
represents the claim of the owner against the company. Equity includes funds directly invested 
in the company by the owners, as well as earnings that have been reinvested over time. Equity 
can also include items of gain or loss that are not yet recognized on the company’s income 
statement.  

 6.1.     Components of Equity 

 Six potential components comprise total owners’ equity. Th e fi rst fi ve components listed below 
comprise equity attributable to owners of parent. Th e sixth component is the equity attribut-
able to non-controlling interests.  

   1  .      Capital contributed by owners  (or common stock, or issued capital). Th e amount contrib-
uted to the company by owners. Ownership of a corporation is evidenced through the 
issuance of common shares. Common shares may have a par value (or stated value) or may 
be issued as no par shares (depending on regulations governing the incorporation). Where 
par or stated value requirements exist, it must be disclosed in the equity section of the bal-
ance sheet. In addition, the number of shares authorized, issued, and outstanding must be 
disclosed for each class of share issued by the company. Th e number of authorized shares is 
the number of shares that may be sold by the company under its articles of incorporation. 
Th e number of issued shares refers to those shares that have been sold to investors. Th e 
number of outstanding shares consists of the issued shares less treasury shares.  

   2  .      Preferred shares . Classifi ed as equity or fi nancial liabilities based upon their characteristics 
rather than legal form. For example, perpetual, non-redeemable preferred shares are classi-
fi ed as equity. In contrast, preferred shares with mandatory redemption at a fi xed amount 
at a future date are classifi ed as fi nancial liabilities. Preferred shares have rights that take 
precedence over the rights of common shareholders—rights that generally pertain to re-
ceipt of dividends and receipt of assets if the company is liquidated.  

   3  .      Treasury shares  (or treasury stock or own shares repurchased). Shares in the company that 
have been repurchased by the company and are held as treasury shares, rather than being 
cancelled. Th e company is able to sell (reissue) these shares. A company may repurchase 
its shares when management considers the shares undervalued, needs shares to fulfi ll em-
ployees’ stock options, or wants to limit the eff ects of dilution from various employee 
stock compensation plans. A purchase of treasury shares reduces shareholders’ equity by 
the amount of the acquisition cost and reduces the number of total shares outstanding. If 
treasury shares are subsequently reissued, a company does not recognize any gain or loss 
from the reissuance on the income statement. Treasury shares are non-voting and do not 
receive any dividends declared by the company.  

   4  .      Retained earnings.  Th e cumulative amount of earnings recognized in the company’s 
income statements which have not been paid to the owners of the company as divi-
dends.  

  21    IAS  Framework , paragraph 49 (c) and FASB ASC 505-10-05-3 [Equity–Overview and Background]. 
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   5  .      Accumulated other comprehensive income  (or other reserves). Th e cumulative amount of 
 other  comprehensive income or loss. Comprehensive income includes both a) net income, 
which is recognized on the income statement and is refl ected in retained earnings, and b) 
other comprehensive income which is not recognized as part of net income and is refl ected 
in accumulated other comprehensive income.  22     

   6  .      Non-controlling interest  (or minority interest). Th e equity interests of minority sharehold-
ers in the subsidiary companies that have been consolidated by the parent (controlling) 
company but that are not wholly owned by the parent company.   

  Exhibits 14  and  15  present excerpts of the balance sheets of SAP Group and Apple Inc., 
respectively, with detailed line items for each company’s equity section. SAP’s balance sheet in-
dicates that the company has 1,226 million shares of no-par common stock outstanding with a 
corresponding amount shown in issued capital of €1,226 million. Presentation of the amount 
of treasury shares, –€1,320 million, is explained in the company’s notes: 

  Treasury shares are recorded at acquisition cost and are presented as a deduction 
from total equity. Gains and losses on the subsequent reissuance of treasury shares are 
credited or charged to share premium on an after-tax basis. 

  Source : SAP Group 2009 annual report  

 Th us, the line item share premium of €317 million includes amounts from treasury 
share transactions (and certain other transactions). Th e amount of retained earnings, €8,571 
million, represents the cumulative amount of earnings that the company has recognized in 
its income statements, net of dividends. SAP Group’s –€317 million of “Other components 
of equity” includes the company’s accumulated other comprehensive income. Th e consoli-
dated statement of changes in equity shows that this is composed of €319 million of losses 
on exchange diff erences in translation, €13 million gains on remeasuring available-for-sale 
fi nancial assets, and €11 million losses on cash fl ow hedges. Th e balance sheet presents 
a subtotal for the amount of equity attributable to the parent company €8,477 million 
followed by the amount of equity attributable to non-controlling interests. Total equity in-
cludes both equity attributable to the parent company and equity attributable to non-con-
trolling interests. 

 Th e equity section of Apple’s balance sheet consists of only three line items: common 
stock, retained earnings, and accumulated other comprehensive income/(loss). Th e company 
holds no treasury stock and has no minority interests.     

  22    Comprehensive income is defi ned as “the change in equity [net assets] of a business enterprise during 
a period from transactions and other events and circumstances from non-owner sources. It includes all 
changes in equity during a period except those resulting from investments by owners and distributions to 
owners.” FASB ASC Section 220-10-05 [Comprehensive Income–Overall–Overview and Background]. 
Th ere is no explicit defi nition of comprehensive income in IFRS; the implicit defi nition is similar to that 
above. IFRS defi nes income in the glossary as “increases in economic benefi ts during the accounting 
period in the form of infl ows or enhancements of assets or decreases of liabilities that result in increases 
in equity, other than those relating to contributions from equity participants.” 



Chapter 5 Understanding Balance Sheets 225

 6.2.     Statement of Changes in Equity 

 Th e  statement of changes in equity  (or statement of shareholders’ equity) presents informa-
tion about the increases or decreases in a company’s equity over a period. IFRS requires the 
following information in the statement of changes in equity: 

•    total comprehensive income for the period;  
•    the eff ects of any accounting changes that have been retrospectively applied to previous 

periods;  

   EXHIBIT 14       SAP Group Consolidated Statements of Financial Position (Excerpt: Equity Detail) 
(in millions of €) 

 as of 31 December 
 Assets  2009  2008 

 Total assets 13,374 13,900
 Equity and liabilities 
 Total liabilities 4,883 6,729
   Issued capital 1) 1,226 1,226
   Treasury shares –1,320 –1,362
   Share premium 317 320
   Retained earnings 8,571 7,422
   Other components of equity –317 –437
Equity attributable to owners of parent 8,477 7,169
Non-controlling interests 14 2
 Total equity 8,491 7,171
 Equity and liabilities 13,374 13,900

  1) Authorized–not issued or outstanding: 480 million no-par shares at 31 December 2009 and 2008. 
 Authorized–issued and outstanding: 1,226 million no-par shares at 31 December 2009 and 2008. 
  Source:  SAP Group 2009 annual report.  

   EXHIBIT 15       Apple Inc. Consolidated Balance Sheet (Excerpt: Equity Detail) (in millions of $) 

 Assets  26 September 2009  27 September 2008 

 Total assets 47,501 36,171
 Liabilities and shareholders’ equity 
 Total liabilities 15,861 13,874
Common stock, no par value; 1,800,000,000 
shares authorized; 899,805,500 and 888,325,973 
shares issued and outstanding, respectively 8,210 7,177
Retained earnings 23,353 15,129
Accumulated other comprehensive income/(loss) 77 (9)
 Total shareholders’ equity 31,640 22,297
 Total liabilities and shareholders’ equity 47,501 36,171

  Source:  Apple Inc. 2009 annual report (10K/A).  
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•    capital transactions with owners and distributions to owners; and  
•    reconciliation of the carrying amounts of each component of equity at the beginning and 

end of the year.  23      

  Under US GAAP, the requirement as specifi ed by the SEC is for companies to provide an anal-
ysis of changes in each component of stockholders’ equity that is shown in the balance sheet.  24    

  Exhibit 16  presents an excerpt from Apple’s Consolidated Statements of Changes in 
Shareholders’ Equity. Th e excerpt shows only one of the years presented on the actual state-
ment. It begins with the balance as of 27 September 2008 (i.e., the beginning of fi scal 2009) 
and presents the analysis of changes to 26 September 2009 in each component of equity that 
is shown on Apple’s balance sheet. As shown, the company issued 11.48 million new shares in 
connection with its employee stock plans, increasing the number of shares outstanding from 
888.326 million to 899.806 million. Th e dollar balance in common stock also increased in 
connection with stock-based compensation. Retained earnings increased by $8,235 million 
net income, net of an $11 million adjustment in connection with stock plans. For companies 
that pay dividends, the amount of dividends are shown separately as a deduction from retained 
earnings. Apple did not pay dividends. Th e statement also provides details on the $86 million 
change in Apple’s Accumulated other comprehensive income. Note that the statement pro-
vides a subtotal for total comprehensive income that includes net income and each of the 
components of other comprehensive income.      

  23    IAS 1,  Presentation of Financial Statements , paragraph 106. 
  24    FASB ASC 505-10-S99 [Equity–Overall–SEC materials] indicates that a company can present the 
analysis of changes in stockholders’ equity either in the notes or in a separate statement. 

   EXHIBIT 16       Excerpt from Apple Inc.’s Consolidated Statements of Changes in Shareholders’ 
Equity (in millions, except share amounts which are refl ected in thousands)  

 Retained 
Earnings 

 Accumulated Other 
Comprehensive 

Income 
 Total Share-

holders’ Equity 

 Common Stock 

 Shares  Amount 

 Balances as of 27 
September 2008 

 888,326  $ 7,177  $ 15,129  $ (9)  $ 22,297 

    Components of 
comprehensive 
income:

      Net income — — 8,235 — 8,235

       Change in foreign 
currency translation — — — (14) (14)

       Change in 
unrealized loss on 
available-for-sale 
securities, net of tax — — — 118 118

       Change in unrealized 
gain on derivative 
instruments, net 
of tax — — — (18) (18)
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 7. ANALYSIS OF THE BALANCE SHEET 

 Th is section describes two tools for analyzing the balance sheet: common-size analysis and bal-
ance sheet ratios. Analysis of a company’s balance sheet can provide insight into the company’s 
liquidity and solvency—as of the balance sheet date—as well as the economic resources the 
company controls.  Liquidity  refers to a company’s ability to meet its short-term fi nancial com-
mitments. Assessments of liquidity focus a company’s ability to convert assets to cash and to 
pay for operating needs.  Solvency  refers to a company’s ability to meet its fi nancial obligations 
over the longer term. Assessments of solvency focus on the company’s fi nancial structure and 
its ability to pay long-term fi nancing obligations.  

 7.1.     Common-Size Analysis of the Balance Sheet 

 Th e fi rst technique, vertical common-size analysis, involves stating each balance sheet item as 
a percentage of total assets.  25    Common-size statements are useful in comparing a company’s 
balance sheet composition over time (time-series analysis) and across companies in the same 
industry. To illustrate, Panel A of  Exhibit 17  presents a balance sheet for three hypothetical 
companies. Company C, with assets of $9.75 million is much larger than Company A and 
Company B, each with only $3.25 million in assets. Th e common-size balance sheet presented 
in Panel B facilitates a comparison of these diff erent sized companies.  

EXHIBIT 16 (Continued)

  25    As discussed in the curriculum chapter on fi nancial statement analysis, another type of common-size 
analysis, known as “horizontal common-size analysis,” states quantities in terms of a selected base-year 
value. Unless otherwise indicated, text references to “common-size analysis” refer to vertical analysis. 

 Retained 
Earnings 

 Accumulated Other 
Comprehensive 

Income 
 Total Share-

holders’ Equity 

 Common Stock 

 Shares  Amount 

       Total comprehensive 
income

8,321

Stock-based 
compensation — 707 — — 707

Common stock issued 
under stock plans, net 
of shares withheld for 
employee taxes 11,480 404 (11) — 393

Tax benefi t from 
employee stock plan 
awards, including 
transfer pricing 
adjustments — (78) — — (78)

 Balances as of 26 
September 2009  899,806  $ 8,210  $ 23,353  $ 77  $ 31,640 
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   EXHIBIT 17  

 Panel A: Balance Sheets for Companies A, B, and C 

 ($ Th ousands)  A  B  C 

 ASSETS 

Current assets

   Cash and cash equivalents 1,000 200 3,000

   Short-term marketable securities 900 — 300

   Accounts receivable 500 1,050 1,500

   Inventory 100 950 300

Total current assets 2,500 2,200 5,100

Property, plant, and equipment, net 750 750 4,650

Intangible assets — 200 —

Goodwill — 100 —

Total assets 3,250 3,250 9,750

 LIABILITIES AND SHAREHOLDERS’ EQUITY 

Current liabilities

   Accounts payable — 2,500 600

Total current liabilities — 2,500 600

Long-term bonds payable 10 10 9,000

Total liabilities 10 2,510 9,600

Total shareholders’ equity 3,240 740 150

Total liabilities and shareholders’ equity 3,250 3,250 9,750

 Panel B: Common-Size Balance Sheets for Companies A, B, and C 

 (Percent)  A  B  C 

 ASSETS 

Current assets

   Cash and cash equivalents 30.8 6.2 30.8

   Short-term marketable securities 27.7 0.0 3.1

   Accounts receivable 15.4 32.3 15.4

   Inventory 3.1 29.2 3.1

Total current assets 76.9 67.7 52.3

Property, plant, and equipment, net 23.1 23.1 47.7

Intangible assets 0.0 6.2 0.0

Goodwill 0.0 3.1 0.0

Total assets 100.0 100.0 100.0
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 Most of the assets of Company A and B are current assets; however, Company A has near-
ly 60 percent of its total assets in cash and short-term marketable securities while Company B 
has only 6 percent of its assets in cash. Company A is more liquid than Company B. Company 
A shows no current liabilities (its current liabilities round to less than $10 thousand), and it 
has cash on hand of $1.0 million to meet any near-term fi nancial obligations it might have. 
In contrast, Company B has $2.5 million of current liabilities which exceed its available cash 
of only $200 thousand. To pay those near-term obligations, Company B will need to collect 
some of its accounts receivables, sell more inventory, borrow from a bank, and/or raise more 
long-term capital (e.g., by issuing more bonds or more equity). Company C also appears more 
liquid than Company B. It holds over 30 percent of its total assets in cash and short-term mar-
ketable securities, and its current liabilities are only 6.2 percent of the amount of total assets. 

 Company C’s $3.3 million in cash and short-term marketable securities is substantially 
more than its current liabilities of $600 thousand. Turning to the question of solvency, how-
ever, note that 98.5 percent of Company C’s assets are fi nanced with liabilities. If Company 
C experiences signifi cant fl uctuations in cash fl ows, it may be unable to pay the interest and 
principal on its long-term bonds. Company A is far more solvent than Company C, with less 
than one percent of its assets fi nanced with liabilities. 

 Note that these examples are hypothetical only. Other than general comparisons, little 
more can be said without further detail. In practice, a wide range of factors aff ect a company’s 
liquidity management and capital structure. Th e study of optimal  capital structure  is a fun-
damental issue addressed in corporate fi nance. Capital refers to a company’s long-term debt 
and equity fi nancing; capital structure refers to the proportion of debt versus equity fi nancing. 

 Common-size balance sheets can also highlight diff erences in companies’ strategies. Com-
paring the asset composition of the companies, Company C has made a greater proportional 
investment in property, plant, and equipment—possibly because it manufactures more of its 
products in-house. Th e presence of goodwill on Company B’s balance sheet signifi es that it 
has made one or more acquisitions in the past. In contrast, the lack of goodwill on the balance 
sheets of Company A and Company C suggests that these two companies may have pursued a 
strategy of internal growth rather than growth by acquisition. Company A may be in either a 
start-up or liquidation stage of operations as evidenced by the composition of its balance sheet. 
It has relatively little inventory and no accounts payable. It either has not yet established trade 
credit or it is in the process of paying off  its obligations in the process of liquidating.  

 Panel B: Common-Size Balance Sheets for Companies A, B, and C 

 (Percent)  A  B  C 

 LIABILITIES AND SHAREHOLDERS’ EQUITY 

Current liabilities

   Accounts payable 0.0 76.9 6.2

Total current liabilities 0.0 76.9 6.2

Long-term bonds payable 0.3 0.3 92.3

Total liabilities 0.3 77.2 98.5

Total shareholders’ equity 99.7 22.8 1.5

Total liabilities and shareholders’ equity 100.0 100.0 100.0

EXHIBIT 17 (Continued)
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 Common-size analysis of the balance sheet is particularly useful in cross-sectional analysis—
comparing companies to each other for a particular time period or comparing a company with in-
dustry or sector data. Th e analyst could select individual peer companies for comparison, use indus-
try data from published sources, or compile data from databases. When analyzing a company, many 
analysts prefer to select the peer companies for comparison or to compile their own industry statistics. 

  Exhibit 18  presents common-size balance sheet data compiled for the 10 sectors of the 
S&P 500 using 2008 data. Th e sector classifi cation follows the S&P/MSCI Global Industrial 
Classifi cation System (GICS). Th e exhibit presents mean and median common-size balance 
sheet data for those companies in the S&P 500 for which 2008 data was available in the Com-
pustat database.  26     

  26    An entry of zero for an item (e.g., current assets) was excluded from the data, except in the case of pre-
ferred stock. Note that most fi nancial institutions did not provide current asset or current liability data, 
so these are reported as not available in the database. 

 EXAMPLE 6    Common-Size Analysis 

 Applying common-size analysis to the excerpts of SAP Group’s balance sheets presented 
in  Exhibits 4 ,  6 ,  8 , and  12 , answer the following: In 2009 relative to 2008, which two 
of the following line items increased as a percentage of assets?  

  A  .   Cash and cash equivalents.  
  B  .   Other fi nancial assets.  
  C  .   Trade and other receivables.  
  D  .   Tax assets.  
  E  .   Bank loans classifi ed as current (i.e., due within one year).  
  F  .   Bank loans classifi ed as non-current (i.e., due after one year).    

 Solution:    (€ amounts shown are in millions.) A and F are correct. Both cash and 
longer-term bank loans increased as a percentage of total assets. Cash and cash equiv-
alents increased from 9.2 percent of total assets in 2008 (€1,280 ÷ €13,900) to 14.1 
percent in 2009 (€1,884 ÷ €13,374). Bank loans due after one year increased from 0.01 
percent in 2008 (€2 ÷ €13,900) to 5.2 percent in 2009 (€699 ÷ €13,374). Th e company 
may have borrowed funds for a strategic purpose that it has not yet acted upon. 

 Th e other items (other fi nancial assets, trade and other receivables, tax assets, and 
bank loans classifi ed as current) all decreased both in absolute euro amounts and as 
a percentage of total assets when compared with the previous year. Note that some 
amounts of the company’s other fi nancial assets, trade and other receivables, and 
tax assets are classifi ed as current assets (shown in  Exhibit 4 ) and some amounts are 
classifi ed as non-current assets (shown in  Exhibit 8 ). Th e total amounts—current and 
non-current—of other fi nancial assets, trade and other receivables, and tax assets, there-
fore, are obtained by summing the amounts in  Exhibits 4  and  8 . 

 Overall, the company strengthened its liquidity position in 2009. Total current 
assets were approximately the same percentage of total assets, whereas cash was a much 
higher percentage of total assets; total current liabilities were a much smaller percentage 
of the amount of total assets.   
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 Some interesting general observations can be made from these data:  

•    Energy and utility companies have the largest amounts of property, plant, and equipment 
(PPE). Telecommunication services, followed by utilities, have the highest level of long-term 
debt. Utilities also use some preferred stock.  

•    Financial companies have the greatest percentage of total liabilities. Financial companies 
typically have relatively high fi nancial leverage.  

•    Telecommunications services and utility companies have the lowest level of receivables.  
•    Inventory levels are highest for consumer discretionary. Materials and consumer staples have 

the next highest inventories.  
•    Information technology companies use the least amount of leverage as evidenced by the low-

est percentages for long-term debt and total liabilities and highest percentages for common 
and total equity.   

  Example 7  discusses an analyst using cross-sectional common-size balance sheet data.    

 EXAMPLE 7    Cross-Sectional Common-Size Analysis 

 Jason Lu is examining three companies in the computer industry to evaluate their rela-
tive fi nancial position as refl ected on their balance sheets. He has compiled the following 
vertical common-size data for Apple, Dell, and Hewlett-Packard. 

 Cross-Sectional Analysis Consolidated Balance Sheets (in Percent of Total Assets) 
 AAPL  

    30 Sept 2009 
 DELL  

    29 Jan 2010 
 HPQ  

    31 Oct 2009 

 ASSETS 
Current assets:
   Cash and cash equivalents 11.1 31.6 11.6
   Short-term marketable securities 38.3 1.1 0.0
    Accounts receivable and fi nancing 

 receivables
7.1 25.4 16.7

   Inventories 1.0 3.1 5.3
   Deferred tax assets 2.4 0.0 0.0
   Other current assets 6.6 10.8 12.1
 Total current assets 66.4 72.0 45.8
Long-term marketable securities 22.2 2.3 0.0
Long-term fi nancing receivables 0.0 0.0 9.8
Property, plant, and equipment, net 6.2 6.5 9.8
Goodwill 0.4 12.1 28.8
Acquired intangible assets, net 0.5 5.0 5.7
Other assets 4.2 2.0 0.0
 Total assets 100.0 100.0 100.0
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 Cross-Sectional Analysis Consolidated Balance Sheets (in Percent of Total Assets) 
 AAPL  

    30 Sept 2009 
 DELL  

    29 Jan 2010 
 HPQ  

    31 Oct 2009 
 LIABILITIES AND SHAREHOLDERS’ 
EQUITY 
Current liabilities:
   Accounts payable 11.8 33.8 12.9
   Short-term debt 0.0 2.0 1.6
   Accrued expenses 8.1 11.5 17.6
   Deferred revenue 4.3 9.0 5.4
 Total current liabilities 24.2 56.3 37.5
Long-term debt 0.0 10.2 12.2
Deferred revenue non-current 1.8 9.0 0.0
Other non-current liabilities 7.4 7.7 15.1
 Total liabilities 33.4 83.2 64.7
Commitments and contingencies
 Total shareholders’ equity 66.6 16.8 35.3
 Total liabilities and shareholders’ equity 100.0 100.0 100.0

 AAPL = Apple Inc.; DELL = Dell Inc.; HPQ = Hewlett-Packard Co. 
  Source : Based on data from companies’ annual reports.   

 From this data, Lu learns the following:  

•    Apple and Dell have a high level of cash and short-term marketable securities, 
consistent with the information technology sector as reported in  Exhibit 18 . 
Hewlett-Packard’s percentage of cash and marketable securities is lower, perhaps 
refl ecting its broader range of information technology products and services. Apple 
has a higher balance in cash and investments combined than Dell, Hewlett-Pack-
ard, or the industry sector as reported in  Exhibit 18 . Th is may refl ect the success 
of the company’s business model, which has generated large operating cash fl ows 
in recent years.  

•    Apple has the lowest level of accounts receivable. Further research is necessary to 
learn the extent to which this is related to Apple’s cash sales through its own re-
tail stores. An alternative explanation would be that the company has been selling/
factoring receivables to a greater degree than the other companies; however, that 
explanation is unlikely given Apple’s cash position.  

•    Apple and Dell both have low levels of inventory compared to the industry sector as 
reported in  Exhibit 18 . Both utilize a just-in-time inventory system and rely on sup-
pliers to hold inventory until needed. Additional scrutiny of the notes accompanying 
their annual reports reveals Apple regularly makes purchase commitments that are 
not currently recorded as inventory and uses contract manufacturers to assemble and 
test some fi nished products. All of the companies have some purchase commitments 
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 7.2.     Balance Sheet Ratios 

 Ratios facilitate time-series and cross-sectional analysis of a company’s fi nancial position. 
 Balance sheet ratios  are those involving balance sheet items only. Each of the line items on 
a vertical common-size balance sheet is a ratio in that it expresses a balance sheet amount in 
relation to total assets. Other balance sheet ratios compare one balance sheet item to another. 
For example, the current ratio expresses current assets in relation to current liabilities as an 
indicator of a company’s liquidity. Balance sheet ratios include  liquidity ratios  (measuring 
the company’s ability to meet its short-term obligations) and  solvency ratios  (measuring the 
company’s ability to meet long-term and other obligations). Th ese ratios and others are dis-
cussed in a later chapter.  Exhibit 19  summarizes the calculation and interpretation of selected 
balance sheet ratios.   

and make some use of contract manufacturers, which implies that inventory may be 
“understated.”  

•    Apple and Dell have a level of property, plant, and equipment below that of the 
sector, whereas Hewlett-Packard is very close to the sector median as reported in 
 Exhibit 18 .  

•    Hewlett-Packard has a large amount of goodwill from its steady stream of acquisi-
tions over the last decade.  

•    Dell has a large amount of accounts payable. Because of Dell’s high level of cash and 
investments, this is likely not a problem for Dell.  

•    Consistent with the industry, Dell and Hewlett-Packard have very low levels of long-
term debt. Apple has no long-term debt.    

   EXHIBIT 19       Balance Sheet Ratios 

 Liquidity Ratios  Calculation  Indicates 

Current Current assets ÷ Current liabilities Ability to meet current liabilities

Quick (acid test) (Cash + Marketable securities + 
Receivables) ÷ Current liabilities

Ability to meet current liabilities

Cash (Cash + Marketable securities) ÷ 
Current liabilities

Ability to meet current liabilities

 Solvency Ratios 

Long-term debt-to-equity Total long-term debt ÷ Total 
equity

Financial risk and fi nancial leverage

Debt-to-equity Total debt ÷ Total equity Financial risk and fi nancial leverage

Total debt Total debt ÷ Total assets Financial risk and fi nancial leverage

Financial leverage Total assets ÷ Total equity Financial risk and fi nancial leverage
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 EXAMPLE 8    Ratio Analysis 

 For the following ratio questions, refer to the balance sheet information for the SAP 
Group presented in  Exhibits 1 ,  4 ,  6 ,  8 , and  12 .  

  1  .     Th e current ratio for SAP Group at 31 December 2009 is  closest  to  
  A  .   1.54.  
  B  .   1.86.  
  C  .   2.33.    

  2  .     Which two of the following ratios decreased in 2009 relative to 2008?  
  A  .   Cash.  
  B  .   Quick.  
  C  .   Current.  
  D  .   Debt-to-equity.  
  E  .   Financial leverage.  
  F  .   Long-term debt-to-equity.    

  3  .     For the ratios listed in Question 2, how are the changes interpreted?    

 Solution to 1:    A is correct. SAP Group’s current ratio (Current assets ÷ Current liabili-
ties) at 31 December 2009 is 1.54 (€5,255 million ÷ €3,416 million).   

 Solution to 2:    D and E are correct. Th e ratios are shown in the table below. Th e 
debt-to-equity and fi nancial leverage ratios are lower in 2009 than in 2008. Bank loans 
(short-term debt) were reduced and equity increased. All other ratios are higher. 

 Liquidity Ratios  Calculation  2009 € in millions  2008 € in millions 

Current Current assets ÷ 
Current liabilities

€5,255 ÷ €3,416 =  1.54 €5,571 ÷ €5,824 =  0.96 

Quick (acid test) (Cash + Marketable 
securities + Receivables) 
÷ Current liabilities

(€1,884 + €486 + 
€2,546) ÷ €3,416 = 
 1.44 

(€1,280 + €588 + 
€3,178) ÷ €5,824 = 
 0.87 

Cash (Cash + Marketable 
securities) ÷ Current 
liabilities

(€1,884 + €486) ÷ 
€3,416 =  0.69 

(€1,280 + €588) ÷ 
€5,824 =  0.32 

 Solvency Ratios 

Long-term debt-
to-equity

Total long-term debt ÷ 
Total equity

€729 ÷ €8,491 =  8.6% €40 ÷ €7,171 =  0.6% 

Debt-to-equity Total debt ÷ Total 
equity

(€146 + €729 ) ÷ 
€8,491 =  10.3% 

(€ 2,563 + €40) ÷ 
€7,171 =  36.3% 

Financial 
Leverage

Total assets ÷ Total 
equity

€13,374 ÷ €8,491 = 
 1.58 

€13,900 ÷ €7,171 = 
 1.94 
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 Cross-sectional fi nancial ratio analysis can be limited by diff erences in accounting methods. 
In addition, lack of homogeneity of a company’s operating activities can limit comparability. 
For diversifi ed companies operating in diff erent industries, using industry-specifi c ratios for 
diff erent lines of business can provide better comparisons. Companies disclose information on 
operating segments. Th e fi nancial position and performance of the operating segments can be 
compared to the relevant industry. 

 Ratio analysis requires a signifi cant amount of judgment. One key area requiring judgment 
is understanding the limitations of any ratio. Th e current ratio, for example, is only a rough 
measure of liquidity at a specifi c point in time. Th e ratio captures only the amount of current 
assets, but the components of current assets diff er signifi cantly in their nearness to cash (e.g., 
marketable securities versus inventory). Another limitation of the current ratio is its sensitivity 
to end-of-period fi nancing and operating decisions that can potentially impact current asset and 
current liability amounts. Another overall area requiring judgment is determining whether a ratio 
for a company is within a reasonable range for an industry. Yet another area requiring judgment is 
evaluating whether a ratio signifi es a persistent condition or refl ects only a temporary condition. 
Overall, evaluating specifi c ratios requires an examination of the entire operations of a company, 
its competitors, and the external economic and industry setting in which it is operating.    

 8. SUMMARY 

 Th e balance sheet (also referred to as the statement of fi nancial position) discloses what an 
entity owns (assets) and what it owes (liabilities) at a specifi c point in time. Equity is the own-
ers’ residual interest in the assets of a company, net of its liabilities. Th e amount of equity is 
increased by income earned during the year, or by the issuance of new equity. Th e amount of 
equity is decreased by losses, by dividend payments, or by share repurchases. 

 Solution to 3:      Th e increase in each of the liquidity ratios (current, quick, and cash) in 
2009 indicates that the company’s liquidity position strengthened. Compared with the 
end of 2008, the company reported a greater amount of current assets relative to current 
liabilities.  
•    Th e long-term debt-to-equity ratio indicates the amount of long-term debt capital 

relative to the amount of equity capital. In general, an increase in the long-term 
debt-to-equity ratio implies that a company’s solvency has weakened. In this case, 
however, several points should be noted. First, despite the increase, this company’s 
ratio remains very low, indicating its solvency position is strong. Second, securing 
long-term fi nancing in 2009—when credit market disruptions had caused diffi  culty 
for some companies seeking to borrow—could be considered a very prudent action. 
Th ird, the company’s overall fi nancial leverage decreased, i.e., improved.  

•    Th e debt-to-equity ratio indicates the amount of total debt capital relative to the 
amount of equity capital. Financial leverage indicates the amount of total asset rel-
ative to equity. A decrease in the debt-to-equity and fi nancial leverage ratios implies 
that a company’s total leverage decreased and thus its solvency has improved. In this 
case, the company’s total leverage decreased largely because the company repaid most 
of its short-term bank loans and increased its equity in 2009.     
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 An understanding of the balance sheet enables an analyst to evaluate the liquidity, solvency, 
and overall fi nancial position of a company.  

•    Th e balance sheet distinguishes between current and non-current assets and between current 
and non-current liabilities unless a presentation based on liquidity provides more relevant 
and reliable information.  

•    Th e concept of liquidity relates to a company’s ability to pay for its near-term operating 
needs. With respect to a company overall, liquidity refers to the availability of cash to pay 
those near-term needs. With respect to a particular asset or liability, liquidity refers to its 
“nearness to cash.”  

•    Some assets and liabilities are measured on the basis of fair value and some are measured at 
historical cost. Notes to fi nancial statements provide information that is helpful in assessing 
the comparability of measurement bases across companies.  

•    Assets expected to be liquidated or used up within one year or one operating cycle of the 
business, whichever is greater, are classifi ed as current assets. Assets not expected to be liqui-
dated or used up within one year or one operating cycle of the business, whichever is greater, 
are classifi ed as non-current assets.  

•    Liabilities expected to be settled or paid within one year or one operating cycle of the busi-
ness, whichever is greater, are classifi ed as current liabilities. Liabilities not expected to be 
settled or paid within one year or one operating cycle of the business, whichever is greater, 
are classifi ed as non-current liabilities.  

•    Trade receivables, also referred to as accounts receivable, are amounts owed to a company by 
its customers for products and services already delivered. Receivables are reported net of the 
allowance for doubtful accounts.  

•    Inventories are physical products that will eventually be sold to the company’s customers, 
either in their current form (fi nished goods) or as inputs into a process to manufacture a 
fi nal product (raw materials and work-in-process). Inventories are reported at the lower of 
cost or net realizable value. If the net realizable value of a company’s inventory falls below 
its carrying amount, the company must write down the value of the inventory and record 
an expense.  

•    Inventory cost is based on specifi c identifi cation or estimated using the fi rst-in, fi rst-out or 
weighted average cost methods. Some accounting standards (including US GAAP but not 
IFRS) also allow last-in, fi rst-out as an additional inventory valuation method.  

•    Accounts payable, also called trade payables, are amounts that a business owes its vendors for 
purchases of goods and services.  

•    Deferred revenue (also known as unearned revenue) arises when a company receives pay-
ment in advance of delivery of the goods and services associated with the payment received.  

•    Property, plant, and equipment (PPE) are tangible assets that are used in company opera-
tions and expected to be used over more than one fi scal period. Examples of tangible assets 
include land, buildings, equipment, machinery, furniture, and natural resources such as 
mineral and petroleum resources.  

•    IFRS provide companies with the choice to report PPE using either a historical cost model 
or a revaluation model. US GAAP permit only the historical cost model for reporting PPE.  

•    Depreciation is the process of recognizing the cost of a long-lived asset over its useful life. 
(Land is not depreciated.)  

•    Under IFRS, property used to earn rental income or capital appreciation is considered to be 
investment property. IFRS provide companies with the choice to report investment property 
using either a historical cost model or a fair value model.  
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           PROBLEMS      

   1  .     Resources controlled by a company as a result of past events are:  
    A   .     equity. 
    B   .     assets. 
    C   .     liabilities.   

•    Intangible assets refer to identifi able non-monetary assets without physical substance. Exam-
ples include patents, licenses, and trademarks. For each intangible asset, a company assesses 
whether the useful life is fi nite or indefi nite.  

•    An intangible asset with a fi nite useful life is amortised on a systematic basis over the best 
estimate of its useful life, with the amortisation method and useful-life estimate reviewed at 
least annually. Impairment principles for an intangible asset with a fi nite useful life are the 
same as for PPE.  

•    An intangible asset with an indefi nite useful life is not amortised. Instead, it is tested for 
impairment at least annually.  

•    For internally generated intangible assets, IFRS require that costs incurred during the re-
search phase must be expensed. Costs incurred in the development stage can be capitalized 
as intangible assets if certain criteria are met, including technological feasibility, the ability 
to use or sell the resulting asset, and the ability to complete the project.  

•    Th e most common asset that is not a separately identifi able asset is goodwill, which arises 
in business combinations. Goodwill is not amortised; instead it is tested for impairment at 
least annually.  

•    Financial instruments are contracts that give rise to both a fi nancial asset of one entity and 
a fi nancial liability or equity instrument of another entity. In general, there are two basic 
alternative ways that fi nancial instruments are measured: fair value or amortised cost. For 
fi nancial instruments measured at fair value, there are two basic alternatives in how net 
changes in fair value are recognized: as profi t or loss on the income statement, or as other 
comprehensive income (loss) which bypasses the income statement.  

•    Typical long-term fi nancial liabilities include loans (i.e., borrowings from banks) and notes 
or bonds payable (i.e., fi xed-income securities issued to investors). Liabilities such as bonds 
issued by a company are usually reported at amortised cost on the balance sheet.  

•    Deferred tax liabilities arise from temporary timing diff erences between a company’s income 
as reported for tax purposes and income as reported for fi nancial statement purposes.  

•    Six potential components that comprise the owners’ equity section of the balance sheet in-
clude: contributed capital, preferred shares, treasury shares, retained earnings, accumulated 
other comprehensive income, and non-controlling interest.  

•    Th e statement of changes in equity refl ects information about the increases or decreases in 
each component of a company’s equity over a period.  

•    Vertical common-size analysis of the balance sheet involves stating each balance sheet item 
as a percentage of total assets.  

•    Balance sheet ratios include liquidity ratios (measuring the company’s ability to meet its 
short-term obligations) and solvency ratios (measuring the company’s ability to meet long-
term and other obligations).     
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   2  .     Equity equals:  
    A   .     Assets – Liabilities. 
    B   .     Liabilities – Assets. 
    C   .     Assets + Liabilities.   

   3  .     Distinguishing between current and non-current items on the balance sheet and present-
ing a subtotal for current assets and liabilities is referred to as:  
    A   .     a classifi ed balance sheet. 
    B   .     an unclassifi ed balance sheet. 
    C   .     a liquidity-based balance sheet.   

   4  .     All of the following are current assets  except :  
    A   .     cash. 
    B   .     goodwill. 
    C   .     inventories.   

   5  .     Debt due within one year is considered:  
    A   .     current. 
    B   .     preferred. 
    C   .     convertible.   

   6  .     Money received from customers for products to be delivered in the future is recorded as:  
    A   .     revenue and an asset. 
    B   .     an asset and a liability. 
    C   .     revenue and a liability.   

   7  .     Th e carrying value of inventories refl ects:  
    A   .     their historical cost. 
    B   .     their current value. 
    C   .     the lower of historical cost or net realizable value.   

   8  .     When a company pays its rent in advance, its balance sheet will refl ect a reduction in:  
    A   .     assets and liabilities. 
    B   .     assets and shareholders’ equity. 
    C   .     one category of assets and an increase in another.   

   9  .     Accrued expenses (accrued liabilities) are:  
    A   .     expenses that have been paid. 
    B   .     created when another liability is reduced. 
    C   .     expenses that have been reported on the income statement but not yet paid.   

   10  .     Th e initial measurement of goodwill is  most likely  aff ected by:  
    A   .     an acquisition’s purchase price. 
    B   .     the acquired company’s book value. 
    C   .     the fair value of the acquirer’s assets and liabilities.   

   11  .     Defi ning total asset turnover as revenue divided by average total assets, all else equal, im-
pairment write-downs of long-lived assets owned by a company will  most likely  result in 
an increase for that company in:  
    A   .     the debt-to-equity ratio but not the total asset turnover. 
    B   .     the total asset turnover but not the debt-to-equity ratio. 
    C   .     both the debt-to-equity ratio and the total asset turnover.   
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   12  .     For fi nancial assets classifi ed as trading securities, how are unrealized gains and losses 
refl ected in shareholders’ equity?  
    A   .     Th ey are not recognized. 
    B   .     Th ey fl ow through income into retained earnings. 
    C   .     Th ey are a component of accumulated other comprehensive income.   

   13  .     For fi nancial assets classifi ed as available for sale, how are unrealized gains and losses re-
fl ected in shareholders’ equity?  
    A   .     Th ey are not recognized. 
    B   .     Th ey fl ow through retained earnings. 
    C   .     Th ey are a component of accumulated other comprehensive income.   

   14  .     For fi nancial assets classifi ed as held to maturity, how are unrealized gains and losses re-
fl ected in shareholders’ equity?  
    A   .     Th ey are not recognized. 
    B   .     Th ey fl ow through retained earnings. 
    C   .     Th ey are a component of accumulated other comprehensive income.   

   15  .     Th e non-controlling (minority) interest in consolidated subsidiaries is presented on the 
balance sheet:  
    A   .     as a long-term liability. 
    B   .     separately, but as a part of shareholders’ equity. 
    C   .     as a mezzanine item between liabilities and shareholders’ equity.   

   16  .     Th e item “retained earnings” is a component of:  
    A   .     assets. 
    B   .     liabilities. 
    C   .     shareholders’ equity.   

   17  .     When a company buys shares of its own stock to be held in treasury, it records a reduction 
in:  
    A   .     both assets and liabilities. 
    B   .     both assets and shareholders’ equity. 
    C   .     assets and an increase in shareholders’ equity.   

   18  .     Which of the following would an analyst  most likely  be able to determine from a 
common-size analysis of a company’s balance sheet over several periods?  
    A   .     An increase or decrease in sales. 
    B   .     An increase or decrease in fi nancial leverage. 
    C   .     A more effi  cient or less effi  cient use of assets.   

   19  .     An investor concerned whether a company can meet its near-term obligations is  most likely  
to calculate the:  
    A   .     current ratio. 
    B   .     return on total capital. 
    C   .     fi nancial leverage ratio.   

   20  .     Th e most stringent test of a company’s liquidity is its:  
    A   .     cash ratio. 
    B   .     quick ratio. 
    C   .     current ratio.   
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   21  .     An investor worried about a company’s long-term solvency would  most likely  examine its:  
    A   .     current ratio. 
    B   .     return on equity. 
    C   .     debt-to-equity ratio.   

   22  .     Using the information presented in Exhibit 4, the quick ratio for SAP Group at 
31 December 2009 is  closest  to:  
    A   .     1.01. 
    B   .     1.44. 
    C   .     1.54.   

   23  .     Using the information presented in Exhibit 12, the fi nancial leverage ratio for SAP Group 
at 31 December 2009 is  closest  to:  
    A   .     0.08. 
    B   .     0.58. 
    C   .     1.58.      
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 CHAPTER   6   

 UNDERSTANDING CASH 
FLOW STATEMENTS   

     Elaine     Henry   ,   CFA   
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     Jan Hendrik     van Greuning   ,   CFA   
    Michael A.     Broihahn   ,   CFA         

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         compare cash fl ows from operating, investing, and fi nancing activities and classify cash fl ow 
items as relating to one of those three categories given a description of the items;  

•         describe how non-cash investing and fi nancing activities are reported;  
•         contrast cash fl ow statements prepared under International Financial Reporting Standards 

(IFRS) and US generally accepted accounting principles (US GAAP);  
•         distinguish between the direct and indirect methods of presenting cash from operating ac-

tivities and describe arguments in favor of each method;  
•         describe how the cash fl ow statement is linked to the income statement and the balance sheet;  
•         describe the steps in the preparation of direct and indirect cash fl ow statements, including 

how cash fl ows can be computed using income statement and balance sheet data;  
•         convert cash fl ows from the indirect to direct method;  
•         analyze and interpret both reported and common-size cash fl ow statements;  
•         calculate and interpret free cash fl ow to the fi rm, free cash fl ow to equity, and performance 

and coverage cash fl ow ratios.      

 1. INTRODUCTION 

 Th e cash fl ow statement provides information about a company’s  cash receipts  and  cash payments  
during an accounting period. Th e cash-based information provided by the cash fl ow statement 
contrasts with the accrual-based information from the income statement. For example, the 
income statement refl ects revenues when earned rather than when cash is collected; in contrast, 
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the cash fl ow statement refl ects cash receipts when collected as opposed to when the revenue 
was earned. A reconciliation between reported income and cash fl ows from operating activities 
provides useful information about when, whether, and how a company is able to generate 
cash from its operating activities. Although income is an important measure of the results of a 
company’s activities, cash fl ow is also essential. As an extreme illustration, a hypothetical com-
pany that makes all sales on account, without regard to whether it will ever collect its accounts 
receivable, would report healthy sales on its income statement and might well report signifi -
cant income; however, with zero cash infl ow, the company would not survive. Th e cash fl ow 
statement also provides a reconciliation of the beginning and ending cash on the balance sheet. 

 In addition to information about cash generated (or, alternatively, cash used) in operating 
activities, the cash fl ow statement provides information about cash provided (or used) in a 
company’s investing and fi nancing activities. Th is information allows the analyst to answer 
such questions as:  

•    Does the company generate enough cash from its operations to pay for its new investments, 
or is the company relying on new debt issuance to fi nance them?  

•    Does the company pay its dividends to common stockholders using cash generated from 
operations, from selling assets, or from issuing debt?   

 Answers to these questions are important because, in theory, generating cash from opera-
tions can continue indefi nitely, but generating cash from selling assets, for example, is possible 
only as long as there are assets to sell. Similarly, generating cash from debt fi nancing is possible 
only as long as lenders are willing to lend, and the lending decision depends on expectations 
that the company will ultimately have adequate cash to repay its obligations. In summary, 
information about the sources and uses of cash helps creditors, investors, and other statement 
users evaluate the company’s liquidity, solvency, and fi nancial fl exibility. 

 Th is chapter explains how cash fl ow activities are refl ected in a company’s cash fl ow state-
ment. Th e chapter is organized as follows. Section 2 describes the components and format of 
the cash fl ow statement, including the classifi cation of cash fl ows under International Financial 
Reporting Standards (IFRS) and US generally accepted accounting principles (GAAP) and 
the direct and indirect formats for presenting the cash fl ow statement. Section 3 discusses the 
linkages of the cash fl ow statement with the income statement and balance sheet and the steps 
in the preparation of the cash fl ow statement. Section 4 demonstrates the analysis of cash fl ow 
statements, including the conversion of an indirect cash fl ow statement to the direct method 
and how to use common-size cash fl ow analysis, free cash fl ow measures, and cash fl ow ratios 
used in security analysis. A summary of the key points and practice problems in the CFA In-
stitute multiple-choice format conclude the chapter.    

 2. COMPONENTS AND FORMAT OF THE CASH 
FLOW STATEMENT 

 Th e analyst needs to be able to extract and interpret information on cash fl ows from fi nancial state-
ments. Th e basic components and allowable formats of the cash fl ow statement are well established. 

•    Th e cash fl ow statement has subsections relating specifi c items to the operating, investing, 
and fi nancing activities of the company.  

•    Two presentation formats for the operating section are allowable: direct and indirect.   



Chapter 6 Understanding Cash Flow Statements 245

  Th e following discussion presents these topics in greater detail.  

 2.1.     Classifi cation of Cash Flows and Non-Cash Activities 

 All companies engage in operating, investing, and fi nancing activities. Th ese activities are the 
classifi cations used in the cash fl ow statement under both IFRS and US GAAP and are de-
scribed as follows:  1     

•     Operating activities  include the company’s day-to-day activities that create revenues, such 
as selling inventory and providing services, and other activities not classifi ed as investing or 
fi nancing. Cash infl ows result from cash sales and from collection of accounts receivable. 
Examples include cash receipts from the provision of services and royalties, commissions, 
and other revenue. To generate revenue, companies undertake such activities as manufactur-
ing inventory, purchasing inventory from suppliers, and paying employees. Cash outfl ows 
result from cash payments for inventory, salaries, taxes, and other operating-related expenses 
and from paying accounts payable. Additionally, operating activities include cash receipts 
and payments related to  dealing securities  or  trading securities  (as opposed to buying or 
selling securities as investments, as discussed below).  

•     Investing activities  include purchasing and selling long-term assets and other investments. 
Th ese long-term assets and other investments include property, plant, and equipment; intan-
gible assets; other long-term assets; and both long-term and short-term investments in the 
equity and debt (bonds and loans) issued by other companies. For this purpose, investments 
in equity and debt securities exclude a) any securities considered cash equivalents (very short-
term, highly liquid securities) and b) securities held for dealing or trading purposes, the pur-
chase and sale of which are considered operating activities even for companies where this is 
not a primary business activity. Cash infl ows in the investing category include cash receipts 
from the sale of non-trading securities; property, plant, and equipment; intangibles; and other 
long-term assets. Cash outfl ows include cash payments for the purchase of these assets.  

•     Financing activities  include obtaining or repaying capital, such as equity and long-term debt. 
Th e two primary sources of capital are shareholders and creditors. Cash infl ows in this category 
include cash receipts from issuing stock (common or preferred) or bonds and cash receipts from 
borrowing. Cash outfl ows include cash payments to repurchase stock (e.g., treasury stock) and 
to repay bonds and other borrowings. Note that indirect borrowing using accounts payable is 
not considered a fi nancing activity—such borrowing is classifi ed as an operating activity.    

  1    IAS 7  Statement of Cash Flows . 

 EXAMPLE 1    Net Cash Flow from Investing Activities 

 A company recorded the following in Year 1: 

Proceeds from issuance of long-term debt €300,000
Purchase of equipment €200,000
Loss on sale of equipment € 70,000
Proceeds from sale of equipment €120,000
Equity in earnings of affi  liate € 10,000
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  2    FASB ASC Topic 230 [Statement of Cash Flows]. 

 IFRS provide companies with choices in reporting some items of cash fl ow, particu-
larly interest and dividends. IFRS explain that although for a fi nancial institution interest 
paid and received would normally be classifi ed as operating activities, for other entities, 
alternative classifi cations may be appropriate. For this reason, under IFRS, interest received 
may be classifi ed either as an operating activity or as an investing activity. Under IFRS, 
interest paid may be classifi ed as either an operating activity or a fi nancing activity. Fur-
thermore, under IFRS, dividends received may be classifi ed as either an operating activity 
or an investing activity and dividends paid may be classifi ed as either an operating activity 
or a fi nancing activity. Companies must use a consistent classifi cation from year to year and 
disclose separately the amounts of interest and dividends received and paid and where the 
amounts are reported. 

 Under US GAAP, discretion is not permitted in classifying interest and dividends. Interest 
received and interest paid are reported as operating activities for all companies.  2    Under US 
GAAP, dividends received are always reported as operating activities and dividends paid are 
always reported as fi nancing activities.  

 On the Year 1 statement of cash fl ows, the company would report net cash fl ow 
from investing activities  closest  to:  

  A  .   (€150,000).  
  B  .   (€80,000).  
  C  .   €200,000.    

 Solution:   B is correct. Th e only two items that would aff ect the investing section are 
the purchase of equipment and the proceeds from sale of equipment: (€200,000) + 
€120,000 = (€80,000). Th e loss on sale of equipment and the equity in earnings of affi  li-
ate aff ect net income but are not cash fl ows. Th e issuance of debt is a fi nancing cash fl ow.   

 EXAMPLE 2    Operating versus Financing Cash Flows 

 On 31 December 2009, a company issued a £30,000 180-day note at 8 percent, 
using the cash received to pay for inventory, and issued £110,000 long-term debt 
at 11 percent annually, using the cash received to pay for new equipment. Which 
of the following  most  accurately refl ects the combined eff ect of both transactions on 
the company’s cash fl ows for the year ended 31 December 2009 under IFRS? Cash 
fl ows from:  

  A  .   operations are unchanged.  
  B  .   fi nancing increase £110,000.  
  C  .   operations decrease £30,000.    



Chapter 6 Understanding Cash Flow Statements 247

 Companies may also engage in non-cash investing and fi nancing transactions. A non-cash 
transaction is any transaction that does not involve an infl ow or outfl ow of cash. For example, 
if a company exchanges one non-monetary asset for another non-monetary asset, no cash is 
involved. Similarly, no cash is involved when a company issues common stock either for div-
idends or in connection with conversion of a convertible bond or convertible preferred stock. 
Because no cash is involved in non-cash transactions (by defi nition), these transactions are 
not incorporated in the cash fl ow statement. However, because such transactions may aff ect 
a company’s capital or asset structures, any signifi cant non-cash transaction is required to be 
disclosed, either in a separate note or a supplementary schedule to the cash fl ow statement.   

 2.2.     A Summary of Diff erences between IFRS and US GAAP 

 As highlighted in the previous section, there are some diff erences in cash fl ow statements pre-
pared under IFRS and US GAAP that the analyst should be aware of when comparing the cash 
fl ow statements of companies prepared in accordance with diff erent sets of standards. Th e key 
diff erences are summarized in  Exhibit 1 . Most signifi cantly, IFRS allow more fl exibility in the 
reporting of such items as interest paid or received and dividends paid or received and in how 
income tax expense is classifi ed. 

 US GAAP classify interest and dividends received from investments as operating activities, 
whereas IFRS allow companies to classify those items as either operating or investing cash 
fl ows. Likewise, US GAAP classify interest expense as an operating activity, even though the 
principal amount of the debt issued is classifi ed as a fi nancing activity. IFRS allow companies 
to classify interest expense as either an operating activity or a fi nancing activity. US GAAP 
classify dividends paid to stockholders as a fi nancing activity, whereas IFRS allow companies 
to classify dividends paid as either an operating activity or a fi nancing activity. 

 US GAAP classify all income tax expenses as an operating activity. IFRS also classify in-
come tax expense as an operating activity, unless the tax expense can be specifi cally identifi ed 
with an investing or fi nancing activity (e.g., the tax eff ect of the sale of a discontinued opera-
tion could be classifi ed under investing activities). 

    EXHIBIT 1      Cash Flow Statements: Diff erences between IFRS and US GAAP 

 Topic   IFRS  US GAAP 

Classifi cation of cash fl ows:

•     Interest received   Operating or investing Operating

•     Interest paid   Operating or fi nancing Operating

•     Dividends received   Operating or investing Operating

•     Dividends paid   Operating or fi nancing Financing

 Solution:    C is correct. Th e payment for inventory would decrease cash fl ows from op-
erations. Th e issuance of debt (both short-term and long-term debt) is part of fi nancing 
activities and would increase cash fl ows from fi nancing activities by £140,000. Th e pur-
chase of equipment is an investing activity. Note that the treatment under US GAAP 
would be the same for these transactions.   

(continued)
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 Topic   IFRS  US GAAP 

•     Bank overdrafts   Considered part of cash 
equivalents

Not considered part of cash and 
cash equivalents and classifi ed as 
fi nancing

•     Taxes paid   Generally operating, but a portion 
can be allocated to investing or 
fi nancing if it can be specifi cally 
identifi ed with these categories

Operating

Format of statement Direct or indirect; direct is 
encouraged

Direct or indirect; direct is 
encouraged. A reconciliation of 
net income to cash fl ow from 
operating activities must be 
provided regardless of method used

  Sources : IAS 7; FASB ASC Topic 230; and “IFRS and US GAAP: Similarities and Diff erences,” Pricewater-
houseCoopers (September 2009), available at  www.pwc.com .   

 Under either set of standards, companies currently have a choice of formats for presenting 
cash fl ow statements, as discussed in the next section.   

 2.3.     Direct and Indirect Methods for Reporting Cash Flow from Operating Activities 

 Th ere are two acceptable formats for reporting  cash fl ow from operating activities  (also 
known as  cash fl ow from operations  or  operating cash fl ow ), defi ned as the net amount of 
cash provided from operating activities: the direct and the indirect methods. Th e  amount  of 
operating cash fl ow is identical under both methods; only the  presentation format  of the oper-
ating cash fl ow section diff ers. Th e presentation format of the cash fl ows from investing and fi -
nancing is exactly the same, regardless of which method is used to present operating cash fl ows. 

 Th e  direct method  shows the specifi c cash infl ows and outfl ows that result in reported 
cash fl ow from operating activities. It shows each cash infl ow and outfl ow related to a compa-
ny’s cash receipts and disbursements. In other words, the direct method eliminates any impact 
of accruals and shows only cash receipts and cash payments. Th e primary argument in favor 
of the direct method is that it provides information on the specifi c sources of operating cash 
receipts and payments. Th is is in contrast to the indirect method, which shows only the net re-
sult of these receipts and payments. Just as information on the specifi c sources of revenues and 
expenses is more useful than knowing only the net result—net income—the analyst gets ad-
ditional information from a direct-format cash fl ow statement. Th e additional information is 
useful in understanding historical performance and in predicting future operating cash fl ows. 

 Th e  indirect method  shows how cash fl ow from operations can be obtained from report-
ed net income as the result of a series of adjustments. Th e  indirect format  begins with net 
income. To reconcile net income with operating cash fl ow, adjustments are made for non-cash 
items, for non-operating items, and for the net changes in operating accruals. Th e main argu-
ment for the indirect approach is that it shows the reasons for diff erences between net income 
and operating cash fl ows. (However, the diff erences between net income and operating cash 
fl ows are equally visible on an indirect-format cash fl ow statement and in the supplementary 
reconciliation required under US GAAP if the company uses the direct method.) Another 

EXHIBIT 1 (Continued)
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argument for the indirect method is that it mirrors a forecasting approach that begins by fore-
casting future income and then derives cash fl ows by adjusting for changes in balance sheet 
accounts that occur because of the timing diff erences between accrual and cash accounting. 

 IFRS and US GAAP both encourage the use of the direct method but permit either method. 
US GAAP encourage the use of the direct method but also require companies to present a recon-
ciliation between net income and cash fl ow (which is equivalent to the indirect method).  3    If the 
indirect method is chosen, no direct-format disclosures are required. Th e majority of companies, 
reporting under IFRS or US GAAP, present using the indirect method for operating cash fl ows. 

 Many users of fi nancial statements prefer the  direct format , particularly analysts and 
commercial lenders, because of the importance of information about operating receipts and 
payments in assessing a company’s fi nancing needs and capacity to repay existing obligations. 
Preparers argue that adjusting net income to operating cash fl ow, as in the indirect format, is 
easier and less costly than reporting gross operating cash receipts and payments, as in the direct 
format. With advances in accounting systems and technology, it is not clear that gathering the 
information required to use the direct method is diffi  cult or costly. CFA Institute has advocat-
ed that standard setters require the use of the direct format for the main presentation of the 
cash fl ow statement, with indirect cash fl ows as supplementary disclosure.  4     

 2.3.1.     An Indirect-Format Cash Flow Statement Prepared under IFRS 
  Exhibit 2  presents the consolidated cash fl ow statement prepared under IFRS from Unilever 
Group’s 2009 annual report.  5    Th e statement, covering the fi scal years ended 31 December 
2009, 2008, and 2007, shows the use of the indirect method. Unilever is an Anglo-Dutch 
consumer products company with headquarters in the United Kingdom and the Netherlands.  6    

    EXHIBIT 2      Unilever Group Consolidated Cash Flow Statement (€ millions)  

 For the Year Ended 31 December 

 2009  2008  2007 

 Cash fl ow from operating activities 

Net profi t 3,659 5,285 4,136

   Taxation 1,257 1,844 1,137

   Share of net profi t of joint ventures/associates and other 
income from non-current investments (489) (219) (191)

   Net fi nance costs: 593 257 252

      Finance income (75) (106) (147)

  3    FASB ASC Section 230-10-45 [Statement of Cash Flows–Overall–Other Presentation Matters]. 
  4     A Comprehensive Business Reporting Model: Financial Reporting for Investors , CFA Institute Centre for 
Financial Market Integrity (July 2007), p. 13. 
  5    Th e cash fl ow statement presented here includes a reconciliation of net income to cash generated from 
operations, which Unilever Group reports in Note 28 to the fi nancial statement rather than on the 
statement itself. 
  6    Unilever NV (Amsterdam: UNA; NYSE: UN) and Unilever PLC (London: ULVR; NYSE: UL) have in-
dependent legal structures, but a series of agreements enable the companies to operate as a single economic 
entity. 

(continued)
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 For the Year Ended 31 December 

 2009  2008  2007 

      Finance cost 504 506 550

      Preference shares provision — — 7

      Pensions and similar obligations 164 (143) (158)

Operating profi t (continuing and discontinued operations) 5,020 7,167 5,334

   Depreciation, amortization and impairment 1,032 1,003 943

   Changes in working capital: 1,701 (161) 27

      Inventories 473 (345) (333)

      Trade and other current receivables 640 (248) (43)

      Trade payables and other current liabilities 588 432 403

   Pensions and similar provisions less payments (1,028) (502) (910)

   Provisions less payments (258) (62) 145

   Elimination of (profi ts)/losses on disposals 13 (2,259) (459)

   Non-cash charge for share-based compensation 195 125 118

   Other adjustments 58 15 (10)

 Cash fl ow from operating activities  6,733  5,326  5,188 

Income tax paid (959) (1,455) (1,312)

 Net cash fl ow from operating activities  5,774  3,871  3,876 

   Interest received 73 105 146

   Purchase of intangible assets (121) (147) (136)

   Purchase of property, plant and equipment (1,248) (1,142) (1,046)

   Disposal of property, plant and equipment 111 190 163

   Sale and leaseback transactions resulting in operating leases — — 36

   Acquisition of group companies, joint ventures and associates (409)  (211) (214)

   Disposal of group companies, joint ventures and associates 270 2,476 164

   Acquisition of other non-current investments (95) (126) (50)

   Disposal of other non-current investments 224 47 33

   Dividends from joint ventures, associates and other 
non-current investments 201 132 188

   (Purchase)/sale of fi nancial assets (269) 91 93

 Net cash fl ow (used in)/from investing activities  (1,263 )  1,415  (623 )

   Dividends paid on ordinary share capital (2,106) (2,086) (2,182)

   Interest and preference dividends paid (517) (487) (552)

   Additional fi nancial liabilities 2,913 4,544 4,283

   Repayment of fi nancial liabilities (4,456) (3,427) (2,896)

   Sale and leaseback transactions resulting in fi nance leases — (1) 25

   Capital element of fi nance lease rental payments (24) (66) (74)

   Share buy-back programme — (1,503) (1,500)

EXHIBIT 2 (Continued)
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 For the Year Ended 31 December 

 2009  2008  2007 

   Other movements on treasury stock 103 103 442

   Other fi nancing activities (214) (207) (555)

 Net cash fl ow (used in)/from fi nancing activities  (4,301 )  (3,130 )  (3,009 )

 Net increase/(decrease) in cash and cash equivalents  210  2,156  244 

 Cash and cash equivalents at the beginning of the year  2,360  901  710 

Eff ect of foreign exchange rate changes (173) (697) (53)

Cash and cash equivalents at the end of the year 2,397 2,360 901

 Beginning fi rst at the bottom of the statement, we note that cash increased from €710 
million at the beginning of 2007 to €2,397 million at the end of 2009, with the largest increase 
occurring in 2008. To understand the changes, we next examine the sections of the statement. 
In each year, the primary cash infl ow derived from operating activities, as would be expected 
for a mature company in a relatively stable industry. In each year, the operating cash fl ow was 
more than the reported net profi t, again, as would be expected from a mature company, with 
the largest diff erences primarily arising from the add-back of depreciation. Also, in each year, 
the operating cash fl ow was more than enough to cover the company’s capital expenditures. 
For example, in 2009, the company generated €5,774 million in net cash from operating 
activities and—as shown in the investing section—spent €1,137 million on property, plant, 
and equipment (€1,248 million, net of €111 million proceeds from disposals). Also, as shown 
in the investing section, the main reason for the large increase in cash in 2008 was the €2,476 
million infl ow from the disposal of group companies, joint ventures, and associates. 

 Th e fi nancing section of the statement shows that each year the company returned about 
€2.1 billion to its common shareholders and around €500 million to its debt holders and pre-
ferred shareholders via interest and dividends. Th e company also repurchased about €1.5 bil-
lion in common stock in both 2007 and 2008. In 2009, the company repaid debt (repayments 
of €4,456 million exceeded additional fi nancing liabilities of €2,913 million). 

 Having examined each section of the statement, we return to the operating activities 
section of Unilever’s cash fl ow statement, which presents a reconciliation of net profi t to net 
cash fl ow from operating activities (i.e., uses the indirect method). Th e following discussion of 
certain adjustments to reconcile net profi t to operating cash fl ows explains some of the main 
reconciliation adjustments and refers to the amounts in 2009. Th e fi rst adjustment adds back 
the €1,257 million income tax expense (labeled “Taxation”) that had been recognized as an 
expense in the computation of net profi t. A €959 million deduction for the (cash) income taxes 
paid is then shown separately, as the last item in the operating activities section, consistent with 
the IFRS requirement that cash fl ows arising from income taxes be separately disclosed. Th e 
classifi cation of taxes on income paid should be indicated. Th e classifi cation is in operating 
activities unless the taxes can be specifi cally identifi ed with fi nancing or investing activities. 

 Th e next adjustment “removes” from the operating cash fl ow section the €489 million 
representing Unilever’s share of joint ventures income that had been included in the computa-
tion of net profi t. A €201 million infl ow of (cash) dividends received from those joint ventures 
is then shown in the investing activities section. Similarly, a €593 million adjustment removes 
the net fi nance costs from the operating activities section. Unilever then reports its €73 million 
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(cash) interest received in the investing activities section and its €517 million (cash) interest 
paid (and preference dividends paid) in the fi nancing activities section. Th e next adjustment 
in the operating section of this indirect-method statement adds back €1,032 million depreci-
ation, amortization, and impairment, all of which are expenses that had been deducted in the 
computation of net income but which did not involve any outfl ow of cash in the period. Th e 
€1,701 million adjustment for changes in working capital is necessary because these changes 
result from applying accrual accounting and thus do not necessarily correspond to the actual 
cash movement. Th ese adjustments are described in greater detail in a later section. 

 In summary, some observations from an analysis of Unilever’s cash fl ow statement include:  

•    Total cash increased from €710 million at the beginning of 2007 to €2,397 million at the 
end of 2009, with the largest increase occurring in 2008.  

•    In each year, the operating cash fl ow was more than the reported net profi t, as would gener-
ally be expected from a mature company.  

•    In each year, the operating cash fl ow was more than enough to cover the company’s capital 
expenditures.  

•    Th e company returned cash to its equity investors through dividends in each year and 
through share buybacks in 2007 and 2008.     

 2.3.2.     A Direct-Format Cash Flow Statement Prepared under IFRS 
 In the direct format of the cash fl ow statement, the cash received from customers, as well as 
other operating items, is clearly shown. 

  Exhibit 3  presents a direct-method format cash fl ow statement prepared under IFRS for 
Telefónica Group (SM: TEF), a diversifi ed telecommunications company based in Madrid.  7    

    EXHIBIT 3      Telefónica Group Consolidated Statement of Cash Flows (€ millions)  

 For the years ended 31 December   2009  2008  2007 

 Cash fl ows from operating activities 

   Cash received from customers 67,358 69,060 67,129

   Cash paid to suppliers and employees (46,198) (48,500) (47,024)

   Dividends received 100 113 124

   Net interest and other fi nancial expenses paid (2,170) (2,894) (3,221)

   Taxes paid (2,942) (1,413) (1,457)

    Net cash from operating activities  16,148  16,366  15,551 

 Cash fl ows from investing activities 

   Proceeds on disposals of property, plant and equipment and 
intangible assets 242 276 198

   Payments on investments in property, plant and equipment 
and intangible assets (7,593) (7,889) (7,274)

   Proceeds on disposals of companies, net of cash and cash 
equivalents disposed 34 686 5,346

  7    Th is statement excludes the supplemental cash fl ow reconciliation provided at the bottom of the original 
cash fl ow statement by the company. 



Chapter 6 Understanding Cash Flow Statements 253

 For the years ended 31 December   2009  2008  2007 

   Payments on investments in companies, net of cash and cash 
equivalents acquired (48) (2,178) (2,798)

   Proceeds on fi nancial investments not included under cash 
equivalents 6 31 14

   Payments made on fi nancial investments not included under 
cash equivalents (1,411) (114) (179)

   Interest (paid) received on cash surpluses not included under 
cash equivalents (548) 76 74

   Government grants received 18 11 27

    Net cash used in investing activities  (9,300 )  (9,101 )  (4,592 )

 Cash fl ows from fi nancing activities 

   Dividends paid (4,838) (4,440) (3,345)

   Transactions with equity holders (947) (2,241) (2,152)

   Proceeds on issue of debentures and bonds 8,617 1,317 4,209

   Proceeds on loans, borrowings and promissory notes 2,330 3,693 6,658

   Cancellation of debentures and bonds (1,949) (1,167) (1,756)

   Repayments of loans, borrowings and promissory notes (5,494) (4,927) (13,039)

    Net cash fl ow used in fi nancing activities  (2,281 )  (7,765 )  (9,425 )

   Eff ect of foreign exchange rate changes on collections and 
payments 269 (302) (261)

   Eff ect of changes in consolidation methods and other non-
monetary eff ects — 14 —

 Net increase (decrease) in cash and cash equivalents during 
the period  4,836  (788 )  1,273 

Cash and cash equivalents at 1 January 4,277 5,065 3,792

Cash and cash equivalents at 31 December 9,113 4,277 5,065

 As shown at the bottom of the statement, cash and cash equivalents increased from €3,792 
million at the beginning of 2007 to €9,113 million at the end of 2009. Th e largest increase in 
cash occurred in 2009, with 2008 showing a decrease. Cash from operations was the primary 
source of cash, consistent with the profi le of a mature company in a relatively stable industry. 
Each year, the company generated signifi cantly more cash from operations than it required for 
its capital expenditures. For example, in 2009, the company generated €16.1 billion cash from 
operations and spent—as shown in the investing section—only €7.4 billion on property, plant, 
and equipment (€7,593 million, net of €242 million from disposals). Another notable item 
from the investing section is the company’s limited acquisition activity in 2009 compared with 
2008 and 2007. In both 2007 and 2008, the company made over €2 billion of acquisitions, 
and in 2007, the company also received €5.5 billion from disposals. Instead of using cash for 
acquisition activity in 2009 when net acquisitions used only €14 million (€48 million acqui-
sitions, net of €34 million from disposals), the company invested €1,411 million in fi nancial 
investments excluded from cash and cash equivalents (i.e., long-term fi nancial investments). 

EXHIBIT 3 (Continued)
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 As shown in the fi nancing section, in 2009, the net cash infl ow from debt issuance was 
€3,504 million (€8,617 million proceeds from debentures and bonds plus €2,330 million 
proceeds from loans, borrowings, and promissory notes, net of repayments and cancellations 
totaling €7,443 million). 

 In summary, some observations from an analysis of Telefónica’s cash fl ow statement include  

•    Total cash and cash equivalents increased over the three-year period, with 2009 showing the 
biggest increase.  

•    Cash from operating activities was large enough in each year to cover the company’s capital 
expenditures.  

•    Th e amount paid for property, plant, and equipment and intangible assets was the largest 
investing expenditure each year and did not signifi cantly vary from year to year.  

•    Th e company had a signifi cant amount of acquisition and divestiture activity in 2007 and 
2008 but not in 2009.  

•    Th e company paid an increasing amount of dividends over the three-year period.   

 An analyst can also make some comparisons between the income statement (not shown 
here) and the statement of cash fl ows. For example, contrast the change in revenues from the 
income statement to the change in cash received from customers. An increase in revenues 
coupled with a decrease in cash received from customers, for example, could signal collection 
problems. As shown in  Exhibit 3 , cash received from customers in 2009 decreased 2.46 percent 
compared with 2008, from €69,060 million to €67,358 million. Th e company reported rev-
enues on the income statement of €56,731 million and €57,946 million for 2009 and 2008, 
respectively. Th us, the decrease in cash received from customers was slightly greater than the 
2.10 percent decrease in total revenue and would not in itself indicate any collection issue.   

 2.3.3.     Illustrations of Cash Flow Statements Prepared under US GAAP 
 Previously, we presented cash fl ow statements prepared under IFRS. In this section, we illus-
trate cash fl ow statements prepared under US GAAP. Th is section presents the cash fl ow state-
ments of two companies, Tech Data Corporation (NASDAQ: TECD) and Walmart (NYSE: 
WMT). Tech Data reports its operating activities using the direct method, whereas Walmart 
reports its operating activities using the more common indirect method. 

 Tech Data Corporation is a leading distributor of information technology products.  Ex-
hibit 4  presents comparative cash fl ow statements from the company’s annual report for the 
fi scal years ended 31 January 2008 through 2010. 

    EXHIBIT 4      Tech Data Corporation and Subsidiaries Consolidated Cash Flow Statements 
(in Th ousands)  

 Years Ended 31 January  2010  2009  2008 

Cash fl ows from operating activities:

   Cash received from customers $21,927,372 $23,989,567 $23,473,295

   Cash paid to vendors and employees (21,320,637) (23,636,388) (23,053,048)

   Interest paid, net (14,015) (20,382) (14,273)

   Income taxes paid (48,790) (52,987) (48,552)

 Net cash provided by operating activities  543,930  279,810  357,422 
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 Years Ended 31 January  2010  2009  2008 

Cash fl ows from investing activities:

   Acquisition of business, net of cash acquired (8,153) (78,266) (21,503)

   Proceeds from sale of business 0 0 7,161

   Proceeds from sale of property and equipment 5,491 0 0

   Expenditures for property and equipment (14,486) (17,272) (21,474)

   Software and software development costs (14,379) (15,275) (16,885)

 Net cash used in investing activities  (31,527 )  (110,813 )  (52,701 )

Cash fl ows from fi nancing activities:

   Proceeds from the issuance of common stock 
and reissuance of treasury stock 37,959 1,530 12,542

   Cash paid for purchase of treasury stock 0  (100,000) (100,019)

   Capital contributions and net borrowings from 
joint venture partner 23,208 10,810 9,000

   Net (repayments) borrowings on revolving credit 
loans (19,116) 42,834 (56,297)

   Principal payments on long-term debt (5,654) (1,786) (2,371)

   Excess tax benefi t from stock-based compensation 963 0 212

 Net cash provided by (used in) fi nancing activities  37,360   (46,612 )   (136,933 )

Eff ect of exchange rate changes on cash and cash 
equivalents 38,793  (41,702) 14,546

Net increase in cash and cash equivalents 588,556 80,683 182,334

Cash and cash equivalents at beginning of year 528,023 447,340 265,006

 Cash and cash equivalents at end of year $1,116,579 $528,023 $447,340

 Reconciliation of net income to net cash provided by operating activities: 

Net income attributable to shareholders of Tech 
Data Corporation $180,155 $117,278 $102,129

Net income (loss) attributable to non-controlling 
interest 1,045 (1,822) (3,559)

 Consolidated net income  181,200  115,456  98,570 

Adjustments to reconcile net income to net cash 
provided by (used in) operating activities:

   Loss on disposal of subsidiaries 0 0 14,471

   Depreciation and amortization 45,954 51,234 53,881

   Provision for losses on accounts receivable 10,953 15,000 11,200

   Stock-based compensation expense 11,225 11,990 10,287

   Accretion of debt discount on convertible senior 
debentures 10,278 10,278 10,278

   Deferred income taxes (2,541) 18,221 2,629

   Excess tax benefi t from stock-based compensation (963) 0  (212)

EXHIBIT 4 (Continued)
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 Years Ended 31 January  2010  2009  2008 

   Changes in operating assets and liabilities:

   Accounts receivable (168,152) (86,423) 57,419

   Inventories 116,543 (261,974) 57,904

   Prepaid expenses and other assets 21,290 (18,761)  (40,951)

   Accounts payable 336,587 374,696 83,845

   Accrued expenses and other liabilities (18,444) 50,093 (1,899)

Total adjustments 362,730 164,354 258,852

Net cash provided by operating activities $543,930 $279,810 $357,422

 Tech Data Corporation prepares its cash fl ow statements under the direct method. Th e 
company’s cash increased from $265 million at the beginning of 2008 to $1.1 billion at the end 
of January 2010, with the biggest increase occurring in the most recent year. Th e 2010 increase 
was driven by changes across all three sections of the statement. In the cash fl ows from operating 
activities section of Tech Data’s cash fl ow statements, the company identifi es the amount of cash 
it received from customers, $21.9 billion for 2010, and the amount of cash that it paid to sup-
pliers and employees, $21.3 billion for 2010. Cash receipts decreased from $24.0 billion in the 
prior year, but cash paid decreased by even more such that cash provided by operating activities 
increased in 2010 compared with 2009. Net cash provided by operating activities of $543.9 
million was adequate to cover the company’s investing activities, primarily purchases of property 
and equipment ($14.5 million) and software development ($14.4 million). Overall, investing 
activities in 2010 used far less cash than in 2009, primarily because of reduced amounts of cash 
used for acquisition of businesses. In 2010, the company issued $38 million of common stock 
and received $23.2 million in contributions and borrowings from its joint venture partner, pro-
viding net cash from fi nancing activities of $37.4 million after its debt repayments. 

 Whenever the direct method is used, US GAAP require a disclosure note and a schedule 
that reconciles net income with the net cash fl ow from operating activities. Tech Data shows 
this reconciliation at the bottom of its consolidated statements of cash fl ows. Th e disclosure 
note and reconciliation schedule are exactly the information that would have been presented 
in the body of the cash fl ow statement if the company had elected to use the indirect meth-
od rather than the direct method. For 2009, the reconciliation highlights an increase in the 
company’s accounts receivable, a decrease in inventory, and a signifi cant increase in payables. 

 In summary, some observations from an analysis of Tech Data’s cash fl ow statement include:  

•    Th e company’s cash increased by $852 (= 1,117 – 265 or = 589 + 81 + 182) million over the 
three years ending in January 2010, with the biggest increase occurring in the most recent year.  

•    Th e company’s operating cash was adequate to cover the company’s investments in all three 
years.  

•    In 2009, the company issued stock and received fi nancing from its joint venture partner, 
which provided the company with a stronger cash cushion.   

 Walmart is a global retailer that conducts business under the names of Walmart and Sam’s 
Club.  Exhibit 5  presents the comparative cash fl ow statements from the company’s annual 
report for the fi scal years ended 31 January 2010, 2009, and 2008. 

EXHIBIT 4 (Continued)
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    EXHIBIT 5      Walmart Cash Flow Statements Fiscal Years Ended 31 January ($ millions)  

 Fiscal Year Ended 31 January  2010  2009  2008 

Cash fl ows from operating activities:
Consolidated net income 14,848 13,899 13,137
Loss (income) from discontinued operations, net of tax 79 (146) 132
Income from continuing operations 14,927 13,753 13,269
Adjustments to reconcile income from continuing operations to 
net cash provided by operating activities:
       Depreciation and amortization 7,157 6,739 6,317
       Deferred income taxes (504) 581 (8)
       Other operating activities 301 769 504
        Changes in certain assets and liabilities, net of eff ects of 

acquisitions:
       Increase in accounts receivable (297) (101) (564)
       Decrease (increase) in inventories 2,265 (220) (775)
       Increase (decrease) in accounts payable 1,052 (410) 865
       Increase in accrued liabilities 1,348 2,036 1,034
 Net cash provided by operating activities 26,249 23,147 20,642
Cash fl ows from investing activities:
       Payments for property and equipment (12,184) (11,499) (14,937)
       Proceeds from disposal of property and equipment 1,002 714 957
        Proceeds from (payments for) disposal of certain international 

operations, net
— 838 (257)

       Investment in international operations, net of cash acquired — (1,576) (1,338)
       Other investing activities (438) 781 (95)
 Net cash used in investing activities (11,620) (10,742) (15,670)
Cash fl ows from fi nancing activities:
       Increase (decrease) in short-term borrowings, net (1,033) (3,745) 2,376
       Proceeds from issuance of long-term debt 5,546 6,566 11,167
       Payment of long-term debt (6,033) (5,387) (8,723)
       Dividends paid (4,217) (3,746) (3,586)
       Purchase of Company stock (7,276) (3,521) (7,691)
       Purchase of redeemable non-controlling interest (436) — —
       Payment of capital lease obligations (346) (352) (343)
       Other fi nancing activities (396) 267 (622)
 Net cash used in fi nancing activities (14,191) (9,918) (7,422)
Eff ect of exchange rates on cash and cash equivalents 194 (781) 252
Net increase (decrease) in cash and cash equivalents 632 1,706 (2,198)
Cash and cash equivalents at beginning of year 1 7,275 5,569 7,767
Cash and cash equivalents at end of year 2  7,907  7,275  5,569 

(continued)
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 Fiscal Year Ended 31 January  2010  2009  2008 
Supplemental disclosure of cash fl ow information

Income tax paid 7,389 6,596 6,299

Interest paid 2,141 1,787 1,622

Capital lease obligations incurred 61 284 447

  1  Includes cash and cash equivalents of discontinued operations of $51 million at 1 February 2007. 
  2  Includes cash and cash equivalents of discontinued operations of $77 million at 31 January 2008.   

 Walmart’s cash fl ow statement indicates the following:  

•    Cash and cash equivalents changed only slightly over the three years, from $7.8 billion at 
the beginning of fi scal 2008 to $7.9 billion at the end of fi scal 2010, but year-to-year cash 
fl ows varied signifi cantly.  

•    Operating cash fl ow increased steadily from $20.6 billion in fi scal 2008 to $26.2 billion in 
2010 and was signifi cantly greater than the company’s expenditures on property and equip-
ment in every year.  

•    In 2009 and 2010, the company used cash to repay borrowing, to pay dividends, and to 
repurchase its common stock.   

 Walmart prepares its cash fl ow statements under the indirect method. In the cash fl ows 
from operating activities section of Walmart’s cash fl ow statement, the company reconciles 
its net income of $14.8 billion to net cash provided by operating activities of $26.2 billion. 
Whenever the indirect method is used, US GAAP mandate disclosure of how much cash was 
paid for interest and income taxes. Note that these are line items in cash fl ow statements using 
the direct method, so disclosure does not have to be mandated. Walmart discloses the amount 
of cash paid for income tax ($7.4 billion), interest ($2.1 billion), and capital lease obligations 
($61 million) at the bottom of its cash fl ow statements.      

 3. THE CASH FLOW STATEMENT: LINKAGES AND PREPARATION 

 Th e indirect format of the cash fl ow statement demonstrates that changes in balance sheet 
accounts are an important factor in determining cash fl ows. Th e next section addresses the 
linkages between the cash fl ow statement and other fi nancial statements.  

 3.1.     Linkages of the Cash Flow Statement with the Income Statement 
and Balance Sheet 

 Recall the accounting equation that summarizes the balance sheet:

 Assets = Liabilities + Equity 

  Cash is an asset. Th e statement of cash fl ows ultimately shows the change in cash during an 
accounting period. Th e beginning and ending balances of cash are shown on the company’s 

EXHIBIT 5 (Continued)
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balance sheets for the previous and current years, and the bottom of the cash fl ow statement 
reconciles beginning cash with ending cash. Th e relationship, stated in general terms, is as 
shown below. 

 Beginning Balance Sheet  
    at 31 December 20X8 

 Statement of Cash Flows  
    for Year Ended 31 December 20X9 

 Ending Balance Sheet  
    at 31 December 20X9 

Beginning cash Plus: Cash receipts 
(from operating, 
investing, and 
fi nancing activities)

Less: Cash payments 
(for operating, 
investing, and 
fi nancing activities)

Ending cash

 In the case of cash held in foreign currencies, there would also be an impact from changes 
in exchange rates. For example, Walmart’s cash fl ow statement for 2010, presented in  Exhibit 5 , 
shows cash fl ows from operating, investing, and fi nancing activities that total $438 million 
during the year ($26,249 – $11,620 – $14,191). Combined with the $194 million net eff ect of 
exchange rates on cash and cash equivalents, the net increase in cash and cash equivalents was 
$632 million, the amount by which end-of-year cash and cash equivalents ($7,907) exceeds 
beginning-of-year cash and cash equivalents ($7,275). 

 Th e body of Walmart’s cash fl ow statement shows why the change in cash occurred; in 
other words, it shows the company’s operating, investing, and fi nancing activities (as well as 
the impact of foreign currency translation). Th e beginning and ending balance sheet values of 
cash and cash equivalents are linked through the cash fl ow statement. 

 Th e current assets and current liabilities sections of the balance sheet typically refl ect a 
company’s operating decisions and activities. Because a company’s operating activities are re-
ported on an accrual basis in the income statement, any diff erences between the accrual basis 
and the cash basis of accounting for an operating transaction result in an increase or decrease 
in some (usually) short-term asset or liability on the balance sheet. For example, if revenue 
reported using accrual accounting is higher than the cash actually collected, the result will 
typically be an increase in accounts receivable. If expenses reported using accrual accounting 
are lower than cash actually paid, the result will typically be a decrease in accounts payable or 
another accrued liability account.  8    As an example of how items on the balance sheet are related 
to the income statement and/or cash fl ow statement through the change in the beginning and 
ending balances, consider accounts receivable: 

 Beginning Balance Sheet   
    at 31 December 20X8 

 Income Statement 
for Year Ended 

31 December 20X9 

 Statement of Cash 
Flows for Year Ended 
31 December 20X9 

 Ending Balance Sheet   
    at 31 December 20X9 

Beginning accounts 
receivable

Plus: Revenues Minus: Cash collected 
from customers

Equals: Ending 
accounts receivable

  8    Th ere are other less typical explanations of the diff erences. For example, if revenue reported using accrual 
accounting is higher than the cash actually collected, it is possible that it is the result of a decrease in an un-
earned revenue liability account. If expenses reported using accrual accounting are lower than cash actually 
paid, it is possible that it is the result of an increase in prepaid expenses, inventory, or another asset account. 
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 Knowing any three of these four items makes it easy to compute the fourth. For exam-
ple, if you know beginning accounts receivable, revenues, and cash collected from custom-
ers, you can easily compute ending accounts receivable. Understanding the interrelationships 
between the balance sheet, income statement, and cash fl ow statement is useful in not only 
understanding the company’s fi nancial health but also in detecting accounting irregularities. 
Recall the extreme illustration of a hypothetical company that makes sales on account with-
out regard to future collections and thus reports healthy sales and signifi cant income on its 
income statement yet lacks cash infl ow. Such a pattern would occur if a company improperly 
recognized revenue. 

 A company’s investing activities typically relate to the long-term asset section of the bal-
ance sheet, and its fi nancing activities typically relate to the equity and long-term debt sections 
of the balance sheet. Th e next section demonstrates the preparation of cash fl ow information 
based on income statement and balance sheet information.   

 3.2.     Steps in Preparing the Cash Flow Statement 

 Th e preparation of the cash fl ow statement uses data from both the income statement and the 
comparative balance sheets. 

 As noted earlier, companies often only disclose indirect operating cash fl ow information, 
whereas analysts prefer direct-format information. Understanding how cash fl ow information 
is put together will enable you to take an indirect statement apart and reconfi gure it in a more 
useful manner. Th e result is an approximation of a direct cash fl ow statement, which—while 
not perfectly accurate—can be helpful to an analyst. Th e following demonstration of how 
an approximation of a direct cash fl ow statement is prepared uses the income statement and 
the comparative balance sheets for Acme Corporation (a fi ctitious retail company) shown in 
Exhibits 6 and 7. 

    EXHIBIT 6      Acme Corporation Income Statement Year Ended 31 December 2009 

Revenue $23,598

Cost of goods sold 11,456

Gross profi t 12,142

Salary and wage expense $4,123

Depreciation expense 1,052

Other operating expenses 3,577

   Total operating expenses 8,752

Operating profi t 3,390

Other revenues (expenses):

   Gain on sale of equipment 205

   Interest expense (246) (41)

Income before tax 3,349

Income tax expense 1,139

Net income $2,210



Chapter 6 Understanding Cash Flow Statements 261

    EXHIBIT 7      Acme Corporation Comparative Balance Sheets 31 December 2009 and 2008 

2009 2008 Net Change

Cash $1,011 $ 1,163 $(152)

Accounts receivable 1,012 957 55

Inventory 3,984 3,277 707

Prepaid expenses 155 178 (23)

   Total current assets 6,162 5,575 587

Land 510 510 —

Buildings 3,680 3,680 —

Equipment* 8,798 8,555 243

Less: accumulated depreciation (3,443) (2,891) (552)

   Total long-term assets 9,545 9,854 (309)

Total assets $15,707 $15,429 $278

Accounts payable $3,588 $3,325 $ 263

Salary and wage payable 85 75 10

Interest payable 62 74 (12)

Income tax payable 55 50 5

Other accrued liabilities 1,126 1,104 22

   Total current liabilities 4,916 4,628 288

Long-term debt 3,075 3,575 (500)

Common stock 3,750 4,350 (600)

Retained earnings 3,966 2,876 1,090

Total liabilities and equity $15,707 $15,429 $278

 *During 2009, Acme purchased new equipment for a total cost of $1,300. No items impacted retained 
earnings other than net income and dividends.   

 Th e fi rst step in preparing the cash fl ow statement is to determine the total cash fl ows from 
operating activities. Th e direct method of presenting cash from operating activities is illustrat-
ed in sections 3.2.1 through 3.2.4. Section 3.2.5 illustrates the indirect method of presenting 
cash fl ows from operating activities. Cash fl ows from investing activities and from fi nancing 
activities are identical under either method.  

 3.2.1.     Operating Activities: Direct Method 
 We fi rst determine how much cash Acme received from its customers, followed by how much 
cash was paid to suppliers and to employees as well as how much cash was paid for other oper-
ating expenses, interest, and income taxes.  

 3.2.1.1.     Cash Received from Customers      Th e income statement for Acme reported revenue 
of $23,598 for the year ended 31 December 2009. To determine the approximate cash re-
ceipts from its customers, it is necessary to adjust this revenue amount by the net change 
in accounts receivable for the year. If accounts receivable increase during the year, revenue 
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on an accrual basis is higher than cash receipts from customers, and vice versa. For Acme 
Corporation, accounts receivable increased by $55, so cash received from customers was 
$23,543, as follows: 

Revenue $23,598

Less: Increase in accounts receivable (55)

Cash received from customers  $23,543 

 Cash received from customers aff ects the accounts receivable account as follows: 

Beginning accounts receivable $ 957

Plus revenue 23,598

Minus cash collected from customers  (23,543 )

Ending accounts receivable $1,012

 Th e accounts receivable account information can also be presented as follows: 

Beginning accounts receivable $ 957

Plus revenue 23,598

Minus ending accounts receivable (1,012)

Cash collected from customers  $23,543 

 EXAMPLE 3    Computing Cash Received from Customers 

 Blue Bayou, a fi ctitious advertising company, reported revenues of $50 million, total 
expenses of $35 million, and net income of $15 million in the most recent year. If 
accounts receivable decreased by $12 million, how much cash did the company receive 
from customers?  
  A  .   $38 million.  
  B  .   $50 million.  
  C  .   $62 million.    

 Solution:    C is correct. Revenues of $50 million plus the decrease in accounts receiv-
able of $12 million equals $62 million cash received from customers. Th e decrease in 
accounts receivable means that the company received more in cash than the amount of 
revenue it reported.   

  “Cash received from customers” is sometimes referred to as “cash collections from custom-
ers” or “cash collections.”   
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 3.2.1.2.     Cash Paid to Suppliers     For Acme, the cash paid to suppliers was $11,900, deter-
mined as follows: 

Cost of goods sold $11,456

Plus: Increase in inventory 707

Equals purchases from suppliers $12,163

Less: Increase in accounts payable (263)

Cash paid to suppliers  $11,900 

 Th ere are two pieces to this calculation: the amount of inventory purchased and the 
amount paid for it. To determine purchases from suppliers, cost of goods sold is adjusted for 
the change in inventory. If inventory increased during the year, then purchases during the year 
exceeded cost of goods sold, and vice versa. Acme reported cost of goods sold of $11,456 for 
the year ended 31 December 2009. For Acme Corporation, inventory increased by $707, so 
purchases from suppliers was $12,163. Purchases from suppliers aff ect the inventory account, 
as shown below: 

Beginning inventory $ 3,277

Plus purchases 12,163

Minus cost of goods sold (11,456)

Ending inventory $3,984

 Acme purchased $12,163 of inventory from suppliers in 2009, but is this the amount 
of cash that Acme paid to its suppliers during the year? Not necessarily. Acme may not 
have yet paid for all of these purchases and may yet owe for some of the purchases made 
this year. In other words, Acme may have paid less cash to its suppliers than the amount 
of this year’s purchases, in which case Acme’s liability (accounts payable) will have in-
creased by the diff erence. Alternatively, Acme may have paid even more to its suppliers 
than the amount of this year’s purchases, in which case Acme’s accounts payable will have 
decreased. 

 Th erefore, once purchases have been determined, cash paid to suppliers can be calculated 
by adjusting purchases for the change in accounts payable. If the company made all purchases 
with cash, then accounts payable would not change and cash outfl ows would equal purchases. 
If accounts payable increased during the year, then purchases on an accrual basis would be 
higher than they would be on a cash basis, and vice versa. In this example, Acme made more 
purchases than it paid in cash, so the balance in accounts payable increased. For Acme, the cash 
paid to suppliers was $11,900, determined as follows: 

Purchases from suppliers $12,163

Less: Increase in accounts payable (263)

Cash paid to suppliers  $11,900 



264 International Financial Statement Analysis

 Th e amount of cash paid to suppliers is refl ected in the accounts payable account, as 
shown below: 

Beginning accounts payable $3,325

Plus purchases 12,163

Minus cash paid to suppliers  (11,900 )

Ending accounts payable $3,588

 EXAMPLE 4    Computing Cash Paid to Suppliers 

 Orange Beverages Plc., a fi ctitious manufacturer of tropical drinks, reported cost of 
goods sold for the year of $100 million. Total assets increased by $55 million, but in-
ventory declined by $6 million. Total liabilities increased by $45 million, but accounts 
payable decreased by $2 million. How much cash did the company pay to its suppliers 
during the year?  
  A  .   $96 million.  
  B  .   $104 million.  
  C  .   $108 million.    

 Solution:    A is correct. Cost of goods sold of $100 million less the decrease in inventory of 
$6 million equals purchases from suppliers of $94 million. Th e decrease in accounts payable 
of $2 million means that the company paid $96 million in cash ($94 million plus $2 million).   

    3.2.1.3.     Cash Paid to Employees     To determine the cash paid to employees, it is necessary to ad-
just salary and wages expense by the net change in salary and wages payable for the year. If salary 
and wages payable increased during the year, then salary and wages expense on an accrual basis 
would be higher than the amount of cash paid for this expense, and vice versa. For Acme, salary 
and wages payable increased by $10, so cash paid for salary and wages was $4,113, as follows: 

Salary and wages expense $4,123

Less: Increase in salary and wages payable (10)

Cash paid to employees  $4,113 

 Th e amount of cash paid to employees is refl ected in the salary and wages payable account, 
as shown below: 

Beginning salary and wages payable $ 75

Plus salary and wages expense 4,123

Minus cash paid to employees  (4,113 )

Ending salary and wages payable $ 85
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 3.2.1.4.     Cash Paid for Other Operating Expenses     To determine the cash paid for other oper-
ating expenses, it is necessary to adjust the other operating expenses amount on the income 
statement by the net changes in prepaid expenses and accrued expense liabilities for the year. If 
prepaid expenses increased during the year, other operating expenses on a cash basis would be 
higher than on an accrual basis, and vice versa. Likewise, if accrued expense liabilities increased 
during the year, other operating expenses on a cash basis would be lower than on an accrual 
basis, and vice versa. For Acme Corporation, the amount of cash paid for operating expenses 
in 2009 was $3,532, as follows: 

Other operating expenses $3,577

Less: Decrease in prepaid expenses (23)

Less: Increase in other accrued liabilities (22)

Cash paid for other operating expenses  $3,532 

 EXAMPLE 5    Computing Cash Paid for Other Operating Expenses 

 Black Ice, a fi ctitious sportswear manufacturer, reported other operating expenses of $30 
million. Prepaid insurance expense increased by $4 million, and accrued utilities payable 
decreased by $7 million. Insurance and utilities are the only two components of other 
operating expenses. How much cash did the company pay in other operating expenses?  
  A  .   $19 million.  
  B  .   $33 million.  
  C  .   $41 million.    

 Solution:    C is correct. Other operating expenses of $30 million plus the increase in 
prepaid insurance expense of $4 million plus the decrease in accrued utilities payable of 
$7 million equals $41 million.   

    3.2.1.5.     Cash Paid for Interest     Th e cash paid for interest is included in operating cash fl ows 
under US GAAP and may be included in operating or fi nancing cash fl ows under IFRS. To 
determine the cash paid for interest, it is necessary to adjust interest expense by the net change 
in interest payable for the year. If interest payable increases during the year, then interest ex-
pense on an accrual basis will be higher than the amount of cash paid for interest, and vice 
versa. For Acme Corporation, interest payable decreased by $12, and cash paid for interest was 
$258, as follows: 

Interest expense $246

Plus: Decrease in interest payable 12

Cash paid for interest  $258 
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 Alternatively, cash paid for interest may also be determined by an analysis of the interest 
payable account, as shown below: 

Beginning interest payable $74

Plus interest expense 246

Minus cash paid for interest  (258 )

Ending interest payable $62

 3.2.1.6.     Cash Paid for Income Taxes     To determine the cash paid for income taxes, it is nec-
essary to adjust the income tax expense amount on the income statement by the net changes 
in taxes receivable, taxes payable, and deferred income taxes for the year. If taxes receivable or 
deferred tax assets increase during the year, income taxes on a cash basis will be higher than 
on an accrual basis, and vice versa. Likewise, if taxes payable or deferred tax liabilities increase 
during the year, income tax expense on a cash basis will be lower than on an accrual basis, 
and vice versa. For Acme Corporation, the amount of cash paid for income taxes in 2009 was 
$1,134, as follows: 

Income tax expense $1,139

Less: Increase in income tax payable (5)

Cash paid for income taxes  $1,134 

 3.2.2.     Investing Activities 
 Th e second and third steps in preparing the cash fl ow statement are to determine the total cash 
fl ows from investing activities and from fi nancing activities. Th e presentation of this information 
is identical, regardless of whether the direct or indirect method is used for operating cash fl ows. 

 Purchases and sales of equipment were the only investing activities undertaken by 
Acme in 2009, as evidenced by the fact that the amounts reported for land and buildings 
were unchanged during the year. An informational note in  Exhibit 7  tells us that Acme 
 purchased  new equipment in 2009 for a total cost of $1,300. However, the amount of 
equipment shown on Acme’s balance sheet increased by only $243 (ending balance of 
$8,798 minus beginning balance of $8,555); therefore, Acme must have also  sold or oth-
erwise disposed of  some equipment during the year. To determine the cash infl ow from the 
sale of equipment, we analyze the equipment and accumulated depreciation accounts as 
well as the gain on the sale of equipment from Exhibits 6 and 7. Assuming that the entire 
accumulated depreciation is related to equipment, the cash received from sale of equipment 
is determined as follows. 

 Th e historical cost of the equipment sold was $1,057. Th is amount is determined as 
follows:

Beginning balance equipment (from balance sheet) $8,555

Plus equipment purchased (from informational note) 1,300

Minus ending balance equipment (from balance sheet) (8,798)

Equals historical cost of equipment sold $1,057
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  Th e accumulated depreciation on the equipment sold was $500, determined as follows: 

Beginning balance accumulated depreciation (from balance sheet) $ 2,891

Plus depreciation expense (from income statement) 1,052

Minus ending balance accumulated depreciation (from balance sheet) (3,443)

Equals accumulated depreciation on equipment sold $ 500

 Th e historical cost information, accumulated depreciation information, and information 
from the income statement about the gain on the sale of equipment can be used to determine 
the cash received from the sale. 

Historical cost of equipment sold (calculated above) $ 1,057

Less accumulated depreciation on equipment sold (calculated above) (500)

Equals book value of equipment sold $ 557

Plus gain on sale of equipment (from the income statement) 205

Equals cash received from sale of equipment  $ 762 

 EXAMPLE 6    Computing Cash Received from the Sale of Equipment 

 Copper, Inc., a fi ctitious brewery and restaurant chain, reported a gain on the sale of 
equipment of $12 million. In addition, the company’s income statement shows depre-
ciation expense of $8 million and the cash fl ow statement shows capital expenditure of 
$15 million, all of which was for the purchase of new equipment.

 Balance sheet item  12/31/2009  12/31/2010  Change 

Equipment $100 million $109 million $9 million

Accumulated 
depreciation—equipment $30 million $36 million $6 million

  Using the above information from the comparative balance sheets, how much cash did 
the company receive from the equipment sale?  
  A  .   $12 million.  
  B  .   $16 million.  
  C  .   $18 million.    

 Solution:    B is correct. Selling price (cash infl ow) minus book value equals gain or loss 
on sale; therefore, gain or loss on sale plus book value equals selling price (cash infl ow). 
Th e amount of gain is given, $12 million. To calculate the book value of the equipment 



268 International Financial Statement Analysis

    3.2.3.     Financing Activities 
 As with investing activities, the presentation of fi nancing activities is identical, regardless of 
whether the direct or indirect method is used for operating cash fl ows.  

 3.2.3.1.     Long-Term Debt and Common Stock     Th e change in long-term debt, based on the 
beginning 2009 (ending 2008) and ending 2009 balances in  Exhibit 7 , was a decrease of $500. 
Absent other information, this indicates that Acme retired $500 of long-term debt. Retiring 
long-term debt is a cash outfl ow relating to fi nancing activities. 

 Similarly, the change in common stock during 2009 was a decrease of $600. Absent other 
information, this indicates that Acme repurchased $600 of its common stock. Repurchase of 
common stock is also a cash outfl ow related to fi nancing activity.   

 3.2.3.2.     Dividends     Recall the following relationship:

 Beginning retained earnings + Net income – Dividends = Ending retained earnings 

  Based on this relationship, the amount of cash dividends paid in 2009 can be determined from 
an analysis of retained earnings, as follows: 

Beginning balance of retained earnings (from the balance sheet) $2,876

Plus net income (from the income statement) 2,210

Minus ending balance of retained earnings (from the balance sheet) (3,966)

Equals dividends paid  $1,120 

 Note that dividends paid are presented in the statement of changes in equity.    

 3.2.4.     Overall Statement of Cash Flows: Direct Method 
  Exhibit 8  summarizes the information about Acme’s operating, investing, and fi nancing cash 
fl ows in the statement of cash fl ows. At the bottom of the statement, the total net change in 
cash is shown to be a decrease of $152 (from $1,163 to $1,011). Th is decrease can also be seen 

sold, fi nd the historical cost of the equipment and the accumulated depreciation on the 
equipment.  

•    Beginning balance of equipment of $100 million plus equipment purchased of 
$15 million minus ending balance of equipment of $109 million equals historical 
cost of equipment sold, or $6 million.  

•    Beginning accumulated depreciation on equipment of $30 million plus depreciation 
expense for the year of $8 million minus ending balance of accumulated depreciation 
of $36 million equals accumulated depreciation on the equipment sold, or $2 million.  

•    Th erefore, the book value of the equipment sold was $6 million minus $2 million, 
or $4 million.  

•    Because the gain on the sale of equipment was $12 million, the amount of cash re-
ceived must have been $16 million.     
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on the comparative balance sheet in  Exhibit 7 . Th e cash provided by operating activities of 
$2,606 was adequate to cover the net cash used in investing activities of $538; however, the 
company’s debt repayments, cash payments for dividends, and repurchase of common stock 
(i.e., its fi nancing activities) of $2,220 resulted in an overall decrease in cash of $152. 

    EXHIBIT 8      Acme Corporation Cash Flow Statement 
(Direct Method) for Year Ended 31 December 2009 

Cash fl ow from operating activities:

   Cash received from customers $23,543

   Cash paid to suppliers (11,900)

   Cash paid to employees (4,113)

   Cash paid for other operating expenses (3,532)

   Cash paid for interest (258)

   Cash paid for income tax (1,134)

Net cash provided by operating activities 2,606

Cash fl ow from investing activities:

   Cash received from sale of equipment 762

   Cash paid for purchase of equipment (1,300)

Net cash used for investing activities (538)

Cash fl ow from fi nancing activities:

   Cash paid to retire long-term debt (500)

   Cash paid to retire common stock (600)

   Cash paid for dividends (1,120)

Net cash used for fi nancing activities (2,220)

Net increase (decrease) in cash (152)

Cash balance, 31 December 2008 1,163

Cash balance, 31 December 2009 $1,011

 3.2.5.     Overall Statement of Cash Flows: Indirect Method 
 Using the alternative approach to reporting cash from operating activities, the indirect meth-
od, we will present the same amount of cash provided by operating activities. Under this ap-
proach, we reconcile Acme’s net income of $2,210 to its operating cash fl ow of $2,606. 

 To perform this reconciliation, net income is adjusted for the following: a) any non-operating 
activities, b) any non-cash expenses, and c) changes in operating working capital items. 

 Th e only non-operating activity in Acme’s income statement, the sale of equipment, re-
sulted in a gain of $205. Th is amount is removed from the operating cash fl ow section; the cash 
eff ects of the sale are shown in the investing section. 

 Acme’s only non-cash expense was depreciation expense of $1,052. Under the indirect 
method, depreciation expense must be added back to net income because it was a non-cash 
deduction in the calculation of net income. 
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 Changes in working capital accounts include increases and decreases in the current op-
erating asset and liability accounts. Th e changes in these accounts arise from applying accrual 
accounting; that is, recognizing revenues when they are earned and expenses when they are in-
curred instead of when the cash is received or paid. To make the working capital adjustments 
under the indirect method, any increase in a current operating asset account is subtracted 
from net income and a net decrease is added to net income. As described above, the increase 
in accounts receivable, for example, resulted from Acme recording income statement revenue 
higher than the amount of cash received from customers; therefore, to reconcile back to 
operating cash fl ow, that increase in accounts receivable must be deducted from net income. 
For current operating liabilities, a net increase is added to net income and a net decrease is 
subtracted from net income. As described above, the increase in wages payable, for example, 
resulted from Acme recording income statement expenses higher than the amount of cash 
paid to employees. 

  Exhibit 9  presents a tabulation of the most common types of adjustments that are made 
to net income when using the indirect method to determine net cash fl ow from operating 
activities. 

    EXHIBIT 9      Adjustments to Net Income Using the Indirect Method 

Additions •     Non-cash items  
    Depreciation expense of tangible assets  
    Amortization expense of intangible assets  
    Depletion expense of natural resources  
    Amortization of bond discount     

•     Non-operating losses  
    Loss on sale or write-down of assets  
    Loss on retirement of debt  
    Loss on investments accounted for under the equity method     

•     Increase in deferred income tax liability   
•     Changes in working capital resulting from accruing higher amounts for expenses 

than the amounts of cash payments or lower amounts for revenues than the 
amounts of cash receipts   
    Decrease in current operating assets (e.g., accounts receivable, inventory, and 

prepaid expenses)  
    Increase in current operating liabilities (e.g., accounts payable and accrued 

expense liabilities)     
Subtractions •     Non-cash items (e.g., amortization of bond premium)   

•     Non-operating items   
    Gain on sale of assets  
    Gain on retirement of debt  
    Income on investments accounted for under the equity method     

•     Decrease in deferred income tax liability   
•     Changes in working capital resulting from accruing lower amounts for expenses 

than for cash payments or higher amounts for revenues than for cash receipts   
    Increase in current operating assets (e.g., accounts receivable, inventory, and 

prepaid expenses)  
    Decrease in current operating liabilities (e.g., accounts payable and accrued 

expense liabilities)     
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 Accordingly, for Acme Corporation, the $55 increase in accounts receivable and the 
$707 increase in inventory are subtracted from net income and the $23 decrease in prepaid 
expenses is added to net income. For Acme’s current liabilities, the increases in accounts 
payable, salary and wage payable, income tax payable, and other accrued liabilities ($263, 
$10, $5, and $22, respectively) are added to net income and the $12 decrease in interest 
payable is subtracted from net income.  Exhibit 10  presents the cash fl ow statement for Acme 
Corporation under the indirect method by using the information that we have determined 
from our analysis of the income statement and the comparative balance sheets. Note that the 
investing and fi nancing sections are identical to the statement of cash fl ows prepared using 
the direct method. 

    EXHIBIT 10      Acme Corporation Cash Flow Statement 
(Indirect Method) Year Ended 31 December 2009 

Cash fl ow from operating activities:

   Net income $2,210

   Depreciation expense 1,052

   Gain on sale of equipment (205)

   Increase in accounts receivable (55)

   Increase in inventory (707)

   Decrease in prepaid expenses 23

   Increase in accounts payable 263

   Increase in salary and wage payable 10

   Decrease in interest payable (12)

   Increase in income tax payable 5

   Increase in other accrued liabilities 22

Net cash provided by operating activities 2,606

Cash fl ow from investing activities:

   Cash received from sale of equipment 762

   Cash paid for purchase of equipment (1,300)

Net cash used for investing activities (538)

Cash fl ow from fi nancing activities:

   Cash paid to retire long-term debt (500)

   Cash paid to retire common stock (600)

   Cash paid for dividends (1,120)

Net cash used for fi nancing activities (2,220)

Net decrease in cash (152)

Cash balance, 31 December 2008 1,163

Cash balance, 31 December 2009 $1,011
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     3.3.     Conversion of Cash Flows from the Indirect to the Direct Method 

 An analyst may desire to review direct-format operating cash fl ow to review trends in cash 
receipts and payments (such as cash received from customers or cash paid to suppliers). If a 
direct-format statement is not available, cash fl ows from operating activities reported under 
the indirect method can be converted to the direct method. Accuracy of conversion depends 
on adjustments using data available in published fi nancial reports. Th e method described here 
is suffi  ciently accurate for most analytical purposes. 

 Th e three-step conversion process is demonstrated for Acme Corporation in  Exhibit 11 . 
Referring again to Exhibits 6 and 7 for Acme Corporation’s income statement and balance 
sheet information, begin by disaggregating net income of $2,210 into total revenues and total 
expenses (Step 1). Next, remove any non-operating and non-cash items (Step 2). For Acme, 
we therefore remove the non-operating gain on the sale of equipment of $205 and the non-
cash depreciation expense of $1,052. Th en, convert accrual amounts of revenues and expenses 
to cash fl ow amounts of receipts and payments by adjusting for changes in working capital 
accounts (Step 3). Th e results of these adjustments are the items of information for the direct 
format of operating cash fl ows. Th ese line items are shown as the results of Step 3. 

 EXAMPLE 7    Adjusting Net Income to Compute Operating Cash Flow 

 Based on the following information for Pinkerly Inc., a fi ctitious company, what are 
the total adjustments that the company would make to net income in order to derive 
operating cash fl ow? 

 Year Ended 

Income statement item 12/31/2009

Net income $30 million

Depreciation $7 million

Balance sheet item 12/31/2008 12/31/2009 Change

Accounts receivable $15 million $30 million $15 million

Inventory $16 million $13 million ($3 million)

Accounts payable $10 million $20 million $10 million

  A  .   Add $5 million.  
  B  .   Add $21 million.  
  C  .   Subtract $9 million.    

 Solution:    A is correct. To derive operating cash fl ow, the company would make the fol-
lowing adjustments to net income: add depreciation (a non-cash expense) of $7 million; 
add the decrease in inventory of $3 million; add the increase in accounts payable of $10 
million; and subtract the increase in accounts receivable of $15 million. Total additions of 
$20 million and total subtractions of $15 million result in net total additions of $5 million.   
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    EXHIBIT 11      Conversion from the Indirect to the Direct Method 

 Step 1 Total revenues $23,803

Aggregate all revenue and all expenses Total expenses 21,593

Net income $2,210

 Step 2 Total revenue less non-cash item revenues:

Remove all non-cash items from 
aggregated revenues and expenses 
and break out remaining items into 
relevant cash fl ow items

($23,803 – $205) = $23,598

Revenue $23,598

Total expenses less non-cash item expenses:

($21,593 – $1,052) = $20,541

Cost of goods sold $11,456

Salary and wage expenses 4,123

Other operating expenses 3,577

Interest expense 246

Income tax expense 1,139

Total $20,541

 Step 3 Cash received from customers a $23,543

Convert accrual amounts to cash fl ow 
amounts by adjusting for working 
capital changes

Cash paid to suppliers b (11,900)

Cash paid to employees c (4,113)

Cash paid for other operating expenses d (3,532)

Cash paid for interest e (258)

Cash paid for income tax f (1,134)

Net cash provided by operating activities $2,606

  Calculations for Step 3:  
  a Revenue of $23,598 less increase in accounts receivable of $55. 
  b Cost of goods sold of $11,456 plus increase in inventory of $707 less increase in accounts payable of 
$263. 
  c Salary and wage expense of $4,123 less increase in salary and wage payable of $10. 
  d Other operating expenses of $3,577 less decrease in prepaid expenses of $23 less increase in other ac-
crued liabilities of $22. 
  e Interest expense of $246 plus decrease in interest payable of $12. 
  f Income tax expense of $1,139 less increase in income tax payable of $5.       

 4. CASH FLOW STATEMENT ANALYSIS 

 Th e analysis of a company’s cash fl ows can provide useful information for understanding a 
company’s business and earnings and for predicting its future cash fl ows. Th is section describes 
tools and techniques for analyzing the statement of cash fl ows, including the analysis of sources 
and uses of cash and cash fl ow, common-size analysis, and calculation of free cash fl ow meas-
ures and cash fl ow ratios.  
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 4.1.     Evaluation of the Sources and Uses of Cash 

 Evaluation of the cash fl ow statement should involve an overall assessment of the sources and 
uses of cash between the three main categories as well as an assessment of the main drivers of 
cash fl ow within each category, as follows:  

   1  .     Evaluate where the major sources and uses of cash fl ow are between operating, investing, 
and fi nancing activities.  

   2  .     Evaluate the primary determinants of operating cash fl ow.  
   3  .     Evaluate the primary determinants of investing cash fl ow.  
   4  .     Evaluate the primary determinants of fi nancing cash fl ow.   

  Step 1  Th e major sources of cash for a company can vary with its stage of growth. For a mature 
company, it is expected and desirable that operating activities are the primary source of cash fl ows. 
Over the long term, a company must generate cash from its operating activities. If operating cash 
fl ow were consistently negative, a company would need to borrow money or issue stock (fi nancing 
activities) to fund the shortfall. Eventually, these providers of capital need to be repaid from opera-
tions or they will no longer be willing to provide capital. Cash generated from operating activities 
can be used in either investing or fi nancing activities. If the company has good opportunities to 
grow the business or other investment opportunities, it is desirable to use the cash in investing 
activities. If the company does not have profi table investment opportunities, the cash should be re-
turned to capital providers, a fi nancing activity. For a new or growth stage company, operating cash 
fl ow may be negative for some period of time as it invests in such assets as inventory and receivables 
(extending credit to new customers) in order to grow the business. Th is situation is not sustainable 
over the long term, so eventually the cash must start to come primarily from operating activities 
so that capital can be returned to the providers of capital. Lastly, it is desirable that operating cash 
fl ows are suffi  cient to cover capital expenditures (in other words, the company has free cash fl ow as 
discussed further in Section 4.3). In summary, major points to consider at this step are:  

•    What are the major sources and uses of cash fl ow?  
•    Is operating cash fl ow positive and suffi  cient to cover capital expenditures?   

  Step 2  Turning to the operating section, the analysts should examine the most signifi cant deter-
minants of operating cash fl ow. Companies need cash for use in operations (for example, to hold 
receivables and inventory and to pay employees and suppliers) and receive cash from operating 
activities (for example, payments from customers). Under the indirect method, the increases and 
decreases in receivables, inventory, payables, and so on can be examined to determine whether 
the company is using or generating cash in operations and why. It is also useful to compare oper-
ating cash fl ow with net income. For a mature company, because net income includes non-cash 
expenses (depreciation and amortization), it is expected and desirable that operating cash fl ow 
exceeds net income. Th e relationship between net income and operating cash fl ow is also an indi-
cator of earnings quality. If a company has large net income but poor operating cash fl ow, it may 
be a sign of poor earnings quality. Th e company may be making aggressive accounting choices 
to increase net income but not be generating cash for its business. You should also examine the 
variability of both earnings and cash fl ow and consider the impact of this variability on the com-
pany’s risk as well as the ability to forecast future cash fl ows for valuation purposes. In summary:  

•    What are the major determinants of operating cash fl ow?  
•    Is operating cash fl ow higher or lower than net income? Why?  
•    How consistent are operating cash fl ows?   
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  Step 3  Within the investing section, you should evaluate each line item. Each line item repre-
sents either a source or use of cash. Th is enables you to understand where the cash is being spent 
(or received). Th is section will tell you how much cash is being invested for the future in prop-
erty, plant, and equipment; how much is used to acquire entire companies; and how much is 
put aside in liquid investments, such as stocks and bonds. It will also tell you how much cash is 
being raised by selling these types of assets. If the company is making major capital investments, 
you should consider where the cash is coming from to cover these investments (e.g., is the cash 
coming from excess operating cash fl ow or from the fi nancing activities described in Step 4). If 
assets are being sold, it is important to determine why and to assess the eff ects on the company.    

  Step 4  Within the fi nancing section, you should examine each line item to understand wheth-
er the company is raising capital or repaying capital and what the nature of its capital sources 
are. If the company is borrowing each year, you should consider when repayment may be 
required. Th is section will also present dividend payments and repurchases of stock that are 
alternative means of returning capital to owners. It is important to assess why capital is being 
raised or repaid. 

 We now provide an example of a cash fl ow statement evaluation.    

 EXAMPLE 8    Analysis of the Cash Flow Statement 

 Derek Yee, CFA, is preparing to forecast cash fl ow for Groupe Danone (FP: BN) as 
an input into his valuation model. He has asked you to evaluate the historical cash 
fl ow statement of Groupe Danone, which is presented in  Exhibit 12 . Groupe Danone 
prepares its fi nancial statements in conformity with IFRS. Note that Groupe Danone 
presents the most recent period on the right. 

    EXHIBIT 12      Groupe Danone Consolidated Financial Statements Consolidated Statements 
of Cash Flows (in € Millions)  

 Years Ended 31 December  2008  2009 

Net income attributable to the Group 1,313 1,361

   Net income attributable to minority interests 178 160

   Net income from discontinued operations (269) —

   Share of profi ts of associates (62) 77

   Depreciation and amortization 525 549

   Dividends received from associates 29 174

   Other fl ows with impact on cash (113) (157)

   Other fl ows with no impact on cash 93 (93)

 Cash fl ows provided by operating activities, excluding changes in 
net working capital  1,699  2,092 

   (Increase) decrease in inventories 3 37

   (Increase) decrease in trade accounts receivable (74) (112)

(continued)
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 Years Ended 31 December  2008  2009 

   Increase (decrease) in trade accounts payable 36 (127)

   Changes in other accounts receivable and payable 90 110

   Change in other working capital requirements 55 (92)

 Cash fl ows provided by (used in) operating activities  1,754  2,000 

   Capital expenditure (706) (699)

   Purchase of businesses and other investments, net of cash and 
cash equivalents acquired (259) (147)

   Proceeds from the sale of businesses and other investments, 
including indebtedness of companies sold 329 1,024

   (Increase) decrease in long-term loans and other long-term assets 67 36

 Cash fl ows provided by (used in) investing activities  (569 )  214 

   Increase in capital and additional paid-in capital 48 2,977

   Purchases of treasury stock (net of disposals) 46 100

   Dividends paid to Danone shareholders and to minority interests (705) (451)

   Settlement of debt hedge fi nancial instruments (mainly equalization 
payments) (154)

   Increase (decrease) in non-current fi nancial liabilities 1,338 (4,154)

   Increase (decrease) in current fi nancial liabilities (1,901) (427)

   Increase (decrease) in marketable securities 63 (60)

 Cash fl ows provided by (used in) fi nancing activities  (1,111 )  (2,169 )

 Eff ect of exchange rate changes (31) 8

 Increase (decrease) in cash and cash equivalents  43  53 

 Cash and cash equivalents at beginning of period 548 591

 Cash and cash equivalents at end of period 591 644

 Supplemental disclosures 

Payments during the year of:

• net interest 433 272

• income tax 430 413

 Yee would like answers to the following questions:  

•    What are the major sources of cash for Groupe Danone?  
•    What are the major uses of cash for Groupe Danone?  
•    What is the relationship between net income and cash fl ow from operating 

activities?  
•    Is cash fl ow from operating activities suffi  cient to cover capital expenditures?  
•    Other than capital expenditures, is cash being used or generated in investing 

activities?  
•    What types of fi nancing cash fl ows does Groupe Danone have?    

EXHIBIT 12 (Continued)
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 4.2.     Common-Size Analysis of the Statement of Cash Flows 

 In common-size analysis of a company’s income statement, each income and expense line 
item is expressed as a percentage of net revenues (net sales). For the common-size balance 
sheet, each asset, liability, and equity line item is expressed as a percentage of total assets. 
For the common-size cash fl ow statement, there are two alternative approaches. Th e fi rst 
approach is to express each line item of cash infl ow (outfl ow) as a percentage of total infl ows 
(outfl ows) of cash, and the second approach is to express each line item as a percentage of 
net revenue. 

  Exhibit 13  demonstrates the total cash infl ows/total cash outfl ows method for Acme 
Corporation. Under this approach, each of the cash infl ows is expressed as a percentage 
of the total cash infl ows, whereas each of the cash outfl ows is expressed as a percentage of 
the total cash outfl ows. In Panel A, Acme’s common-size statement is based on a cash fl ow 
statement using the direct method of presenting operating cash fl ows. Operating cash in-
fl ows and outfl ows are separately presented on the cash fl ow statement, and therefore, the 
common-size cash fl ow statement shows each of these operating infl ows (outfl ows) as a per-
centage of total infl ows (outfl ows). In Panel B, Acme’s common-size statement is based on 
a cash fl ow statement using the indirect method of presenting operating cash fl ows. When 
a cash fl ow statement has been presented using the indirect method, operating cash infl ows 
and outfl ows are not separately presented; therefore, the common-size cash fl ow statement 
shows only the net operating cash fl ow (net cash provided by or used in operating activities) 
as a percentage of total infl ows or outfl ows, depending on whether the net amount was a 
cash infl ow or outfl ow. Because Acme’s net operating cash fl ow is positive, it is shown as a 
percentage of total infl ows. 

 Solution:    Th e major categories of cash fl ows can be summarized as follows (in € millions): 

 2008  2009 

Cash fl ows provided by operating activities 1,754 2,000

Cash fl ows provided by (used in) investing activities (569) 214

Cash fl ows provided by (used in) fi nancing activities (1,111) (2,169)

Exchange rate eff ects on cash (31) 8

Increase in cash 43 53

 Th e primary source of cash for Groupe Danone is operating activities. In 2009, 
investing activities provided cash as the result of the sale of businesses and other invest-
ments. Cash fl ow is being used in fi nancing activities, primarily to repay fi nancial liabil-
ities and to pay dividends. Th e fact that the primary source of cash is from operations is 
positive and desirable for a mature company. Additionally, the fact that operating cash 
fl ow exceeds net income in both years is a positive sign. Finally, operating cash fl ows 
exceed capital expenditures, indicating that the company can fund capital expenditures 
from operations.   
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    EXHIBIT 13      Acme Corporation Common-Size Cash Flow Statement Year Ended 31 December 2009 

 Panel A. Direct Format for Cash Flow 

 Infl ows 
 Percentage of 
Total Infl ows 

Receipts from customers $23,543 96.86%

Sale of equipment 762 3.14

    Total $24,305 100.00%

 Outfl ows 
 Percentage of 

Total Outfl ows 

Payments to suppliers $11,900 48.66%

Payments to employees 4,113 16.82

Payments for other operating expenses 3,532 14.44

Payments for interest 258 1.05

Payments for income tax 1,134 4.64

Purchase of equipment 1,300 5.32

Retirement of long-term debt 500 2.04

Retirement of common stock 600 2.45

Dividend payments 1,120 4.58

   Total $24,457 100.00%

   Net increase (decrease) in cash ($152)

 Panel B. Indirect Format for Cash Flow 

 Infl ows 
 Percentage of 
Total Infl ows 

Net cash provided by operating activities $2,606 77.38%

Sale of equipment 762 22.62

    Total $3,368 100.00%

 Outfl ows 
 Percentage of 

Total Outfl ows 

Purchase of equipment $1,300 36.93%

Retirement of long-term debt 500 14.20

Retirement of common stock 600 17.05

Dividend payments 1,120 31.82

    Total $3,520 100.00%

    Net increase (decrease) in cash ($152)
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  Exhibit 14  demonstrates the net revenue common-size cash fl ow statement for Acme Cor-
poration. Under the net revenue approach, each line item in the cash fl ow statement is shown 
as a percentage of net revenue. Th e common-size statement in this exhibit has been developed 
based on Acme’s cash fl ow statement using the indirect method for operating cash fl ows and 
using net revenue of $23,598 as shown in  Exhibit 6 . Each line item of the reconciliation be-
tween net income and net operating cash fl ows is expressed as a percentage of net revenue. Th e 
common-size format makes it easier to see trends in cash fl ow rather than just looking at the 
total amount. Th is method is also useful to the analyst in forecasting future cash fl ows because 
individual items in the common-size statement (e.g., depreciation, fi xed capital expenditures, 
debt borrowing, and repayment) are expressed as a percentage of net revenue. Th us, once the 
analyst has forecast revenue, the common-size statement provides a basis for forecasting cash 
fl ows for those items with an expected relation to net revenue. 

    EXHIBIT 14       Acme Corporation Common-Size Cash Flow Statement: Indirect Format Year 
Ended 31 December 2009 

 Percentage of 
Net Revenue 

 Cash fl ow from operating activities: 

   Net income $2,210 9.37%

   Depreciation expense 1,052 4.46

   Gain on sale of equipment (205) (0.87)

   Increase in accounts receivable (55) (0.23)

   Increase in inventory (707) (3.00)

   Decrease in prepaid expenses 23 0.10

   Increase in accounts payable 263 1.11

   Increase in salary and wage payable 10 0.04

   Decrease in interest payable (12) (0.05)

   Increase in income tax payable 5 0.02

   Increase in other accrued liabilities 22 0.09

 Net cash provided by operating activities $2,606 11.04%

 Cash fl ow from investing activities: 

   Cash received from sale of equipment $ 762 3.23%

   Cash paid for purchase of equipment (1,300) (5.51)

 Net cash used for investing activities $(538) (2.28)%

 Cash fl ow from fi nancing activities: 

   Cash paid to retire long-term debt $(500) (2.12)%

   Cash paid to retire common stock (600) (2.54)

   Cash paid for dividends (1,120) (4.75)

 Net cash used for fi nancing activities $(2,220) (9.41)%

 Net decrease in cash $(152) (0.64)%
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 EXAMPLE 9    Analysis of a Common-Size Cash Flow Statement 

 Andrew Potter is examining an abbreviated common-size cash fl ow statement for 
Dell Inc. (NASDAQ: DELL), a provider of technological products and services. Th e 
common-size cash fl ow statement was prepared by dividing each line item by total net 
revenue for the same year. Th e terminology is that used by Dell. “Change in cash from” 
is used instead of “cash provided by (used in).” 

 29 Jan 10  30 Jan 09  1 Feb 08 

Cash fl ows from operating activities:

 Net income  2.71%  4.06%  4.82% 

Adjustments to reconcile net income to net cash 
provided by operating activities:

   Depreciation and amortization 1.61 1.26 0.99

   Stock-based compensation 0.59 0.68 0.54

   In-process research and development charges 0.00 0.00 0.14

   Eff ects of exchange rate changes on monetary assets 
and liabilities denominated in foreign currencies

0.11 (0.19) 0.05

   Deferred income taxes (0.10) 0.14 (0.50)

   Provision for doubtful accounts—including fi nancing 
receivables 0.81 0.51 0.31

   Other 0.19 0.05 0.05

Changes in operating assets and liabilities, net of eff ects 
from acquisitions:

   Accounts receivable (1.25) 0.79 (1.78)

   Financing receivables (2.05) (0.49) (0.64)

   Inventories (0.35) 0.51 (0.81)

   Other assets (0.43) (0.17) (0.20)

   Accounts payable 5.36 (5.10) 1.37

   Deferred services revenue 0.26 1.09 1.69

   Accrued and other liabilities (0.08) (0.02) 0.45

 Change in cash from operating activities  7.38  3.10  6.46 

Cash fl ows from investing activities:

   Investments: Purchases (2.61) (2.59) (3.92)

   Investments: Maturities and sales 2.91 3.82 6.02

   Capital expenditures (0.69) (0.72) (1.36)

   Proceeds from sale of facility and land 0.03 0.07 0.00

   Acquisition of business, net of cash received (6.83) (0.29) (3.63)

 Change in cash from investing activities  (7.20)  0.29  (2.88) 
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 29 Jan 10  30 Jan 09  1 Feb 08 

Cash fl ows from fi nancing activities:
   Repurchase of common stock 0.00 (4.69) (6.55)
   Issuance of common stock under employee plans 0.00 0.13 0.22
   Issuance of commercial paper (maturity 90 days or 

less), net
0.14 0.16 (0.16)

   Proceeds from debt 3.89 2.49 0.11
   Repayments of debt (0.23) (0.39) (0.27)
   Other 0.00 0.00 (0.09)
 Change in cash from fi nancing activities  3.80  (2.30)  (6.74) 
   Eff ect of exchange rate changes on cash and 

cash equivalents 0.33 –0.13 0.25
 Change in cash and cash equivalents  4.32%  0.96% – 2.91% 

 Based on the information in the above exhibit:  

  1  .     Discuss the signifi cance of  
  A  .   depreciation and amortization.  
  B  .   capital expenditures.    

  2  .     Compare Dell’s operating cash fl ow as a percentage of revenue with Dell’s net profi t 
margin.  

  3  .     Discuss Dell’s use of its positive operating cash fl ow.    

 Solution to 1:  
  A  .   Dell’s depreciation and amortization expense is less than 2 percent of total net rev-

enue in the year ended 29 January 2010. However, as a percentage of total revenue, 
it has been increasing each year. In the year ended 29 January 2010, adding this 
expense back to determine operating cash fl ow has a signifi cant impact on cash fl ow 
from operations as a percentage of total revenue because its size was approximately 
60 percent of net profi t margin (net income/total net revenue).  

  B  .   Dell’s level of capital expenditures is relatively small, less than 1 percent of revenues in 
the most recent years. Cash fl ow from operations as a percentage of total revenue in-
dicates that operating cash fl ows are more than suffi  cient to cover these expenditures.     

 Solution to 2:    Dell’s operating cash fl ow as a percentage of revenue is usually much higher 
than net profi t margin, with the exception of the year ended 30 January 2009. In that year, 
the net profi t margin was 4.06 percent and operating cash fl ow as a percentage of total 
revenue was 3.10 percent. Th e primary diff erence between that year and the other years 
appears to have been a signifi cant reduction in accounts payable; in each of the other years, 
accounts payable increased. For the year ended 29 January 2010, operating cash fl ow as 
a percentage of total revenue was 7.38 percent and net profi t margin was 2.71 percent.   

 Solution to 3:    In the year ended 29 January 2010, the largest cash outfl ow was for an 
acquisition of business (investing activities). In prior years, much of Dell’s operating 
cash fl ow was used to repurchase its own stock (fi nancing activities). In each of the three 
years, Dell’s purchases of investments (investing activities) were less than the amounts 
of maturities and sales; thus, on a net basis, investments provided a net source of cash.   
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    4.3.     Free Cash Flow to the Firm and Free Cash Flow to Equity 

 It was mentioned earlier that it is desirable that operating cash fl ows are suffi  cient to cover 
capital expenditures. Th e excess of operating cash fl ow over capital expenditures is known 
generically as  free cash fl ow . For purposes of valuing a company or its equity securities, an 
analyst may want to determine and use other cash fl ow measures, such as free cash fl ow to the 
fi rm (FCFF) or free cash fl ow to equity (FCFE). 

 FCFF is the cash fl ow available to the company’s suppliers of debt and equity capital after 
all operating expenses (including income taxes) have been paid and necessary investments in 
working capital and fi xed capital have been made. FCFF can be computed starting with net 
income as  9    

 FCFF = NI + NCC + Int(1 – Tax rate) – FCInv – WCInv 

 where 

  NI = Net income 
  NCC = Non-cash charges (such as depreciation and amortization) 
  Int = Interest expense 
  FCInv = Capital expenditures (fi xed capital, such as equipment) 
  WCInv = Working capital expenditures 

 Th e reason for adding back interest is that FCFF is the cash fl ow available to the suppliers 
of debt capital as well as equity capital. Conveniently, FCFF can also be computed from cash 
fl ow from operating activities as 

 FCFF = CFO + Int(1 – Tax rate) – FCInv 

 CFO represents cash fl ow from operating activities under US GAAP or under IFRS 
where the company has included interest paid in operating activities. If interest paid was 
included in fi nancing activities, then CFO does not have to be adjusted for Int(1 – Tax 
rate). Under IFRS, if the company has placed interest and dividends received in investing 
activities, these should be added back to CFO to determine FCFF. Additionally, if div-
idends paid were subtracted in the operating section, these should be added back in to 
compute FCFF. 

 Th e computation of FCFF for Acme Corporation (based on the data from Exhibits 6, 7, 
and 8) is as follows: 

CFO $2,606

Plus: Interest paid times (1 – income tax rate)

   {$258 [1 – 0.34 a ]} 170

Less: Net investments in fi xed capital

   ($1,300 – $762) (538)

FCFF $2,238

  a  Income tax rate of 0.34 = (Tax expense ÷ Pretax income) = ($1,139 ÷ $3,349). 

  9    See Pinto et al.,  Equity Asset Valuation  (2010) for a detailed discussion of free cash fl ow computations. 
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      FCFE is the cash fl ow available to the company’s common stockholders after all operating 
expenses and borrowing costs (principal and interest) have been paid and necessary invest-
ments in working capital and fi xed capital have been made. FCFE can be computed as 

 FCFE = CFO – FCInv + Net borrowing 

 When net borrowing is negative, debt repayments exceed receipts of borrowed funds. In 
this case, FCFE can be expressed as

 FCFE = CFO – FCInv – Net debt repayment 

  Th e computation of FCFE for Acme Corporation (based on the data from Exhibits 6, 7, 
and 8) is as follows: 

CFO $2,606

Less: Net investments in fi xed capital ($1,300 – $762) (538)

Less: Debt repayment (500)

FCFE $1,568

 Positive FCFE means that the company has an excess of operating cash fl ow over amounts 
needed for capital expenditures and repayment of debt. Th is cash would be available for dis-
tribution to owners.   

 4.4.     Cash Flow Ratios 

 Th e statement of cash fl ows provides information that can be analyzed over time to obtain 
a better understanding of the past performance of a company and its future prospects. Th is 
information can also be eff ectively used to compare the performance and prospects of diff erent 
companies in an industry and of diff erent industries. Th ere are several ratios based on cash fl ow 
from operating activities that are useful in this analysis. Th ese ratios generally fall into cash fl ow 
performance (profi tability) ratios and cash fl ow coverage (solvency) ratios.  Exhibit 15  summa-
rizes the calculation and interpretation of some of these ratios. 

    EXHIBIT 15      Cash Flow Ratios 

 Performance Ratios   Calculation  What It Measures 

Cash fl ow to revenue CFO ÷ Net revenue Operating cash generated per 
dollar of revenue

Cash return on assets CFO ÷ Average total assets Operating cash generated per 
dollar of asset investment

Cash return on equity CFO ÷ Average shareholders’ equity Operating cash generated per 
dollar of owner investment

Cash to income CFO ÷ Operating income Cash generating ability of 
operations

Cash fl ow per share a (CFO – Preferred dividends) ÷ Number 
of common shares outstanding

Operating cash fl ow on a 
per-share basis

(continued)
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 Coverage Ratios  Calculation  What It Measures 

Debt coverage CFO ÷ Total debt Financial risk and fi nancial 
leverage

Interest coverage b (CFO + Interest paid + Taxes paid) ÷ 
Interest paid

Ability to meet interest 
obligations

Reinvestment CFO ÷ Cash paid for long-term assets Ability to acquire assets with 
operating cash fl ows

Debt payment CFO ÷ Cash paid for long-term debt 
repayment

Ability to pay debts with 
operating cash fl ows

Dividend payment CFO ÷ Dividends paid Ability to pay dividends with 
operating cash fl ows

Investing and 
fi nancing

CFO ÷ Cash outfl ows for investing and 
fi nancing activities

Ability to acquire assets, pay 
debts, and make distributions 
to owners

  Notes:  
  a  If the company reports under IFRS and includes total dividends paid as a use of cash in the operating 
section, total dividends should be added back to CFO as reported and then preferred dividends should be 
subtracted. Recall that CFO reported under US GAAP and IFRS may diff er depending on the treatment 
of interest and dividends, received and paid. 
  b  If the company reports under IFRS and included interest paid as a use of cash in the fi nancing section, 
then interest paid should not be added back to the numerator.   

EXHIBIT 15 (Continued)

 EXAMPLE 10    A Cash Flow Analysis of Comparables 

 Andrew Potter is comparing the cash-fl ow-generating ability of Dell Inc. with that 
of other computer manufacturers: Hewlett Packard (NYSE: HPQ) and Apple Inc. 
(NASDAQ: AAPL). He collects information from the companies’ annual reports and 
prepares the following table. 

     Cash Flow from Operating Activities as a Percentage of Total Net Revenue 

 2009 (%)  2008 (%)  2007 (%) 

DELL  7.38  3.10  6.46

HPQ 11.68 12.33  9.22

AAPL 23.68 29.55 22.79

     As a Percentage of Ending Total Assets 

 2009 (%)  2008 (%)  2007 (%) 

DELL 11.61  7.15 14.33

HPQ 11.65 12.87 10.84

AAPL   21.39 24.25 21.58

 AAPL = Apple; HPQ = Hewlett Packard.   
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     5. SUMMARY 

 Th e cash fl ow statement provides important information about a company’s cash receipts and 
cash payments during an accounting period as well as information about a company’s oper-
ating, investing, and fi nancing activities. Although the income statement provides a measure 
of a company’s success, cash and cash fl ow are also vital to a company’s long-term success. In-
formation on the sources and uses of cash helps creditors, investors, and other statement users 
evaluate the company’s liquidity, solvency, and fi nancial fl exibility. Key concepts are as follows:  

•    Cash fl ow activities are classifi ed into three categories: operating activities, investing ac-
tivities, and fi nancing activities. Signifi cant non-cash transaction activities (if present) are 
reported by using a supplemental disclosure note to the cash fl ow statement.  

•    Cash fl ow statements under IFRS and US GAAP are similar; however, IFRS provide com-
panies with more choices in classifying some cash fl ow items as operating, investing, or 
fi nancing activities.  

•    Companies can use either the direct or the indirect method for reporting their operating 
cash fl ow:  
•    Th e direct method discloses operating cash infl ows by source (e.g., cash received from 

customers, cash received from investment income) and operating cash outfl ows by use 
(e.g., cash paid to suppliers, cash paid for interest) in the operating activities section of the 
cash fl ow statement.  

•    Th e indirect method reconciles net income to operating cash fl ow by adjusting net income 
for all non-cash items and the net changes in the operating working capital accounts.    

•    Th e cash fl ow statement is linked to a company’s income statement and comparative balance 
sheets and to data on those statements.  

•    Although the indirect method is most commonly used by companies, an analyst can generally 
convert it to an approximation of the direct format by following a simple three-step process.  

•    An evaluation of a cash fl ow statement should involve an assessment of the sources and uses 
of cash and the main drivers of cash fl ow within each category of activities.  

 What is Potter likely to conclude about the relative cash-fl ow-generating ability of these 
companies?  

 Solution:    On both measures—operating cash fl ow divided by revenue and operating 
cash fl ow divided by assets—Apple’s performance was much stronger than the two com-
parable companies. Dell’s operating cash fl ow divided by revenue is lower than HP’s for 
all three years. Dell’s operating cash fl ow relative to assets is similar to HP’s in 2009, 
lower than HP’s in 2008, and higher than HP’s in 2007. Apple’s measures are signifi -
cantly higher than the others, indicating that it has the best cash generating ability. Note 
that Apple’s cash generating ability presumably refl ects the company’s successful intro-
duction and sales of new products (including the iPhone), tightly managed inventory, 
and ability to generate revenues (and operating cash fl ow) from businesses not requiring 
signifi cant investment in such assets as service contracts and sales of third-party com-
patible products. Overall, Potter should undertake additional research to understand 
the underlying business reasons for the diff erences in the companies’ cash fl ow profi les.   
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•    Th e analyst can use common-size statement analysis for the cash fl ow statement. Two ap-
proaches to developing the common-size statements are the total cash infl ows/total cash 
outfl ows method and the percentage of net revenues method.  

•    Th e cash fl ow statement can be used to determine free cash fl ow to the fi rm (FCFF) and free 
cash fl ow to equity (FCFE).  

•    Th e cash fl ow statement may also be used in fi nancial ratios that measure a company’s prof-
itability, performance, and fi nancial strength.      

 REFERENCE 

     Pinto  ,   Jerald E.   ,    Elaine     Henry   ,    Th omas R.     Robinson   , and    John D.     Stowe   .      2010 .     Equity Asset Valuation , 
2nd edition. Hoboken, NJ: John Wiley & Sons.      

     PROBLEMS       

     1  .     Th e three major classifi cations of activities in a cash fl ow statement are:  
    A   .     infl ows, outfl ows, and net fl ows. 
    B   .     operating, investing, and fi nancing. 
    C   .     revenues, expenses, and net income.   

   2  .     Th e sale of a building for cash would be classifi ed as what type of activity on the cash fl ow 
statement?  
    A   .     Operating. 
    B   .     Investing. 
    C   .     Financing.   

   3  .     Which of the following is an example of a fi nancing activity on the cash fl ow statement 
under US GAAP?  
    A   .     Payment of interest. 
    B   .     Receipt of dividends. 
    C   .     Payment of dividends.   

   4  .     A conversion of a face value $1 million convertible bond for $1 million of common stock 
would most likely be:  
    A   .     reported as a $1 million investing cash infl ow and outfl ow. 
    B   .     reported as a $1 million fi nancing cash outfl ow and infl ow. 
    C   .     reported as supplementary information to the cash fl ow statement.   

   5  .     Interest paid is classifi ed as an operating cash fl ow under:  
    A   .     US GAAP but may be classifi ed as either operating or investing cash fl ows under 

IFRS. 
    B   .     IFRS but may be classifi ed as either operating or investing cash fl ows under US GAAP. 
    C   .     US GAAP but may be classifi ed as either operating or fi nancing cash fl ows under IFRS.   

   6  .     Cash fl ows from taxes on income must be separately disclosed under:  
    A   .     IFRS only. 
    B   .     US GAAP only. 
    C   .     both IFRS and US GAAP.   
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   7  .     Which of the following components of the cash fl ow statement may be prepared under 
the indirect method under both IFRS and US GAAP?  
    A   .     Operating. 
    B   .     Investing. 
    C   .     Financing.   

   8  .     Which of the following is  most likely  to appear in the operating section of a cash fl ow 
statement under the indirect method?  
    A   .     Net income. 
    B   .     Cash paid to suppliers. 
    C   .     Cash received from customers.   

   9  .     Red Road Company, a consulting company, reported total revenues of $100 million, total 
expenses of $80 million, and net income of $20 million in the most recent year. If accounts 
receivable increased by $10 million, how much cash did the company receive from customers?  
    A   .     $90 million. 
    B   .     $100 million. 
    C   .     $110 million.   

  10  .     Green Glory Corp., a garden supply wholesaler, reported cost of goods sold for the year of 
$80 million. Total assets increased by $55 million, including an increase of $5 million in 
inventory. Total liabilities increased by $45 million, including an increase of $2 million in 
accounts payable. Th e cash paid by the company to its suppliers is most likely  closest  to:  
    A   .     $73 million. 
    B   .     $77 million. 
    C   .     $83 million.   

  11  .     Purple Fleur S.A., a retailer of fl oral products, reported cost of goods sold for the year of 
$75 million. Total assets increased by $55 million, but inventory declined by $6 million. 
Total liabilities increased by $45 million, and accounts payable increased by $2 million. 
Th e cash paid by the company to its suppliers is most likely  closest  to:  
    A   .     $67 million. 
    B   .     $79 million. 
    C   .     $83 million.   

  12  .     White Flag, a women’s clothing manufacturer, reported salaries expense of $20 million. 
Th e beginning balance of salaries payable was $3 million, and the ending balance of sala-
ries payable was $1 million. How much cash did the company pay in salaries?  
    A   .     $18 million. 
    B   .     $21 million. 
    C   .     $22 million.   

  13  .     An analyst gathered the following information from a company’s 2010 fi nancial state-
ments (in $ millions):

 Year ended 31 December  2009  2010 

Net sales 245.8 254.6

Cost of goods sold 168.3 175.9

Accounts receivable 73.2 68.3

Inventory 39.0 47.8

Accounts payable 20.3 22.9
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 Based only on the information above, the company’s 2010 statement of cash fl ows in the 
direct format would include amounts (in $ millions) for cash received from customers and 
cash paid to suppliers, respectively, that are  closest  to:

Cash Received 
from Customers

Cash Paid 
to Suppliers

 A. 249.7 169.7

 B. 259.5 174.5

 C. 259.5 182.1

  14  .     Golden Cumulus Corp., a commodities trading company, reported interest expense of 
$19 million and taxes of $6 million. Interest payable increased by $3 million, and taxes 
payable decreased by $4 million over the period. How much cash did the company pay 
for interest and taxes?  
    A   .     $22 million for interest and $10 million for taxes. 
    B   .     $16 million for interest and $2 million for taxes. 
    C   .     $16 million for interest and $10 million for taxes.   

  15  .     An analyst gathered the following information from a company’s 2010 fi nancial state-
ments (in $ millions):

 Balances as of Year Ended 31 December  2009  2010 

Retained earnings 120 145

Accounts receivable  38  43

Inventory  45  48

Accounts payable  36  29

 In 2010, the company declared and paid cash dividends of $10 million and recorded depre-
ciation expense in the amount of $25 million. Th e company considers dividends paid a fi -
nancing activity. Th e company’s 2010 cash fl ow from operations (in $ millions) was  closest  to  
    A   .     25. 
    B   .     45. 
    C   .     75.   

   16  .     Silverago Incorporated, an international metals company, reported a loss on the sale of equip-
ment of $2 million in 2010. In addition, the company’s income statement shows depreciation 
expense of $8 million and the cash fl ow statement shows capital expenditure of $10 million, 
all of which was for the purchase of new equipment. Using the following information from the 
comparative balance sheets, how much cash did the company receive from the equipment sale?

 Balance Sheet Item  12/31/2009  12/31/2010  Change 

Equipment $100 million $105 million $5 million

Accumulated 
depreciation—equipment $40 million $46 million $6 million

    A   .     $1 million. 
    B   .     $2 million. 
    C   .     $3 million.   



Chapter 6 Understanding Cash Flow Statements 289

  17  .     Jaderong Plinkett Stores reported net income of $25 million. Th e company has no out-
standing debt. Using the following information from the comparative balance sheets (in 
millions), what should the company report in the fi nancing section of the statement of 
cash fl ows in 2010?

 Balance Sheet Item  12/31/2009  12/31/2010  Change 

Common stock $100 $102 $ 2

Additional paid-in capital common stock $100 $140 $40

Retained earnings $100 $115 $15

Total stockholders’ equity $300 $357 $57

    A   .     Issuance of common stock of $42 million; dividends paid of $10 million. 
    B   .     Issuance of common stock of $38 million; dividends paid of $10 million. 
    C   .     Issuance of common stock of $42 million; dividends paid of $40 million.   

  18  .     Based on the following information for Star Inc., what are the total net adjustments that 
the company would make to net income in order to derive operating cash fl ow?

 Year Ended 

 Income Statement Item  12/31/2010 

Net income $20 million

Depreciation $ 2 million

 Balance Sheet Item  12/31/2009  12/31/2010  Change 

Accounts receivable $25 million $22 million ($3 million)

Inventory $10 million $14 million $4 million

Accounts payable $ 8 million $13 million $5 million

    A   .     Add $2 million. 
    B   .     Add $6 million. 
    C   .     Subtract $6 million.   

  19  .     Th e fi rst step in cash fl ow statement analysis should be to:  
    A   .     evaluate consistency of cash fl ows. 
    B   .     determine operating cash fl ow drivers. 
    C   .     identify the major sources and uses of cash.   

  20  .     Which of the following would be valid conclusions from an analysis of the cash fl ow state-
ment for Telefónica Group presented in Exhibit 3?  
    A   .     Th e primary use of cash is fi nancing activities. 
    B   .     Th e primary source of cash is operating activities. 
    C   .     Telefónica classifi es interest received as an operating activity.   

  21  .     Which is an appropriate method of preparing a common-size cash fl ow statement?  
    A   .     Show each item of revenue and expense as a percentage of net revenue. 
    B   .     Show each line item on the cash fl ow statement as a percentage of net revenue. 
    C   .     Show each line item on the cash fl ow statement as a percentage of total cash outfl ows.   
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  22  .     Which of the following is an appropriate method of computing free cash fl ow to the fi rm?  
    A   .     Add operating cash fl ows to capital expenditures and deduct after-tax interest payments. 
    B   .     Add operating cash fl ows to after-tax interest payments and deduct capital expenditures. 
    C   .     Deduct both after-tax interest payments and capital expenditures from operating cash 

fl ows.   

  23  .     An analyst has calculated a ratio using as the numerator the sum of operating cash fl ow, 
interest, and taxes and as the denominator the amount of interest. What is this ratio, what 
does it measure, and what does it indicate?  
    A   .     Th is ratio is an interest coverage ratio, measuring a company’s ability to meet its inter-

est obligations and indicating a company’s solvency. 
    B   .     Th is ratio is an eff ective tax ratio, measuring the amount of a company’s operating 

cash fl ow used for taxes and indicating a company’s effi  ciency in tax management. 
    C   .     Th is ratio is an operating profi tability ratio, measuring the operating cash fl ow gener-

ated accounting for taxes and interest and indicating a company’s liquidity.      
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  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         describe tools and techniques used in fi nancial analysis, including their uses and limitations;  
•         classify, calculate, and interpret activity, liquidity, solvency, profi tability, and valuation 

ratios;  
•         describe relationships among ratios and evaluate a company using ratio analysis;  
•         demonstrate the application of DuPont analysis of return on equity, and calculate and inter-

pret eff ects of changes in its components;  
•         calculate and interpret ratios used in equity analysis and credit analysis;  
•         explain the requirements for segment reporting, and calculate and interpret segment 

ratios;  
•         describe how ratio analysis and other techniques can be used to model and forecast earnings.    

 1. INTRODUCTION 

 Financial analysis tools can be useful in assessing a company’s performance and trends in that 
performance. In essence, an analyst converts data into fi nancial metrics that assist in decision 
making. Analysts seek to answer such questions as: How successfully has the company per-
formed, relative to its own past performance and relative to its competitors? How is the com-
pany likely to perform in the future? Based on expectations about future performance, what is 
the value of this company or the securities it issues? 

 A primary source of data is a company’s annual report, including the fi nancial statements 
and notes, and management commentary (operating and fi nancial review or management’s 
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discussion and analysis). Th is chapter focuses on data presented in fi nancial reports prepared 
under International Financial Reporting Standards (IFRS) and United States generally ac-
cepted accounting principles (US GAAP). However, fi nancial reports do not contain all the 
information needed to perform eff ective fi nancial analysis. Although fi nancial statements do 
contain data about the  past  performance of a company (its income and cash fl ows) as well as 
its  current  fi nancial condition (assets, liabilities, and owners’ equity), such statements do not 
necessarily provide all the information useful for analysis nor do they forecast  future  results. 
Th e fi nancial analyst must be capable of using fi nancial statements in conjunction with other 
information to make projections and reach valid conclusions. Accordingly, an analyst typically 
needs to supplement the information found in a company’s fi nancial reports with other in-
formation, including information on the economy, industry, comparable companies, and the 
company itself. 

 Th is chapter describes various techniques used to analyze a company’s fi nancial state-
ments. Financial analysis of a company may be performed for a variety of reasons, such as val-
uing equity securities, assessing credit risk, conducting due diligence related to an acquisition, 
or assessing a subsidiary’s performance. Th is chapter will describe techniques common to any 
fi nancial analysis and then discuss more specifi c aspects for the two most common categories: 
equity analysis and credit analysis. 

 Equity analysis incorporates an owner’s perspective, either for valuation or performance 
evaluation. Credit analysis incorporates a creditor’s (such as a banker or bondholder) per-
spective. In either case, there is a need to gather and analyze information to make a decision 
(ownership or credit); the focus of analysis varies because of the diff ering interest of owners 
and creditors. Both equity and credit analyses assess the entity’s ability to generate and grow 
earnings and cash fl ow, as well as any associated risks. Equity analysis usually places a greater 
emphasis on growth, whereas credit analysis usually places a greater emphasis on risks. Th e dif-
ference in emphasis refl ects the diff erent fundamentals of these types of investments: Th e value 
of a company’s equity generally increases as the company’s earnings and cash fl ow increase, 
whereas the value of a company’s debt has an upper limit.  1    

 Th e balance of this chapter is organized as follows: Section 2 recaps the framework for 
fi nancial statements and the place for fi nancial analysis techniques within the framework. 
Section 3 provides a description of analytical tools and techniques. Section 4 explains how to 
compute, analyze, and interpret common fi nancial ratios. Sections 5 through 8 explain the use 
of ratios and other analytical data in equity analysis, credit analysis, segment analysis, and fore-
casting, respectively. A summary of the key points and practice problems in the CFA Institute 
multiple-choice format conclude the chapter.    

 2. THE FINANCIAL ANALYSIS PROCESS 

 In fi nancial analysis, it is essential to clearly identify and understand the fi nal objective and 
the steps required to reach that objective. In addition, the analyst needs to know where to fi nd 
relevant data, how to process and analyze the data (in other words, know the typical questions 
to address when interpreting data), and how to communicate the analysis and conclusions.  

  1    Th e upper limit is equal to the undiscounted sum of the principal and remaining interest payments (i.e., 
the present value of these contractual payments at a zero percent discount rate). 
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 2.1.     Th e Objectives of the Financial Analysis Process 

 Because of the variety of reasons for performing fi nancial analysis, the numerous available tech-
niques, and the often substantial amount of data, it is important that the analytical approach 
be tailored to the specifi c situation. Prior to beginning any fi nancial analysis, the analyst should 
clarify the purpose and context, and clearly understand the following:  

•    What is the purpose of the analysis? What questions will this analysis answer?  
•    What level of detail will be needed to accomplish this purpose?  
•    What data are available for the analysis?  
•    What are the factors or relationships that will infl uence the analysis?  
•    What are the analytical limitations, and will these limitations potentially impair the analysis?   

 Having clarifi ed the purpose and context of the analysis, the analyst can select the set of 
techniques (e.g., ratios) that will best assist in making a decision. Although there is no single 
approach to structuring the analysis process, a general framework is set forth in  Exhibit 1 .  2    Th e 
steps in this process were discussed in more detail in an earlier chapter; the primary focus of 
this chapter is on Phases 3 and 4, processing and analyzing data. 

    EXHIBIT 1       A Financial Statement Analysis Framework 

 Phase  Sources of Information  Output 

   1  .     Articulate the purpose 
and context of the 
analysis.   

 •     Th e nature of the analyst’s 
function, such as evaluating an 
equity or debt investment or 
issuing a credit rating.  

 •    Communication with client 
or supervisor on needs and 
concerns.  

 •    Institutional guidelines related to 
developing specifi c work product.   

 •     Statement of the purpose or 
objective of analysis.  

 •    A list (written or unwritten) 
of specifi c questions to be 
answered by the analysis.  

 •    Nature and content of report 
to be provided.  

 •    Timetable and budgeted 
resources for completion.   

   2  .     Collect input data.    •     Financial statements, other 
fi nancial data, questionnaires, 
and industry/economic data.  

 •    Discussions with management, 
suppliers, customers, and 
competitors.  

 •    Company site visits (e.g., to 
production facilities or retail 
stores).   

 •     Organized fi nancial 
statements.  

 •    Financial data tables.  
 •    Completed questionnaires, if 

applicable.   

   3  .     Process data.    •     Data from the previous phase.    •     Adjusted fi nancial statements.  
 •    Common-size statements.  
 •    Ratios and graphs.  
 •    Forecasts.   

   4  .     Analyze/interpret the 
processed data.   

 •     Input data as well as processed 
data.   

 •     Analytical results.   

  2    Components of this framework have been adapted from van Greuning and Bratanovic (2003, p. 300) 
and Benninga and Sarig (1997, pp. 134–156). 

(continued )
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 Phase  Sources of Information  Output 

   5  .     Develop and 
communicate 
conclusions and 
recommendations 
(e.g., with an analysis 
report).   

 •     Analytical results and previous 
reports.  

 •    Institutional guidelines for 
published reports.   

 •     Analytical report answering 
questions posed in Phase 1.  

 •    Recommendation regarding 
the purpose of the analysis, 
such as whether to make an 
investment or grant credit.   

   6  .     Follow-up.    •     Information gathered by 
periodically repeating above 
steps as necessary to determine 
whether changes to holdings or 
recommendations are necessary.   

 •     Updated reports and 
recommendations.   

 2.2.     Distinguishing between Computations and Analysis 

 An eff ective analysis encompasses both computations and interpretations. A well-reasoned 
analysis diff ers from a mere compilation of various pieces of information, computations, 
tables, and graphs by integrating the data collected into a cohesive whole. Analysis of past 
performance, for example, should address not only what happened but also why it hap-
pened and whether it advanced the company’s strategy. Some of the key questions to address 
include: 

•    What aspects of performance are critical for this company to successfully compete in this 
industry?  

•    How well did the company’s performance meet these critical aspects? (Established through 
computation and comparison with appropriate benchmarks, such as the company’s own 
historical performance or competitors’ performance.)  

•    What were the key causes of this performance, and how does this performance refl ect the 
company’s strategy? (Established through analysis.)   

  If the analysis is forward looking, additional questions include:  

•    What is the likely impact of an event or trend? (Established through interpretation of 
analysis.)  

•    What is the likely response of management to this trend? (Established through evaluation of 
quality of management and corporate governance.)  

•    What is the likely impact of trends in the company, industry, and economy on future cash 
fl ows? (Established through assessment of corporate strategy and through forecasts.)  

•    What are the recommendations of the analyst? (Established through interpretation and fore-
casting of results of analysis.)  

•    What risks should be highlighted? (Established by an evaluation of major uncertainties in 
the forecast and in the environment within which the company operates.)   

  Example 1  demonstrates how a company’s fi nancial data can be analyzed in the context 
of its business strategy and changes in that strategy. An analyst must be able to understand the 
“why” behind the numbers and ratios, not just what the numbers and ratios are.  

EXHIBIT 1 (Continued )
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 EXAMPLE 1    Strategy Refl ected in Financial Performance 

 Apple Inc. (NasdaqGS: AAPL) and Dell Inc. (NasdaqGS: DELL) engage in the design, 
manufacture, and sale of computer hardware and related products and services. Select-
ed fi nancial data for 2007 through 2009 for these two competitors are given below. 
Apple’s fi scal year (FY) ends on the fi nal Saturday in September (for example, FY2009 
ended on 26 September 2009). Dell’s fi scal year ends on the Friday nearest 31 January 
(for example, FY2009 ended on 29 January 2010 and FY2007 ended on 1 February 
2008). 

   
 Selected Financial Data for Apple (Dollars in Millions) 

 Fiscal year  2009  2008  2007 

Net sales 42,905 37,491 24,578

Gross margin 17,222 13,197 8,152

Operating income 11,740 8,327 4,407

 Selected Financial Data for Dell (Dollars in Millions) 

 Fiscal year  2009  2008  2007 

Net sales 52,902 61,101 61,133

Gross margin 9,261 10,957 11,671

Operating income 2,172 3,190 3,440

  Source:  Apple’s Forms 10-K and 10-K/A and Dell’s Form 10-K.   

 Apple reported a 53 percent increase in net sales from FY2007 to FY2008 and a 
further increase in FY2009 of approximately 14 percent. Gross margin increased 62 per-
cent from FY2007 to FY2008 and increased 30 percent from FY2008 to FY2009. From 
FY2007 to FY2009, the gross margin more than doubled. Also, the company’s operating 
income almost tripled over the three year period. From FY2007 to 2009, Dell reported 
a decrease in sales, gross margin, and operating income 

 What caused Apple’s dramatic growth in sales and operating income and Dell’s 
comparatively sluggish performance? One of the most important factors was the intro-
duction of innovative and stylish products, the linkages with iTunes, and expansion of 
the distinctive Apple stores. Among the company’s most important and most successful 
new products was the iPhone. Apple’s 2009 10-K indicates that iPhone unit sales grew 
78 percent from 11.6 million units in 2008 to 20.7 million units in 2009. By 2009, 
the company’s revenues from iPhones and related services had grown to $13.0 billion 
and were nearly as large as the company’s $13.8 billion revenues from sales of Mac 
computers. Th e new products and linkages among the products not only increased de-
mand but also increased the potential for higher pricing. As a result, gross profi t margins 
and operating profi t margins increased over the period because costs did not increase 
at the same pace as sales. Moreover, the company’s products revolutionized the delivery 
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channel for music and video. Th e fi nancial results refl ect a successful execution of the 
company’s strategy to deliver integrated, innovative products by controlling the design 
and development of both hardware and software. 

 Dell continued to concentrate on the personal computer market, which arguably is 
in the market maturity stage of the product life cycle. Dell’s results are consistent with 
a market maturity stage where industry sales level off  and competition increases so that 
industry profi ts decline. With increased competition, some companies cannot compete 
and drop out of the market.  

 Analysts often need to communicate the fi ndings of their analysis in a written report. 
Th eir reports should communicate how conclusions were reached and why recommendations 
were made. For example, a report might present the following:  3     

•    the purpose of the report, unless it is readily apparent;  
•    relevant aspects of the business context:  

•    economic environment (country, macro economy, sector);  
•    fi nancial and other infrastructure (accounting, auditing, rating agencies);  
•    legal and regulatory environment (and any other material limitations on the company 

being analyzed);    
•    evaluation of corporate governance and assessment of management strategy, including the 

company’s competitive advantage(s);  
•    assessment of fi nancial and operational data, including key assumptions in the analysis; and  
•    conclusions and recommendations, including limitations of the analysis and risks.   

 An eff ective narrative and well supported conclusions and recommendations are normally en-
hanced by using 3–10 years of data, as well as analytic techniques appropriate to the purpose 
of the report.     

 3. ANALYTICAL TOOLS AND TECHNIQUES 

 Th e tools and techniques presented in this section facilitate evaluations of company data. Eval-
uations require comparisons. It is diffi  cult to say that a company’s fi nancial performance was 
“good” without clarifying the basis for comparison. In assessing a company’s ability to generate 
and grow earnings and cash fl ow, and the risks related to those earnings and cash fl ows, the 
analyst draws comparisons to other companies (cross-sectional analysis) and over time (trend 
or time-series analysis). 

 For example, an analyst may wish to compare the profi tability of companies competing in 
a global industry. If the companies diff er signifi cantly in size and/or report their fi nancial data 
in diff erent currencies, comparing net income as reported is not useful. Ratios (which express 
one number in relation to another) and common-size fi nancial statements can remove size as 
a factor and enable a more relevant comparison. To achieve comparability across companies 

  3    Th e nature and content of reports will vary depending on the purpose of the analysis and the ultimate 
recipient of the report. For an example of the contents of an equity research report, see  Pinto et al. (2010) . 
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reporting in diff erent currencies, one approach is to translate all reported numbers into a 
common currency using exchange rates at the end of a period. Others may prefer to translate 
reported numbers using the average exchange rates during the period. Alternatively, if the focus 
is primarily on ratios, comparability can be achieved without translating the currencies. 

 Th e analyst may also want to examine comparable performance over time. Again, the 
nominal currency amounts of sales or net income may not highlight signifi cant changes. How-
ever, using ratios (see  Example 2 ), horizontal fi nancial statements where quantities are stated in 
terms of a selected base year value, and graphs can make such changes more apparent. Another 
obstacle to comparison is diff erences in fi scal year end. To achieve comparability, one approach 
is to develop trailing twelve months data, which will be described in a section below. Finally, it 
should be noted that diff erences in accounting standards can limit comparability.  

 EXAMPLE 2    Ratio Analysis 

 An analyst is examining the profi tability of three Asian companies with large shares of 
the global personal computer market: Acer Inc. (Taiwan SE: ACER), Lenovo Group 
Limited (HKSE: 0992), and Toshiba Corporation (Tokyo SE: 6502). Taiwan-based 
Acer has pursued a strategy of selling its products at aff ordable prices. In contrast, 
China-based Lenovo aims to achieve higher selling prices by stressing the high engi-
neering quality of its personal computers for business use. Japan-based Toshiba is a con-
glomerate with varied product lines in addition to computers. For its personal computer 
business, one aspect of Toshiba’s strategy has been to focus on laptops only, in contrast 
with other manufacturers that also make desktops. Acer reports in New Taiwan dollars 
(TW$), Lenovo reports in US dollars (US$), and Toshiba reports in Japanese yen (JP¥). 
For Acer, fi scal year end is 31 December. For both Lenovo and Toshiba, fi scal year end 
is 31 March; thus, for these companies, FY2009 ended 31 March 2010. 

 Th e analyst collects the data shown in  Exhibit 2  below. Use this information to 
answer the following questions:  

  1  .     Which of the three companies is largest based on the amount of revenue, in US$, 
reported in fi scal year 2009? For FY2009, assume the relevant, average exchange 
rates were 32.2 TW$/US$ and 92.5 JP¥/US$.  

  2  .     Which company had the highest revenue growth from FY2005 to FY2009?  
  3  .     How do the companies compare, based on profi tability?   

    EXHIBIT 2   

 ACER 

 TW$ Millions  FY2005  FY2006  FY2007  FY2008  FY2009 

Revenue 318,088 350,816 462,066 546,274 573,983

Gross profi t 34,121 38,171 47,418 57,286 58,328

Net income 8,478 10,218 12,959 11,742 11,353

(continued )



298 International Financial Statement Analysis

EXHIBIT 2 (Continued)

 LENOVO 

 US$ Millions  FY2005  FY2006  FY2007  FY2008  FY2009 

Revenue 13,276 14,590 16,352 14,901 16,605

Gross profi t 1,858 2,037 2,450 1,834 1,790

Net income (Loss) 22 161 484 (226) 129

 TOSHIBA 

 JP¥ Millions  FY2005  FY2006  FY2007  FY2008  FY2009 

Revenue 6,343,506 7,116,350 7,665,332 6,654,518 6,381,599

Gross profi t 1,683,711 1,804,171 1,908,729 1,288,431 1,459,362

Net income (Loss) 78,186 137,429 127,413 (343,559) (19,743)

 Solution to 1:   Toshiba is far larger than the other two companies based on FY2009 rev-
enues in US$. Toshiba’s FY2009 revenues of US$69.0 billion are far higher than either 
Acer’s US$17.8 billion or Lenovo’s US$16.6 billion. 
  Acer : At the assumed average exchange rate of 32.2 TW$/US$, Acer’s FY2009 revenues 
are equivalent to US$17.8 billion (= TW$573.983 billion ÷ 32.2 TW$/US$). 
  Lenovo : Lenovo’s FY2009 revenues totaled US$16.6 billion. 
  Toshiba : At the assumed average exchange rate of 92.5 JP¥/US$, Toshiba’s revenues 
for FY2009 are equivalent to US$69.0 billion (= JP¥ 6,381.599 billion ÷ 92.5 JP¥/
US$). 

  Note:  Comparing the size of companies reporting in diff erent currencies requires 
translating reported numbers into a common currency using exchange rates at some 
point in time. Th is solution converts the revenues of Acer and Toshiba to billions of 
US dollars using the average exchange rate of the fi scal period. It would be equally 
informative (and would yield the same conclusion) to convert the revenues of Acer 
and Lenovo to Japanese yen, or to convert the revenues of Toshiba and Lenovo to New 
Taiwan dollars.   

 Solution to 2:   Th e growth in Acer’s revenue was much higher than either of the other 
two companies.

 Change in Revenue FY2009    
 versus FY2005 (%) 

 Compound Annual Growth Rate    
 from FY2005 to FY2009 (%) 

Acer 80.4 15.9

Lenovo 25.1 5.8

Toshiba 0.6 0.1

  Th e table shows two growth metrics. Calculations are illustrated using the revenue data 
for Acer: 

 Th e change in Acer’s revenue for FY2009 versus FY2005 is 80.4 percent calculated 
as (573,983 – 318,088) ÷ 318,088 or equivalently (573,983 ÷ 318,088) – 1. 
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 Th e compound annual growth rate in Acer’s revenue from FY2005 to FY2009 is 
15.9 percent, calculated using a fi nancial calculator with the following inputs: Present 
value = – 318,088; Future value = 573,983; N = 4; Payment = 0; and then Interest = ? 
to solve for growth. 

 Calculation of the compound annual growth rate can also be expressed as follows: 
[(Ending value ÷ Beginning value) (1/number of periods) ] – 1 = [(573,983 ÷ 318,088) (1/4)  – 1 = 
0.159 or 15.9 percent.   

 Solution to 3:   Profi tability can be assessed by comparing the amount of gross profi t to 
revenue and the amount of net income to revenue. Th e following table presents these 
two profi tability ratios— gross profi t margin  (gross profi t divided by revenue) and  net 
profi t margin  (net income divided by revenue)—for each year. 

 ACER  FY2005 (%)  FY2006 (%)  FY2007 (%)  FY2008 (%)  FY2009 (%) 

Gross profi t margin 10.7 10.9 10.3 10.5 10.2

Net profi t margin  2.7  2.9  2.8  2.1  2.0

 LENOVO  FY2005 (%)  FY2006 (%)  FY2007 (%)  FY2008 (%)  FY2009 (%) 

Gross profi t margin 14.0 14.0 15.0 12.3 10.8

Net profi t margin  0.2  1.1  3.0 –1.5  0.8

 TOSHIBA  FY2005 (%)  FY2006 (%)  FY2007 (%)  FY2008 (%)  FY2009 (%) 

Gross profi t margin 26.5 25.4 24.9 19.4 22.9

Net profi t margin  1.2  1.9  1.7 –5.2 –0.3

 Th e net profi t margins indicate that Acer has been the most profi table of the three 
companies. Th e company’s net profi t margin was somewhat lower in the most recent 
two years (only 2.1 percent and 2.0 percent in FY2008 and FY2009, respectively, com-
pared to 2.7 percent, 2.9 percent, and 2.8 percent in FYs 2005, 2006, and 2007, re-
spectively), but has nonetheless remained positive and has remained higher than the 
competing companies. 

 Acer’s gross profi t margin has remained consistently above 10 percent in all 5 fi scal 
years. In contrast, Lenovo’s gross profi t margin has declined markedly over the 5-year peri-
od, but remains higher than Acer’s, which is consistent with the company’s strategic objec-
tive to achieve higher selling prices by stressing the high engineering quality of its personal 
computers. However, Lenovo’s net profi t margin has typically been lower than Acer’s. Fur-
ther analysis is needed to determine the cause of Lenovo’s gross profi tability decline over 
the period FY2005 to 2009 (lower selling prices and/or higher costs), to assess whether 
this decline is likely to persist in future years, and to determine the reason Lenovo’s net 
profi t margins are generally lower than Acer’s despite Lenovo’s higher gross profi t margins. 

 Because Toshiba is a conglomerate, profi t ratios based on data for the entire com-
pany give limited information about the company’s personal computer business. Ratios 
based on segment data would likely be more useful than profi t ratios for the entire 
company. Based on the aggregate information, Toshiba’s gross profi t margins are higher 
than either Acer’s or Lenovo’s gross profi t margins, whereas Toshiba’s net profi t margins 
are generally lower than the net profi t margins of either of the other two companies.   
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 Section 3.1 describes the tools and techniques of ratio analysis in more detail. Sections 3.2 
to 3.4 describe other tools and techniques.  

 3.1.     Ratios 

 Th ere are many relationships between fi nancial accounts and between expected relationships 
from one point in time to another. Ratios are a useful way of expressing these relationships. 
Ratios express one quantity in relation to another (usually as a quotient). 

 Extensive academic research has examined the importance of ratios in predicting stock re-
turns (Ou and Penman, 1989;  Abarbanell and Bushee, 1998 ) or credit failure ( Altman, 1968 ; 
Ohlson, 1980; Hopwood et al., 1994). Th is research has found that fi nancial statement ratios 
are eff ective in selecting investments and in predicting fi nancial distress. Practitioners routinely 
use ratios to derive and communicate the value of companies and securities. 

 Several aspects of ratio analysis are important to understand. First, the computed ratio is 
not “the answer.” Th e ratio is an  indicator  of some aspect of a company’s performance, telling 
what happened but not why it happened. For example, an analyst might want to answer the 
question: Which of two companies was more profi table? As demonstrated in the previous 
example, the net profi t margin, which expresses profi t relative to revenue, can provide insight 
into this question. Net profi t margin is calculated by dividing net income by revenue:  4    

  Net income
Revenue

 

 Assume Company A has €100,000 of net income and Company B has €200,000 of net 
income. Company B generated twice as much income as Company A, but was it more prof-
itable? Assume further that Company A has €2,000,000 of revenue, and thus a net profi t 
margin of 5 percent, and Company B has €6,000,000 of revenue, and thus a net profi t margin 
of 3.33 percent. Expressing net income as a percentage of revenue clarifi es the relationship: 
For each €100 of revenue, Company A earns €5 in net income, whereas Company B earns 
only €3.33 for each €100 of revenue. So, we can now answer the question of which company 
was more profi table in percentage terms: Company A was more profi table, as indicated by its 
higher net profi t margin of 5 percent. Note that Company A was more  profi table  despite the 
fact that Company B reported higher absolute amounts of net income and revenue. However, 
this ratio by itself does not tell us  why  Company A has a higher profi t margin. Further analysis 
is required to determine the reason (perhaps higher relative sales prices or better cost control 
or lower eff ective tax rates). 

 Company size sometimes confers economies of scale, so the absolute amounts of net 
income and revenue are useful in fi nancial analysis. However, ratios reduce the eff ect of size, 
which enhances comparisons between companies and over time. 

 A second important aspect of ratio analysis is that diff erences in accounting policies (across 
companies and across time) can distort ratios, and a meaningful comparison may, therefore, 
involve adjustments to the fi nancial data. Th ird, not all ratios are necessarily relevant to a par-
ticular analysis. Th e ability to select the relevant ratio or ratios to answer the research question 

  4    Th e term “sales” is often used interchangeably with the term “revenues.” Other times it is used to refer to 
revenues derived from sales of products versus services. Th e income statement usually refl ects “revenues” 
or “sales” after returns and allowances (e.g., returns of products or discounts off ered after a sale to induce 
the customer to not return a product). Additionally, in some countries, including the United Kingdom 
and South Africa, the term “turnover” is used in the sense of “revenue.” 
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is an analytical skill. Finally, as with fi nancial analysis in general, ratio analysis does not stop 
with computation; interpretation of the result is essential. In practice, diff erences in ratios 
across time and across companies can be subtle, and interpretation is situation specifi c.  

 3.1.1.     Th e Universe of Ratios 
 Th ere are no authoritative bodies specifying exact formulas for computing ratios or providing 
a standard, comprehensive list of ratios. Formulas and even names of ratios often diff er from 
analyst to analyst or from database to database. Th e number of diff erent ratios that can be cre-
ated is practically limitless. Th ere are, however, widely accepted ratios that have been found to 
be useful. Section 4 of this chapter will focus primarily on these broad classes and commonly 
accepted defi nitions of key ratios. However, the analyst should be aware that diff erent ratios 
may be used in practice and that certain industries have unique ratios tailored to the charac-
teristics of that industry. When faced with an unfamiliar ratio, the analyst can examine the 
underlying formula to gain insight into what the ratio is measuring. For example, consider the 
following ratio formula: 

  
Operating income
Average total assets

 

 Never having seen this ratio, an analyst might question whether a result of 12 percent 
is better than 8 percent. Th e answer can be found in the ratio itself. Th e numerator is oper-
ating income and the denominator is average total assets, so the ratio can be interpreted as 
the amount of operating income generated per unit of assets. For every €100 of average total 
assets, generating €12 of operating income is better than generating €8 of operating income. 
Furthermore, it is apparent that this particular ratio is an indicator of profi tability (and, to a 
lesser extent, effi  ciency in use of assets in generating operating profi ts). When facing a ratio 
for the fi rst time, the analyst should evaluate the numerator and denominator to assess what 
the ratio is attempting to measure and how it should be interpreted. Th is is demonstrated in 
 Example 3 .  

 EXAMPLE 3    Interpreting a Financial Ratio 

 A US insurance company reports that its “combined ratio” is determined by dividing 
losses and expenses incurred by net premiums earned. It reports the following combined 
ratios:

 Fiscal Year  5  4  3  2  1 

Combined ratio 90.1% 104.0% 98.5% 104.1% 101.1%

  Explain what this ratio is measuring and compare the results reported for each of the 
years shown in the chart. What other information might an analyst want to review be-
fore making any conclusions on this information?  

 Solution:   Th e combined ratio is a profi tability measure. Th e ratio is explaining how 
much costs (losses and expenses) were incurred for every dollar of revenue (net premiums 
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 Th e Operating income/Average total assets ratio shown above is one of many versions of 
the  return on assets (ROA)  ratio. Note that there are other ways of specifying this formula 
based on how assets are defi ned. Some fi nancial ratio databases compute ROA using the end-
ing value of assets rather than average assets. In limited cases, one may also see beginning assets 
in the denominator. Which one is right? It depends on what you are trying to measure and 
the underlying company trends. If the company has a stable level of assets, the answer will not 
diff er greatly under the three measures of assets (beginning, average, and ending). However, if 
the assets are growing (or shrinking), the results will diff er among the three measures. When 
assets are growing, operating income divided by ending assets may not make sense because 
some of the income would have been generated before some assets were purchased, and this 
would understate the company’s performance. Similarly, if beginning assets are used, some of 
the operating income later in the year may have been generated only because of the addition 
of assets; therefore, the ratio would overstate the company’s performance. Because operating 
income occurs throughout the period, it generally makes sense to use some average measure of 
assets. A good general rule is that when an income statement or cash fl ow statement number is 
in the numerator of a ratio and a balance sheet number is in the denominator, then an average 
should be used for the denominator. It is generally not necessary to use averages when only 
balance sheet numbers are used in both the numerator and denominator because both are 
determined as of the same date. However, in some instances, even ratios that only use balance 
sheet data may use averages. For example,  return on equity (ROE) , which is defi ned as net 
income divided by average shareholders’ equity, can be decomposed into other ratios, some of 
which only use balance sheet data. In decomposing ROE into component ratios, if an average 
is used in one of the component ratios then it should be used in the other component ratios. 
Th e decomposition of ROE is discussed further in Section 4.6.2. 

 If an average is used, judgment is also required about what average should be used. For 
simplicity, most ratio databases use a simple average of the beginning and end-of-year balance 
sheet amounts. If the company’s business is seasonal so that levels of assets vary by interim 
period (semiannual or quarterly), then it may be benefi cial to take an average over all interim 
periods, if available. (If the analyst is working within a company and has access to monthly 
data, this can also be used.)   

 3.1.2.     Value, Purposes, and Limitations of Ratio Analysis 
 Th e value of ratio analysis is that it enables a fi nancial analyst to evaluate past performance, 
assess the current fi nancial position of the company, and gain insights useful for projecting 

earned). Th e underlying formula indicates that a lower ratio is better. Th e Year 5 ratio of 
90.1 percent means that for every dollar of net premiums earned, the costs were $0.901, 
yielding a gross profi t of $0.099. Ratios greater than 100 percent indicate an overall loss. 
A review of the data indicates that there does not seem to be a consistent trend in this 
ratio. Profi ts were achieved in Years 5 and 3. Th e results for Years 4 and 2 show the most 
signifi cant costs at approximately 104 percent. 

 Th e analyst would want to discuss this data further with management and under-
stand the characteristics of the underlying business. He or she would want to under-
stand why the results are so volatile. Th e analyst would also want to determine what 
should be used as a benchmark for this ratio.   
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future results. As noted previously, the ratio itself is not “the answer” but is an indicator of 
some aspect of a company’s performance. Financial ratios provide insights into: 

•    microeconomic relationships within a company that help analysts project earnings and free 
cash fl ow;  

•    a company’s fi nancial fl exibility, or ability to obtain the cash required to grow and meet its 
obligations, even if unexpected circumstances develop;  

•    management’s ability;  
•    changes in the company and/or industry over time; and  
•    comparability with peer companies or the relevant industry(ies).   

  Th ere are also limitations to ratio analysis. Factors to consider include:  

•     Th e heterogeneity or homogeneity of a company’s operating activities.  Companies may have di-
visions operating in many diff erent industries. Th is can make it diffi  cult to fi nd comparable 
industry ratios to use for comparison purposes.  

•     Th e need to determine whether the results of the ratio analysis are consistent.  One set of ratios 
may indicate a problem, whereas another set may indicate that the potential problem is only 
short term in nature.  

•     Th e need to use judgment.  A key issue is whether a ratio for a company is within a reasonable 
range. Although fi nancial ratios are used to help assess the growth potential and risk of a 
company, they cannot be used alone to directly value a company or its securities, or to de-
termine its creditworthiness. Th e entire operation of the company must be examined, and 
the external economic and industry setting in which it is operating must be considered when 
interpreting fi nancial ratios.  

•     Th e use of alternative accounting methods.  Companies frequently have latitude when choosing 
certain accounting methods. Ratios taken from fi nancial statements that employ diff erent 
accounting choices may not be comparable unless adjustments are made. Some important 
accounting considerations include the following:  
•    FIFO (fi rst in, fi rst out), LIFO (last in, fi rst out), or average cost inventory valuation 

methods (IFRS does not allow LIFO);  
•    Cost or equity methods of accounting for unconsolidated affi  liates;  
•    Straight-line or accelerated methods of depreciation; and  
•    Capital or operating lease treatment.     

 Th e expanding use of IFRS and the ongoing convergence between IFRS and US GAAP seeks 
to make the fi nancial statements of diff erent companies comparable and may overcome some 
of these diffi  culties. Nonetheless, there will remain accounting choices that the analyst must 
consider.   

 3.1.3.     Sources of Ratios 
 Ratios may be computed using data obtained directly from companies’ fi nancial statements 
or from a database such as Bloomberg, Compustat, FactSet, or Th omson Reuters. Th e infor-
mation provided by the database may include information as reported in companies’ fi nancial 
statements and ratios calculated based on the information. Th ese databases are popular because 
they provide easy access to many years of historical data so that trends over time can be exam-
ined. Th ey also allow for ratio calculations based on periods other than the company’s fi scal 
year, such as for the trailing 12 months (TTM) or most recent quarter (MRQ).  
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 EXAMPLE 4    Trailing Twelve Months  

 On 15 July, an analyst is examining a company with a fi scal year ending on 31 Decem-
ber. Use the following data to calculate the company’s trailing 12 month earnings (for 
the period ended 30 June 2010):  

•    Earnings for the year ended 31 December, 2009: $1,200;  
•    Earnings for the six months ended 30 June 2009: $550; and  
•    Earnings for the six months ended 30 June 2010: $750.    

 Solution:   Th e company’s trailing 12 months earnings is $1,400, calculated as $1,200 – 
$550 + $750.   

 Analysts should be aware that the underlying formulas for ratios may diff er by vendor. Th e 
formula used should be obtained from the vendor, and the analyst should determine whether 
any adjustments are necessary. Furthermore, database providers often exercise judgment when 
classifying items. For example, operating income may not appear directly on a company’s 
income statement, and the vendor may use judgment to classify income statement items as 
“operating” or “non-operating.” Variation in such judgments would aff ect any computation 
involving operating income. It is therefore a good practice to use the same source for data when 
comparing diff erent companies or when evaluating the historical record of a single company. 
Analysts should verify the consistency of formulas and data classifi cations by the data source. 
Analysts should also be mindful of the judgments made by a vendor in data classifi cations and 
refer back to the source fi nancial statements until they are comfortable that the classifi cations 
are appropriate. 

 Systems are under development that collect fi nancial data from regulatory fi lings and can 
automatically compute ratios. Th e eXtensible Business Reporting Language (XBRL) is a mech-
anism that attaches “smart tags” to fi nancial information (e.g., total assets), so that software 
can automatically collect the data and perform desired computations. Th e organization devel-
oping XBRL ( www.xbrl.org ) is an international nonprofi t consortium of over 600 members 
from companies, associations, and agencies, including the International Accounting Standards 
Board. Many stock exchanges and regulatory agencies around the world now use XBRL for 
receiving and distributing public fi nancial reports from listed companies. 

 Analysts can compare a subject company to similar (peer) companies in these databases 
or use aggregate industry data. For non-public companies, aggregate industry data can be ob-
tained from such sources as Annual Statement Studies by the Risk Management Association or 
Dun & Bradstreet. Th ese publications typically provide industry data with companies sorted 
into quartiles. By defi nition, twenty-fi ve percent of companies’ ratios fall within the lowest 
quartile, 25 percent have ratios between the lower quartile and median value, and so on. Ana-
lysts can then determine a company’s relative standing in the industry.    

 3.2.     Common-Size Analysis 

  Common-size analysis  involves expressing fi nancial data, including entire fi nancial state-
ments, in relation to a single fi nancial statement item, or base. Items used most frequently as 
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the bases are total assets or revenue. In essence, common-size analysis creates a ratio between 
every fi nancial statement item and the base item. 

 Common-size analysis was demonstrated in chapters for the income statement, balance 
sheet, and cash fl ow statement. In this section, we present common-size analysis of fi nancial 
statements in greater detail and include further discussion of their interpretation.  

 3.2.1.     Common-Size Analysis of the Balance Sheet 
 A vertical  5    common-size balance sheet, prepared by dividing each item on the balance sheet by 
the same period’s total assets and expressing the results as percentages, highlights the composi-
tion of the balance sheet. What is the mix of assets being used? How is the company fi nancing 
itself? How does one company’s balance sheet composition compare with that of peer compa-
nies, and what are the reasons for any diff erences? 

 A horizontal common-size balance sheet, prepared by computing the increase or decrease 
in percentage terms of each balance sheet item from the prior year or prepared by dividing the 
quantity of each item by a base year quantity of the item, highlights changes in items. Th ese 
changes can be compared to expectations. Th e section on trend analysis below will illustrate a 
horizontal common-size balance sheet. 

  Exhibit 3  presents a vertical common-size (partial) balance sheet for a hypothetical 
company in two time periods. In this example, receivables have increased from 35 percent 
to 57 percent of total assets and the ratio has increased by 63 percent from Period 1 to 
Period 2. What are possible reasons for such an increase? Th e increase might indicate that 
the company is making more of its sales on a credit basis rather than a cash basis, perhaps 
in response to some action taken by a competitor. Alternatively, the increase in receivables 
as a percentage of assets may have occurred because of a change in another current asset 
category, for example, a decrease in the level of inventory; the analyst would then need to 
investigate why that asset category has changed. Another possible reason for the increase in 
receivables as a percentage of assets is that the company has lowered its credit standards, 
relaxed its collection procedures, or adopted more aggressive revenue recognition policies. 
Th e analyst can turn to other comparisons and ratios (e.g., comparing the rate of growth in 
accounts receivable with the rate of growth in sales) to help determine which explanation 
is most likely. 

    EXHIBIT 3       Vertical Common-Size (Partial) Balance Sheet for a Hypothetical Company 

 Period 1  
    Percent of Total Assets 

 Period 2  
    Percent of Total Assets 

Cash  25  15
Receivables  35  57
Inventory  35  20
Fixed assets, net of depreciation   5   8
Total assets 100 100

  5    Th e term  vertical analysis  is used to denote a common-size analysis using only one reporting period 
or one base fi nancial statement, whereas  horizontal analysis  refers to an analysis comparing a specifi c 
fi nancial statement with prior or future time periods or to a cross-sectional analysis of one company with 
another. 
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 3.2.2.     Common-Size Analysis of the Income Statement 
 A vertical common-size income statement divides each income statement item by revenue, 
or sometimes by total assets (especially in the case of fi nancial institutions). If there are mul-
tiple revenue sources, a decomposition of revenue in percentage terms is useful.  Exhibit 4  
presents a hypothetical company’s vertical common-size income statement in two time peri-
ods. Revenue is separated into the company’s four services, each shown as a percentage of total 
revenue. 

 In this example, revenues from Service A have become a far greater percentage of the 
company’s total revenue (30 percent in Period 1 and 45 percent in Period 2). What are possible 
reasons for and implications of this change in business mix? Did the company make a strategic 
decision to sell more of Service A, perhaps because it is more profi table? Apparently not, be-
cause the company’s earnings before interest, taxes, depreciation, and amortisation (EBITDA) 
declined from 53 percent of sales to 45 percent, so other possible explanations should be 
examined. In addition, we note from the composition of operating expenses that the main 
reason for this decline in profi tability is that salaries and employee benefi ts have increased from 
15 percent to 25 percent of total revenue. Are more highly compensated employees required 
for Service A? Were higher training costs incurred in order to increase revenues from Service 
A? If the analyst wants to predict future performance, the causes of these changes must be 
understood. 

 In addition,  Exhibit 4  shows that the company’s income tax as a percentage of sales has 
declined dramatically (from 15 percent to 8 percent). Furthermore, taxes as a percentage of 
earnings before tax (EBT) (the eff ective tax rate, which is usually the more relevant compari-
son), have decreased from 36 percent (= 15/42) to 24 percent (= 8/34). Is Service A, which in 
Period 2 is a greater percentage of total revenue, provided in a jurisdiction with lower tax rates? 
If not, what is the explanation for the change in eff ective tax rate? 

 Th e observations based on  Exhibit 4  summarize the issues that can be raised through 
analysis of the vertical common-size income statement. 

    EXHIBIT 4       Vertical Common-Size Income Statement for Hypothetical Company 

 Period 1  
    Percent of Total 

Revenue 

 Period 2  
    Percent of Total 

Revenue 

Revenue source: Service A  30  45

Revenue source: Service B  23  20

Revenue source: Service C  30  30

Revenue source: Service D  17   5

Total revenue  100  100 

Operating expenses (excluding depreciation)

   Salaries and employee benefi ts  15  25

   Administrative expenses  22  20

   Rent expense  10  10

EBITDA   53   45 

   Depreciation and amortisation   4   4
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EXHIBIT 4 (Continued)

 Period 1  
    Percent of Total 

Revenue 

 Period 2  
    Percent of Total 

Revenue 

EBIT   49   41 

   Interest paid   7   7

EBT   42   34 

   Income tax provision  15   8

Net income   27   26 

 EBIT = earnings before interest and tax.      

 3.2.3.     Cross-Sectional Analysis 
 As noted previously, ratios and common-size statements derive part of their meaning 
through comparison to some benchmark.  Cross-sectional analysis  (sometimes called “rela-
tive analysis”) compares a specifi c metric for one company with the same metric for another 
company or group of companies, allowing comparisons even though the companies might 
be of signifi cantly diff erent sizes and/or operate in diff erent currencies. Th is is illustrated in 
 Exhibit 5 . 

    EXHIBIT 5       Vertical Common-Size (Partial) Balance Sheet for Two Hypothetical Companies 

 Assets 
 Company 1  

    Percent of Total Assets 
 Company 2  

    Percent of Total Assets 

Cash  38  12

Receivables  33  55

Inventory  27  24

Fixed assets net of depreciation   1   2

Investments   1   7

 Total Assets  100  100 

  Exhibit 5  presents a vertical common-size (partial) balance sheet for two hypothetical 
companies at the same point in time. Company 1 is clearly more liquid (liquidity is a func-
tion of how quickly assets can be converted into cash) than Company 2, which has only 12 
percent of assets available as cash, compared with the highly liquid Company 1, which has 38 
percent of assets available as cash. Given that cash is generally a relatively low-yielding asset 
and thus not a particularly effi  cient use of excess funds, why does Company 1 hold such a 
large percentage of total assets in cash? Perhaps the company is preparing for an acquisition, 
or maintains a large cash position as insulation from a particularly volatile operating environ-
ment. Another issue highlighted by the comparison in this example is the relatively high per-
centage of receivables in Company 2’s assets, which may indicate a greater proportion of credit 
sales, overall changes in asset composition, lower credit or collection standards, or aggressive 
accounting policies.   
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 3.2.4.     Trend Analysis  6    
 When looking at fi nancial statements and ratios, trends in the data, whether they are improv-
ing or deteriorating, are as important as the current absolute or relative levels. Trend analysis 
provides important information regarding historical performance and growth and, given a suf-
fi ciently long history of accurate seasonal information, can be of great assistance as a planning 
and forecasting tool for management and analysts. 

  Exhibit 6A  presents a partial balance sheet for a hypothetical company over fi ve periods. 
Th e last two columns of the table show the changes for Period 5 compared with Period 4, ex-
pressed both in absolute currency (in this case, dollars) and in percentages. A small percent-
age change could hide a signifi cant currency change and vice versa, prompting the analyst 
to investigate the reasons despite one of the changes being relatively small. In this example, 
the largest percentage change was in investments, which decreased by 33.3 percent.  7    How-
ever, an examination of the absolute currency amount of changes shows that investments 
changed by only $2 million, and the more signifi cant change was the $12 million increase 
in receivables. 

 Another way to present data covering a period of time is to show each item in relation to 
the same item in a base year (i.e., a horizontal common-size balance sheet).  Exhibits 6B  and 
 6C  illustrate alternative presentations of horizontal common-size balance sheets.  Exhibit 6B  
presents the information from the same partial balance sheet as in  Exhibit 6A , but indexes each 
item relative to the same item in Period 1. For example, in Period 2, the company had $29 
million cash, which is 74 percent or 0.74 of the amount of cash it had in Period 1. Expressed 
as an index relative to Period 1, where each item in Period 1 is given a value of 1.00, the value 
in Period 2 would be 0.74 ($29/$39 = 0.74). In Period 3, the company had $27 million cash, 
which is 69 percent of the amount of cash it had in Period 1 ($27/$39 = 0.69). 

  Exhibit 6C  presents the percentage change in each item, relative to the previous year. 
For example, the change in cash from Period 1 to Period 2 was –25.6 percent ($29/$39 – 1 = 
–0.256), and the change in cash from Period 2 to Period 3 was –6.9 percent ($27/$29 – 1 = 
–0.069). An analyst will select the horizontal common-size balance that addresses the particu-
lar period of interest.  Exhibit 6B  clearly highlights that in Period 5 compared to Period 1, the 
company has less than half the amount of cash, four times the amount of investments, and 
eight times the amount of property, plant, and equipment.  Exhibit 6C  highlights year-to-year 
changes: For example, cash has declined in each period. Presenting data this way highlights sig-
nifi cant changes. Again, note that a mathematically big change is not necessarily an important 
change. For example, fi xed assets increased 100 percent, i.e., doubled between Period 1 and 2; 
however, as a proportion of total assets, fi xed assets increased from 1 percent of total assets to 
2 percent of total assets. Th e company’s working capital assets (receivables and inventory) are a 
far higher proportion of total assets and would likely warrant more attention from an analyst. 

 An analysis of horizontal common-size balance sheets highlights structural changes that 
have occurred in a business. Past trends are obviously not necessarily an accurate predictor of 
the future, especially when the economic or competitive environment changes. An examination 

  6    In fi nancial statement analysis, the term “trend analysis” usually refers to comparisons across time peri-
ods of 3–10 years not involving statistical tools. Th is diff ers from the use of the term in the quantitative 
methods portion of the CFA curriculum, where “trend analysis” refers to statistical methods of measuring 
patterns in time-series data. 
  7    Percentage change is calculated as (Ending value – Beginning value)/Beginning value, or equivalently, 
(Ending value/Beginning value) – 1. 
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of past trends is more valuable when the macroeconomic and competitive environments are 
relatively stable and when the analyst is reviewing a stable or mature business. However, even 
in less stable contexts, historical analysis can serve as a basis for developing expectations. Un-
derstanding of past trends is helpful in assessing whether these trends are likely to continue or 
if the trend is likely to change direction. 

    EXHIBIT 6A       Partial Balance Sheet for a Hypothetical Company over Five Periods 

 Assets ($ Millions) 

 Period  Change     4 to 5    
 ($ Million) 

 Change     4 to 5     
(Percent)  1  2  3  4  5 

Cash  39  29  27  19  16 –3 –15.8

Investments   1   7   7   6   4 –2 –33.3

Receivables  44  41  37  67  79 12 17.9

Inventory  15  25  36  25  27  2 8.0

Fixed assets net 
of depreciation   1   2   6   9   8 –1 –11.1

 Total assets 100 104 113 126 134  8 6.3

    EXHIBIT 6B       Horizontal Common-Size (Partial) Balance Sheet for a Hypothetical Company over 
Five Periods, with Each Item Expressed Relative to the Same Item in Period One 

 Period 

 Assets  1  2  3  4  5 

Cash 1.00 0.74 0.69 0.49 0.41

Investments 1.00 7.00 7.00 6.00 4.00

Receivables 1.00 0.93 0.84 1.52 1.80

Inventory 1.00 1.67 2.40 1.67 1.80

Fixed assets net of depreciation 1.00 2.00 6.00 9.00 8.00

 Total assets 1.00 1.04 1.13 1.26 1.34

    EXHIBIT 6C       Horizontal Common-Size (Partial) Balance Sheet for a Hypothetical Company over 
Five Periods, with Percent Change in Each Item Relative to the Prior Period 

 Period 

 Assets  2 (%)  3 (%)  4 (%)  5 (%) 

Cash –25.6 –6.9 –29.6 –15.8

Investments 600.0 0.0 –14.3 –33.3

Receivables –6.8 –9.8 81.1 17.9

Inventory 66.7 44.0 –30.6 8.0

Fixed assets net of depreciation 100.0 200.0 50.0 –11.1

 Total assets 4.0 8.7 11.5 6.3
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 One measure of success is for a company to grow at a rate greater than the rate of the 
overall market in which it operates. Companies that grow slowly may fi nd themselves unable 
to attract equity capital. Conversely, companies that grow too quickly may fi nd that their ad-
ministrative and management information systems cannot keep up with the rate of expansion.   

 3.2.5.     Relationships among Financial Statements 
 Trend data generated by a horizontal common-size analysis can be compared across fi nancial 
statements. For example, the growth rate of assets for the hypothetical company in Exhibit 6 
can be compared with the company’s growth in revenue over the same period of time. If rev-
enue is growing more quickly than assets, the company may be increasing its effi  ciency (i.e., 
generating more revenue for every dollar invested in assets). 

 As another example, consider the following year-over-year percentage changes for a hy-
pothetical company: 

Revenue +20%

Net income +25%

Operating cash fl ow –10%

Total assets +30%

 Net income is growing faster than revenue, which indicates increasing profi tability. 
However, the analyst would need to determine whether the faster growth in net income 
resulted from continuing operations or from non-operating, non-recurring items. In addi-
tion, the 10 percent decline in operating cash fl ow despite increasing revenue and net income 
clearly warrants further investigation because it could indicate a problem with earnings quality 
(perhaps aggressive reporting of revenue). Lastly, the fact that assets have grown faster than 
revenue indicates the company’s effi  ciency may be declining. Th e analyst should examine the 
composition of the increase in assets and the reasons for the changes.  Example 5  illustrates a 
company where comparisons of trend data from diff erent fi nancial statements were actually 
indicative of aggressive accounting policies.     

 EXAMPLE 5    Use of Comparative Growth Information  8    

 In July 1996, Sunbeam, a US company, brought in new management to turn the com-
pany around. In the following year, 1997, using 1996 as the base, the following was 
observed based on reported numbers:

Revenue +19%

Inventory +58%

Receivables +38%

  It is generally more desirable to observe inventory and receivables growing at a slower 
(or similar) rate compared to revenue growth. Receivables growing faster than revenue 

  8    Adapted from  Robinson and Munter (2004 , pp. 2–15). 



Chapter 7 Financial Analysis Techniques 311

can indicate operational issues, such as lower credit standards or aggressive accounting 
policies for revenue recognition. Similarly, inventory growing faster than revenue can 
indicate an operational problem with obsolescence or aggressive accounting policies, 
such as an improper overstatement of inventory to increase profi ts. 

 In this case, the explanation lay in aggressive accounting policies. Sunbeam was later 
charged by the US Securities and Exchange Commission with improperly accelerating 
the recognition of revenue and engaging in other practices, such as billing customers for 
inventory prior to shipment.  

 3.3.     Th e Use of Graphs as an Analytical Tool 

 Graphs facilitate comparison of performance and fi nancial structure over time, highlighting 
changes in signifi cant aspects of business operations. In addition, graphs provide the analyst 
(and management) with a visual overview of risk trends in a business. Graphs may also be used 
eff ectively to communicate the analyst’s conclusions regarding fi nancial condition and risk 
management aspects. 

  Exhibit 7  presents the information from  Exhibit 6A  in a stacked column format. Th e 
graph makes the signifi cant decline in cash and growth in receivables (both in absolute terms 
and as a percentage of assets) readily apparent. In  Exhibit 7 , the vertical axis shows US$ mil-
lions and the horizontal axis denotes the period. 

 Choosing the appropriate graph to communicate the most signifi cant conclusions of a 
fi nancial analysis is a skill. In general, pie graphs are most useful to communicate the compo-
sition of a total value (e.g., assets over a limited amount of time, say one or two periods). Line 
graphs are useful when the focus is on the change in amount for a limited number of items over 
a relatively longer time period. When the composition and amounts, as well as their change 
over time, are all important, a stacked column graph can be useful. 

    EXHIBIT 7       Stacked Column Graph of Asset Composition of Hypothetical Company 
over Five Periods   
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 When comparing Period 5 with Period 4, the growth in receivables appears to be within 
normal bounds; but when comparing Period 5 with earlier periods, the dramatic growth be-
comes apparent. In the same manner, a simple line graph will also illustrate the growth trends 
in key fi nancial variables.  Exhibit 8  presents the information from  Exhibit 6A  as a line graph, 
illustrating the growth of assets of a hypothetical company over fi ve periods. Th e steady de-
cline in cash, volatile movements of inventory, and dramatic growth of receivables is clearly 
illustrated. Again, the vertical axis is shown in US$ millions and the horizontal axis denotes 
periods. 

    EXHIBIT 8       Line Graph of Growth of Assets of Hypothetical Company over Five Periods     
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 3.4.     Regression Analysis 

 When analyzing the trend in a specifi c line item or ratio, frequently it is possible simply to vis-
ually evaluate the changes. For more complex situations, regression analysis can help identify 
relationships (or correlation) between variables. For example, a regression analysis could relate 
a company’s sales to GDP over time, providing insight into whether the company is cyclical. 
In addition, the statistical relationship between sales and GDP could be used as a basis for 
forecasting sales. 

 Other examples include the relationship between a company’s sales and inventory over 
time, or the relationship between hotel occupancy and a company’s hotel revenues. In addition 
to providing a basis for forecasting, regression analysis facilitates identifi cation of items or ra-
tios that are not behaving as expected, given historical statistical relationships.     
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4.  COMMON RATIOS USED IN FINANCIAL ANALYSIS 

 In the previous section, we focused on ratios resulting from common-size analysis. In this sec-
tion, we expand the discussion to include other commonly used fi nancial ratios and the broad 
classes into which they are categorized. Th ere is some overlap with common-size fi nancial 
statement ratios. For example, a common indicator of profi tability is the net profi t margin, 
which is calculated as net income divided by sales. Th is ratio appears on a vertical common-size 
income statement. Other ratios involve information from multiple fi nancial statements or even 
data from outside the fi nancial statements. 

 Because of the large number of ratios, it is helpful to think about ratios in terms of broad 
categories based on what aspects of performance a ratio is intended to detect. Financial analysts 
and data vendors use a variety of categories to classify ratios. Th e category names and the ratios 
included in each category can diff er. Common ratio categories include activity, liquidity, sol-
vency, profi tability, and valuation. Th ese categories are summarized in  Exhibit 9 . Each category 
measures a diff erent aspect of the company’s business, but all are useful in evaluating a compa-
ny’s overall ability to generate cash fl ows from operating its business and the associated risks. 

    EXHIBIT 9       Categories of Financial Ratios 

 Category  Description 

Activity  Activity ratios  measure how effi  ciently a company performs day-to-day tasks, such as 
the collection of receivables and management of inventory.

Liquidity  Liquidity ratios  measure the company’s ability to meet its short-term obligations.

Solvency  Solvency ratios  measure a company’s ability to meet long-term obligations. Subsets of 
these ratios are also known as “leverage” and “long-term debt” ratios.

Profi tability  Profi tability ratios  measure the company’s ability to generate profi ts from its 
resources (assets).

Valuation  Valuation ratios  measure the quantity of an asset or fl ow (e.g., earnings) associated 
with ownership of a specifi ed claim (e.g., a share or ownership of the enterprise).

 Th ese categories are not mutually exclusive; some ratios are useful in measuring multiple 
aspects of the business. For example, an activity ratio measuring how quickly a company col-
lects accounts receivable is also useful in assessing the company’s liquidity because collection 
of revenues increases cash. Some profi tability ratios also refl ect the operating effi  ciency of the 
business. In summary, analysts appropriately use certain ratios to evaluate multiple aspects of 
the business. Analysts also need to be aware of variations in industry practice in the calculation 
of fi nancial ratios. In the text that follows, alternative views on ratio calculations are often 
provided.  

 4.1.     Interpretation and Context 

 Financial ratios can only be interpreted in the context of other information, including bench-
marks. In general, the fi nancial ratios of a company are compared with those of its major 
competitors (cross-sectional and trend analysis) and to the company’s prior periods (trend 
analysis). Th e goal is to understand the underlying causes of divergence between a company’s 
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ratios and those of the industry. Even ratios that remain consistent require understanding be-
cause consistency can sometimes indicate accounting policies selected to smooth earnings. An 
analyst should evaluate fi nancial ratios based on the following:  

   1  .      Company goals and strategy . Actual ratios can be compared with company objectives to 
determine whether objectives are being attained and whether the results are consistent 
with the company’s strategy.  

   2  .      Industry norms  ( cross-sectional analysis ). A company can be compared with others in its 
industry by relating its fi nancial ratios to industry norms or to a subset of the companies 
in an industry. When industry norms are used to make judgments, care must be taken 
because:  
•    Many ratios are industry specifi c, and not all ratios are important to all industries.  
•    Companies may have several diff erent lines of business. Th is will cause aggregate 

fi nancial ratios to be distorted. It is better to examine industry-specifi c ratios by lines 
of business.  

•    Diff erences in accounting methods used by companies can distort fi nancial ratios.  
•    Diff erences in corporate strategies can aff ect certain fi nancial ratios.    

   3  .      Economic conditions . For cyclical companies, fi nancial ratios tend to improve when the 
economy is strong and weaken during recessions. Th erefore, fi nancial ratios should be 
examined in light of the current phase of the business cycle.   

 Th e following sections discuss activity, liquidity, solvency, and profi tability ratios in turn. 
Selected valuation ratios are presented later in the section on equity analysis.   

 4.2.     Activity Ratios 

 Activity ratios are also known as  asset utilization ratios  or  operating effi  ciency ratios . Th is 
category is intended to measure how well a company manages various activities, particularly 
how effi  ciently it manages its various assets. Activity ratios are analyzed as indicators of ongo-
ing operational performance—how eff ectively assets are used by a company. Th ese ratios refl ect 
the effi  cient management of both working capital and longer term assets. As noted, effi  ciency 
has a direct impact on liquidity (the ability of a company to meet its short-term obligations), 
so some activity ratios are also useful in assessing liquidity.  

 4.2.1.     Calculation of Activity Ratios 
  Exhibit 10  presents the most commonly used activity ratios. Th e exhibit shows the numerator 
and denominator of each ratio. 

    EXHIBIT 10       Defi nitions of Commonly Used Activity Ratios 

 Activity Ratios  Numerator  Denominator 

 Inventory turnover Cost of sales or cost of goods sold Average inventory

 Days of inventory on hand  (DOH) Number of days in period Inventory turnover

 Receivables turnover Revenue Average receivables

 Days of sales outstanding  (DSO) Number of days in period Receivables turnover

 Payables turnover Purchases Average trade payables

 Number of days of payables Number of days in period Payables turnover
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 Activity Ratios  Numerator  Denominator 

 Working capital turnover Revenue Average working capital

 Fixed asset turnover Revenue Average net fi xed assets

 Total asset turnover Revenue Average total assets

 Activity ratios measure how effi  ciently the company utilizes assets. Th ey generally com-
bine information from the income statement in the numerator with balance sheet items in the 
denominator. Because the income statement measures what happened  during  a period whereas 
the balance sheet shows the condition only at the end of the period, average balance sheet data 
are normally used for consistency. For example, to measure inventory management effi  ciency, 
cost of sales or cost of goods sold (from the income statement) is divided by average inventory 
(from the balance sheet). Most databases, such as Bloomberg and Baseline, use this averaging 
convention when income statement and balance sheet data are combined. Th ese databases 
typically average only two points: the beginning of the year and the end of the year. Th e exam-
ples that follow based on annual fi nancial statements illustrate that practice. However, some 
analysts prefer to average more observations if they are available, especially if the business is 
seasonal. If a semiannual report is prepared, an average can be taken over three data points 
(beginning, middle, and end of year). If quarterly data are available, a fi ve-point average can be 
computed (beginning of year and end of each quarterly period) or a four-point average using 
the end of each quarterly period. Note that if the company’s year ends at a low or high point for 
inventory for the year, there can still be bias in using three or fi ve data points, because the be-
ginning and end of year occur at the same time of the year and are eff ectively double counted. 

 Because cost of goods sold measures the cost of inventory that has been sold, this ratio 
measures how many times per year the entire inventory was theoretically turned over, or sold. 
(We say that the entire inventory was “theoretically” sold because in practice companies do not 
generally sell out their entire inventory.) If, for example, a company’s cost of goods sold for a 
recent year was €120,000 and its average inventory was €10,000, the inventory turnover ratio 
would be 12. Th e company theoretically turns over (i.e., sells) its entire inventory 12 times per 
year (i.e., once a month). (Again, we say “theoretically” because in practice the company likely 
carries some inventory from one month into another.) Turnover can then be converted to days 
of inventory on hand (DOH) by dividing inventory turnover into the number of days in the 
accounting period. In this example, the result is a DOH of 30.42 (365/12), meaning that, on 
average, the company’s inventory was on hand for about 30 days, or, equivalently, the company 
kept on hand about 30 days’ worth of inventory, on average, during the period. 

 Activity ratios can be computed for any annual or interim period, but care must be taken 
in the interpretation and comparison across periods. For example, if the same company had 
cost of goods sold for the fi rst quarter (90 days) of the following year of €35,000 and average 
inventory of €11,000, the inventory turnover would be 3.18 times. However, this turnover 
rate is 3.18 times per quarter, which is not directly comparable to the 12 times per year in the 
preceding year. In this case, we can annualize the quarterly inventory turnover rate by multi-
plying the quarterly turnover by 4 (12 months/3 months; or by 4.06, using 365 days/90 days) 
for comparison to the annual turnover rate. So, the quarterly inventory turnover is equivalent 
to a 12.72 annual inventory turnover (or 12.91 if we annualize the ratio using a 90-day quar-
ter and a 365-day year). To compute the DOH using quarterly data, we can use the quarterly 
turnover rate and the number of days in the quarter for the numerator—or, we can use the 

EXHIBIT 10 (Continued)
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annualized turnover rate and 365 days; either results in DOH of around 28.3, with slight 
diff erences due to rounding (90/3.18 = 28.30 and 365/12.91 = 28.27). Another time-related 
computational detail is that for companies using a 52/53-week annual period and for leap 
years, the actual days in the year should be used rather than 365. 

 In some cases, an analyst may want to know how many days of inventory are on hand at 
the end of the year rather than the average for the year. In this case, it would be appropriate to 
use the year-end inventory balance in the computation rather than the average. If the company 
is growing rapidly or if costs are increasing rapidly, analysts should consider using cost of goods 
sold just for the fourth quarter in this computation because the cost of goods sold of earlier 
quarters may not be relevant.  Example 6  further demonstrates computation of activity ratios 
using Hong Kong Exchange–listed Lenovo Group Limited.    

 EXAMPLE 6    Computation of Activity Ratios 

 An analyst would like to evaluate Lenovo Group’s effi  ciency in collecting its trade ac-
counts receivable during the fi scal year ended 31 March 2010 (FY2009). Th e analyst 
gathers the following information from Lenovo’s annual and interim reports: 

 US$ in Th ousands 

Trade receivables as of 31 March 2009 482,086

Trade receivables as of 31 March 2010 1,021,062

Revenue for year ended 31 March 2010 16,604,815

 Calculate Lenovo’s receivables turnover and number of days of sales outstanding 
(DSO) for the fi scal year ended 31 March 2010.  

 Solution: 

Receivables turnover = Revenue/Average receivables

= 16,604,815/ [(1,021,062 + 482,086)/2]

= 16,604,815/751,574

= 22.0934 times, or 22.1 rounded

DSO = Number of days in period/Receivables turnover

= 365/22.1

= 16.5 days

 On average, it took Lenovo 16.5 days to collect receivables during the fi scal year ended 
31 March 2010.   

 4.2.2.     Interpretation of Activity Ratios 
 In the following section, we further discuss the activity ratios that were defi ned in  Exhibit 10 .  
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 Inventory Turnover and DOH     Inventory turnover lies at the heart of operations for many en-
tities. It indicates the resources tied up in inventory (i.e., the carrying costs) and can, therefore, 
be used to indicate inventory management eff ectiveness. A higher inventory turnover ratio 
implies a shorter period that inventory is held, and thus a lower DOH. In general, inventory 
turnover and DOH should be benchmarked against industry norms. 

 A high inventory turnover ratio relative to industry norms might indicate highly eff ective 
inventory management. Alternatively, a high inventory turnover ratio (and commensurately 
low DOH) could possibly indicate the company does not carry adequate inventory, so short-
ages could potentially hurt revenue. To assess which explanation is more likely, the analyst can 
compare the company’s revenue growth with that of the industry. Slower growth combined 
with higher inventory turnover could indicate inadequate inventory levels. Revenue growth 
at or above the industry’s growth supports the interpretation that the higher turnover refl ects 
greater inventory management effi  ciency. 

 A low inventory turnover ratio (and commensurately high DOH) relative to the rest of 
the industry could be an indicator of slow-moving inventory, perhaps due to technological 
obsolescence or a change in fashion. Again, comparing the company’s sales growth with the 
industry can off er insight.   

 Receivables Turnover and DSO.     Th e number of DSO represents the elapsed time between 
a sale and cash collection, refl ecting how fast the company collects cash from customers to 
whom it off ers credit. Although limiting the numerator to sales made on credit in the receiv-
ables turnover would be more appropriate, credit sales information is not always available 
to analysts; therefore, revenue as reported in the income statement is generally used as an 
approximation. 

 A relatively high receivables turnover ratio (and commensurately low DSO) might indi-
cate highly effi  cient credit and collection. Alternatively, a high receivables turnover ratio could 
indicate that the company’s credit or collection policies are too stringent, suggesting the poss-
ibility of sales being lost to competitors off ering more lenient terms. A relatively low receivables 
turnover ratio would typically raise questions about the effi  ciency of the company’s credit and 
collections procedures. As with inventory management, comparison of the company’s sales 
growth relative to the industry can help the analyst assess whether sales are being lost due 
to stringent credit policies. In addition, comparing the company’s estimates of uncollectible 
accounts receivable and actual credit losses with past experience and with peer companies can 
help assess whether low turnover refl ects credit management issues. Companies often provide 
details of receivables aging (how much receivables have been outstanding by age). Th is can be 
used along with DSO to understand trends in collection, as demonstrated in  Example 7 .    

 EXAMPLE 7    Evaluation of an Activity Ratio 

 An analyst has computed the average DSO for Lenovo for fi scal years ended 31 March 
2010 and 2009: 

 2010  2009 

Days of sales outstanding 16.5 15.2
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 Revenue increased from US$14.901 billion for fi scal year ended 31 March 2009 
(FY2008) to US$16.605 billion for fi scal year ended 31 March 2010 (FY2009). Th e 
analyst would like to better understand the change in the company’s DSO from FY2008 
to FY2009 and whether the increase is indicative of any issues with the customers’ credit 
quality. Th e analyst collects accounts receivable aging information from Lenovo’s annual 
reports and computes the percentage of accounts receivable by days outstanding. Th is 
information is presented in  Exhibit 11 : 

    EXHIBIT 11   

   FY2009  FY2008  FY2007 

   US$000  Percent  US$000  Percent  US$000  Percent 

Accounts 
receivable

0–30 days 907,412 87.39 391,098 76.41 691,428 89.32

31–60 days 65,335 6.29 9,014 1.76 0 0.00

61–90 days 32,730 3.15 21,515 4.20 32,528 4.20

Over 90 days 32,904 3.17 90,214 17.63 50,168 6.48

Total 1,038,381 100.00 511,841 100.00 774,124 100.00

Less: Provision 
for impairment –17,319 –1.67 –29,755 –5.81 –13,885 –1.79

Trade 
receivables, net 1,021,062 98.33 482,086 94.19 760,239 98.21

 Total sales  16,604,815  14,900,931  16,351,503 

  Note:  Lenovo’s footnotes disclose that general trade customers are provided with 30-day credit 
terms. 

 Th ese data indicate that total accounts receivable more than doubled in FY2009 
versus FY2008, while total sales increased by only 11.4 percent. Th is suggests that, over-
all, the company has been increasing customer fi nancing to drive its sales growth. Th e 
signifi cant increase in accounts receivable in total was the primary reason for the increase 
in DSO. Th e percentage of receivables older than 61 days has declined signifi cantly, 
which is generally positive. However, the large increase in 0–30 day receivables may be 
indicative of aggressive accounting policies or sales practices. Perhaps Lenovo off ered 
incentives to generate a large amount of year-end sales. While the data may suggest that 
the quality of receivables improved in FY2009 versus FY2008, with a much lower per-
centage of receivables (and a much lower absolute amount) that are more than 90 days 
outstanding and, similarly, a lower percentage of estimated uncollectible receivables, this 
should be investigated further by the analyst.  

 Payables Turnover and the Number of Days of Payables     Th e number of days of payables refl ects 
the average number of days the company takes to pay its suppliers, and the payables turnover 
ratio measures how many times per year the company theoretically pays off  all its creditors. For 
purposes of calculating these ratios, an implicit assumption is that the company makes all its 
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purchases using credit. If the amount of purchases is not directly available, it can be computed 
as cost of goods sold plus ending inventory less beginning inventory. Alternatively, cost of 
goods sold is sometimes used as an approximation of purchases. 

 A payables turnover ratio that is high (low days payable) relative to the industry could 
indicate that the company is not making full use of available credit facilities; alternatively, it 
could result from a company taking advantage of early payment discounts. An excessively low 
turnover ratio (high days payable) could indicate trouble making payments on time, or alter-
natively, exploitation of lenient supplier terms. Th is is another example where it is useful to look 
simultaneously at other ratios. If liquidity ratios indicate that the company has suffi  cient cash 
and other short-term assets to pay obligations and yet the days payable ratio is relatively high, 
the analyst would favor the lenient supplier credit and collection policies as an explanation.   

 Working Capital Turnover      Working capital  is defi ned as current assets minus current liabil-
ities. Working capital turnover indicates how effi  ciently the company generates revenue with 
its working capital. For example, a working capital turnover ratio of 4.0 indicates that the 
company generates €4 of revenue for every €1 of working capital. A high working capital turn-
over ratio indicates greater effi  ciency (i.e., the company is generating a high level of revenues 
relative to working capital). For some companies, working capital can be near zero or negative, 
rendering this ratio incapable of being interpreted. Th e following two ratios are more useful in 
those circumstances.   

 Fixed Asset Turnover     Th is ratio measures how effi  ciently the company generates revenues 
from its investments in fi xed assets. Generally, a higher fi xed asset turnover ratio indicates 
more effi  cient use of fi xed assets in generating revenue. A low ratio can indicate ineffi  ciency, a 
capital-intensive business environment, or a new business not yet operating at full capacity—in 
which case the analyst will not be able to link the ratio directly to effi  ciency. In addition, asset 
turnover can be aff ected by factors other than a company’s effi  ciency. Th e fi xed asset turnover 
ratio would be lower for a company whose assets are newer (and, therefore, less depreciated and 
so refl ected in the fi nancial statements at a higher carrying value) than the ratio for a company 
with older assets (that are thus more depreciated and so refl ected at a lower carrying value). 
Th e fi xed asset ratio can be erratic because, although revenue may have a steady growth rate, 
increases in fi xed assets may not follow a smooth pattern; so, every year-to-year change in the 
ratio does not necessarily indicate important changes in the company’s effi  ciency.   

 Total Asset Turnover     Th e total asset turnover ratio measures the company’s overall ability to 
generate revenues with a given level of assets. A ratio of 1.20 would indicate that the company 
is generating €1.20 of revenues for every €1 of average assets. A higher ratio indicates greater 
effi  ciency. Because this ratio includes both fi xed and current assets, ineffi  cient working capital 
management can distort overall interpretations. It is therefore helpful to analyze working cap-
ital and fi xed asset turnover ratios separately. 

 A low asset turnover ratio can be an indicator of ineffi  ciency or of relative capital inten-
sity of the business. Th e ratio also refl ects strategic decisions by management—for example, 
the decision whether to use a more labor-intensive (and less capital-intensive) approach to its 
business or a more capital-intensive (and less labor-intensive) approach. 

 When interpreting activity ratios, the analysts should examine not only the individual 
ratios but also the collection of relevant ratios to determine the overall effi  ciency of a company. 
 Example 8  demonstrates the evaluation of activity ratios, both narrow (e.g., days of inventory 
on hand) and broad (e.g., total asset turnover) for a hypothetical manufacturer.      
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 EXAMPLE 8    Evaluation of Activity Ratios 

 ZZZ Company is a hypothetical manufacturing company. As part of an analysis of 
management’s operating effi  ciency, an analyst collects the following activity ratios from 
a data provider: 

 Ratio  2009  2008  2007  2006 

DOH 35.68 40.70 40.47 48.51

DSO 45.07 58.28 51.27 76.98

Total asset turnover  0.36  0.28  0.23  0.22

 Th ese ratios indicate that the company has improved on all three measures of activ-
ity over the four-year period. Th e company appears to be managing its inventory more 
effi  ciently, is collecting receivables faster, and is generating a higher level of revenues 
relative to total assets. Th e overall trend appears good, but thus far, the analyst has only 
determined  what  happened. A more important question is  why  the ratios improved, 
because understanding good changes as well as bad ones facilitates judgments about 
the company’s future performance. To answer this question, the analyst examines com-
pany fi nancial reports as well as external information about the industry and economy. 
In examining the annual report, the analyst notes that in the fourth quarter of 2009, 
the company experienced an “inventory correction” and that the company recorded 
an allowance for the decline in market value and obsolescence of inventory of about 
15 percent of year-end inventory value (compared with about a 6 percent allowance in 
the prior year). Th is reduction in the value of inventory accounts for a large portion of 
the decline in DOH from 40.70 in 2008 to 35.68 in 2009. Management claims that 
this inventory obsolescence is a short-term issue; analysts can watch DOH in future 
interim periods to confi rm this assertion. In any event, all else being equal, the analyst 
would likely expect DOH to return to a level closer to 40 days going forward. 

 More positive interpretations can be drawn from the total asset turnover. Th e ana-
lyst fi nds that the company’s revenues increased more than 35 percent while total assets 
only increased by about 6 percent. Based on external information about the industry 
and economy, the analyst attributes the increased revenues both to overall growth in 
the industry and to the company’s increased market share. Management was able to 
achieve growth in revenues with a comparatively modest increase in assets, leading to an 
improvement in total asset turnover. Note further that part of the reason for the increase 
in asset turnover is lower DOH and DSO.  

 4.3.     Liquidity Ratios 

 Liquidity analysis, which focuses on cash fl ows, measures a company’s ability to meet its short-
term obligations. Liquidity measures how quickly assets are converted into cash. Liquidity 
ratios also measure the ability to pay off  short-term obligations. In day-to-day operations, 
liquidity management is typically achieved through effi  cient use of assets. In the medium term, 
liquidity in the non-fi nancial sector is also addressed by managing the structure of liabilities. 
(See the discussion on fi nancial sector below.) 
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 Th e level of liquidity needed diff ers from one industry to another. A particular company’s 
liquidity position may vary according to the anticipated need for funds at any given time. 
Judging whether a company has adequate liquidity requires analysis of its historical funding 
requirements, current liquidity position, anticipated future funding needs, and options for 
reducing funding needs or attracting additional funds (including actual and potential sources 
of such funding). 

 Larger companies are usually better able to control the level and composition of their 
liabilities than smaller companies. Th erefore, they may have more potential funding sourc-
es, including public capital and money markets. Greater discretionary access to capital 
markets also reduces the size of the liquidity buff er needed relative to companies without 
such access. 

 Contingent liabilities, such as letters of credit or fi nancial guarantees, can also be relevant 
when assessing liquidity. Th e importance of contingent liabilities varies for the non-banking 
and banking sector. In the non-banking sector, contingent liabilities (usually disclosed in the 
footnotes to the company’s fi nancial statements) represent potential cash outfl ows, and when 
appropriate, should be included in an assessment of a company’s liquidity. In the banking 
sector, contingent liabilities represent potentially signifi cant cash outfl ows that are not depen-
dent on the bank’s fi nancial condition. Although outfl ows in normal market circumstances 
typically may be low, a general macroeconomic or market crisis can trigger a substantial in-
crease in cash outfl ows related to contingent liabilities because of the increase in defaults and 
business bankruptcies that often accompany such events. In addition, such crises are usually 
characterized by diminished levels of overall liquidity, which can further exacerbate funding 
shortfalls. Th erefore, for the banking sector, the eff ect of contingent liabilities on liquidity war-
rants particular attention.  

 4.3.1.     Calculation of Liquidity Ratios 
 Common liquidity ratios are presented in  Exhibit 12 . Th ese liquidity ratios refl ect a company’s 
position at a point in time and, therefore, typically use data from the ending balance sheet 
rather than averages. Th e current, quick, and cash ratios refl ect three measures of a company’s 
ability to pay current liabilities. Each uses a progressively stricter defi nition of liquid assets. 

 Th e  defensive interval ratio  measures how long a company can pay its daily cash ex-
penditures using only its existing liquid assets, without additional cash fl ow coming in. Th is 
ratio is similar to the “burn rate” often computed for start-up Internet companies in the late 
1990s or for biotechnology companies. Th e numerator of this ratio includes the same liquid 
assets used in the quick ratio, and the denominator is an estimate of daily cash expenditures. 
To obtain daily cash expenditures, the total of cash expenditures for the period is divided by 
the number of days in the period. Total cash expenditures for a period can be approximated by 
summing all expenses on the income statement—such as cost of goods sold; selling, general, 
and administrative expenses; and research and development expenses—and then subtract-
ing any non-cash expenses, such as depreciation and amortisation. (Typically, taxes are not 
included.) 

 Th e  cash conversion cycle , a fi nancial metric not in ratio form, measures the length 
of time required for a company to go from cash paid (used in its operations) to cash re-
ceived (as a result of its operations). Th e cash conversion cycle is sometimes expressed as 
the length of time funds are tied up in working capital. During this period of time, the 
company needs to fi nance its investment in operations through other sources (i.e., through 
debt or equity). 
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    EXHIBIT 12       Defi nitions of Commonly Used Liquidity Ratios 

 Liquidity Ratios  Numerator  Denominator 

Current ratio Current assets Current liabilities

Quick ratio Cash + Short-term marketable investments + 
Receivables

Current liabilities

Cash ratio Cash + Short-term marketable investments Current liabilities

Defensive interval ratio Cash + Short-term marketable investments + 
Receivables

Daily cash expenditures

 Additional Liquidity Measure 

Cash conversion cycle 
   (net operating cycle)

DOH + DSO – Number of days of payables

 4.3.2.     Interpretation of Liquidity Ratios 
 In the following, we discuss the interpretation of the fi ve basic liquidity measures presented in 
 Exhibit 12 .  

 Current Ratio     Th is ratio expresses current assets in relation to current liabilities. A higher 
ratio indicates a higher level of liquidity (i.e., a greater ability to meet short-term obligations). 
A current ratio of 1.0 would indicate that the book value of its current assets exactly equals the 
book value of its current liabilities. 

 A lower ratio indicates less liquidity, implying a greater reliance on operating cash fl ow 
and outside fi nancing to meet short-term obligations. Liquidity aff ects the company’s capacity 
to take on debt. Th e current ratio implicitly assumes that inventories and accounts receivable 
are indeed liquid (which is presumably not the case when related turnover ratios are low).   

 Quick Ratio     Th e quick ratio is more conservative than the current ratio because it includes 
only the more liquid current assets (sometimes referred to as “quick assets”) in relation to cur-
rent liabilities. Like the current ratio, a higher quick ratio indicates greater liquidity. 

 Th e quick ratio refl ects the fact that certain current assets—such as prepaid expenses, some 
taxes, and employee-related prepayments—represent costs of the current period that have been 
paid in advance and cannot usually be converted back into cash. Th is ratio also refl ects the 
fact that inventory might not be easily and quickly converted into cash, and furthermore, that 
a company would probably not be able to sell all of its inventory for an amount equal to its 
carrying value, especially if it were required to sell the inventory quickly. In situations where 
inventories are illiquid (as indicated, for example, by low inventory turnover ratios), the quick 
ratio may be a better indicator of liquidity than is the current ratio.   

 Cash Ratio     Th e cash ratio normally represents a reliable measure of an entity’s liquidity in 
a crisis situation. Only highly marketable short-term investments and cash are included. In a 
general market crisis, the fair value of marketable securities could decrease signifi cantly as a 
result of market factors, in which case even this ratio might not provide reliable information.   

 Defensive Interval Ratio     Th is ratio measures how long the company can continue to pay its 
expenses from its existing liquid assets without receiving any additional cash infl ow. A defen-
sive interval ratio of 50 would indicate that the company can continue to pay its operating 
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expenses for 50 days before running out of quick assets, assuming no additional cash infl ows. 
A higher defensive interval ratio indicates greater liquidity. If a company’s defensive interval 
ratio is very low relative to peer companies or to the company’s own history, the analyst would 
want to ascertain whether there is suffi  cient cash infl ow expected to mitigate the low defensive 
interval ratio.   

 Cash Conversion Cycle (Net Operating Cycle)     Th is metric indicates the amount of time that 
elapses from the point when a company invests in working capital until the point at which the 
company collects cash. In the typical course of events, a merchandising company acquires in-
ventory on credit, incurring accounts payable. Th e company then sells that inventory on cred-
it, increasing accounts receivable. Afterwards, it pays out cash to settle its accounts payable, 
and it collects cash in settlement of its accounts receivable. Th e time between the outlay of 
cash and the collection of cash is called the “cash conversion cycle.” A shorter cash conversion 
cycle indicates greater liquidity. A short cash conversion cycle implies that the company only 
needs to fi nance its inventory and accounts receivable for a short period of time. A longer cash 
conversion cycle indicates lower liquidity; it implies that the company must fi nance its inven-
tory and accounts receivable for a longer period of time, possibly indicating a need for a higher 
level of capital to fund current assets.  Example 9  demonstrates the advantages of a short cash 
conversion cycle as well as how a company’s business strategies are refl ected in fi nancial ratios.       

 EXAMPLE 9    Evaluation of Liquidity Measures 

 An analyst is evaluating the liquidity of Dell and fi nds that Dell’s 10-K provides a com-
putation of the number of days of receivables, inventory, and accounts payable, as well 
as the overall cash conversion cycle, as follows: 

 Fiscal Year Ended  29 Jan 2010  30 Jan 2009  1 Feb 2008 

DSO 38 35 36

DOH  8  7  8

Less: Number of days of payables 82 67 80

Equals: Cash conversion cycle (36) (25) (36)

 Th e minimal DOH indicates that Dell maintains lean inventories, which is attrib-
utable to key aspects of the company’s business model. Th e company does not build a 
computer until it is ordered and maintains a just-in-time approach to inventory man-
agement. In isolation, the increase in number of days payable (from 67 days in 2009 to 
82 days in 2010) might suggest an inability to pay suppliers; however, in Dell’s case, the 
balance sheet indicates that the company has more than $10 billion of cash and short-
term investments, which would be more than enough to pay suppliers sooner if Dell 
chose to do so. Instead, Dell takes advantage of the favorable credit terms granted by its 
suppliers. Th e overall eff ect is a negative cash cycle, a somewhat unusual result. Instead 
of requiring additional capital to fund working capital as is the case for most companies, 
Dell has excess cash to invest for about 37 days (refl ected on the balance sheet as short-
term investments) on which it is earning, rather than paying, interest. 
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 For comparison, the analyst fi nds the cash conversion cycle reported in the annual 
reports of two of Dell’s competitors, Lenovo and Hewlett-Packard (NYSE: HPQ):

 Fiscal Year  2009  2008  2007 

Lenovo (30) (23) (28)

Hewlett-Packard 14 20 24

  Th e analyst notes that of the three, only Hewlett-Packard has to raise capital for working 
capital purposes. While both Dell and Lenovo have consistently negative cash conver-
sion cycles, Lenovo has been slightly less liquid than Dell, evidenced by its slightly less 
negative cash conversion cycle.  

 EXAMPLE 10    Bounds and Context of Financial Measures 

 Th e previous example focused on the cash conversion cycle, which many companies 
identify as a key performance metric. Th e less positive the number of days in the cash 
conversion cycle, typically, the better it is considered to be. However, is this always true? 

 Th is example considers the following question: If a larger negative number of days in a 
cash conversion cycle is considered to be a desirable performance metric, does identifying a 
company with a large negative cash conversion cycle necessarily imply good performance? 

 Using the Compustat database, the company identifi ed as the US computer tech-
nology company with the most negative number of days in its cash conversion cycle 
during the 2005 to 2009 period is National Datacomputer Inc. (OTC: NDCP), which 
had a negative cash conversion cycle of 275.5 days in 2008. 

    EXHIBIT 13       National Datacomputer Inc. ($ millions) 

 Fiscal year  2004  2005  2006  2007  2008  2009 

Sales 3.248  2.672   2.045    1.761    1.820    1.723

Cost of goods sold 1.919  1.491   0.898    1.201    1.316    1.228

Receivables, Total 0.281  0.139   0.099    0.076    0.115    0.045

Inventories, Total 0.194  0.176   0.010    0.002    0.000    0.000

Accounts payable 0.223  0.317   0.366    1.423    0.704    0.674

DSO 28.69  21.24   18.14   19.15   16.95

DOH 45.29  37.80    1.82    0.28    0.00

 Less: Number of days 
of payables* 66.10 138.81  271.85  294.97  204.79

Equals: Cash 
conversion cycle  7.88 –79.77 –251.89 –275.54 –187.84

 * Notes:  Calculated using Cost of goods sold as an approximation of purchases. Ending invento-
ries 2008 and 2009 are reported as $0 million; therefore, inventory turnover for 2009 cannot be 
measured. However, given inventory and average sales per day, DOH in 2009 is 0.00.  
  Source:  Raw data from Compustat. Ratios calculated.   
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 Th e reason for the negative cash conversion cycle is that the company’s accounts 
payable increased substantially over the period. An increase from approximately 66 days 
in 2005 to 295 days in 2008 to pay trade creditors is clearly a negative signal. In addi-
tion, the company’s inventories disappeared, most likely because the company did not 
have enough cash to purchase new inventory and was unable to get additional credit 
from its suppliers. 

 Of course, an analyst would have immediately noted the negative trends in these 
data, as well as additional data throughout the company’s fi nancial statements. In its 
MD&A, the company clearly reports the risks as follows: 

  Because we have historically had losses and only a limited amount of cash has 
been generated from operations, we have funded our operating activities to 
date primarily from the sale of securities and from the sale of a product line 
in 2009. In order to continue to fund our operations, we may need to raise 
additional capital, through the sale of securities. We cannot be certain that 
any such fi nancing will be available on acceptable terms, or at all. Moreover, 
additional equity fi nancing, if available, would likely be dilutive to the holders 
of our common stock, and debt fi nancing, if available, would likely involve 
restrictive covenants and a security interest in all or substantially all of our 
assets. If we fail to obtain acceptable fi nancing when needed, we may not have 
suffi  cient resources to fund our normal operations which would have a mat-
erial adverse eff ect on our business. 

 IF WE ARE UNABLE TO GENERATE ADEQUATE WORKING 
CAPITAL FROM OPERATIONS OR RAISE ADDITIONAL CAPITAL 
THERE IS SUBSTANTIAL DOUBT ABOUT THE COMPANY’S ABIL-
ITY TO CONTINUE AS A GOING CONCERN. (emphasis added by 
company) 

  Source:  National Datacomputer Inc., 2009 Form 10-K, page 7.  

 In summary, it is always necessary to consider ratios within bounds of reasonability and 
to understand the reasons underlying changes in ratios. Ratios must not only be calcu-
lated but must also be interpreted by an analyst.  

 4.4.     Solvency Ratios 

  Solvency  refers to a company’s ability to fulfi ll its long-term debt obligations. Assessment of 
a company’s ability to pay its long-term obligations (i.e., to make interest and principal pay-
ments) generally includes an in-depth analysis of the components of its fi nancial structure. 
Solvency ratios provide information regarding the relative amount of debt in the company’s 
capital structure and the adequacy of earnings and cash fl ow to cover interest expenses and 
other fi xed charges (such as lease or rental payments) as they come due. 

 Analysts seek to understand a company’s use of debt for several main reasons. One reason 
is that the amount of debt in a company’s capital structure is important for assessing the com-
pany’s risk and return characteristics, specifi cally its fi nancial leverage. Leverage is a magnifying 
eff ect that results from the use of  fi xed costs —costs that stay the same within some range of 
activity—and can take two forms: operating leverage and fi nancial leverage. 
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  Operating leverage  results from the use of fi xed costs in conducting the company’s busi-
ness. Operating leverage magnifi es the eff ect of changes in sales on operating income. Prof-
itable companies may use operating leverage because when revenues increase, with operating 
leverage, their operating income increases at a faster rate. Th e explanation is that, although 
 variable costs  will rise proportionally with revenue, fi xed costs will not. 

 When fi nancing a company (i.e., raising capital for it), the use of debt constitutes  fi nan-
cial leverage  because interest payments are essentially fi xed fi nancing costs. As a result of in-
terest payments, a given percent change in EBIT results in a larger percent change in earnings 
before taxes (EBT). Th us, fi nancial leverage tends to magnify the eff ect of changes in EBIT on 
returns fl owing to equity holders. Assuming that a company can earn more on funds than it 
pays in interest, the inclusion of some level of debt in a company’s capital structure may lower 
a company’s overall cost of capital and increase returns to equity holders. However, a higher 
level of debt in a company’s capital structure increases the risk of default and results in higher 
borrowing costs for the company to compensate lenders for assuming greater credit risk. Start-
ing with  Modigliani and Miller (1958, 1963) , a substantial amount of research has focused on 
determining a company’s optimal capital structure and the subject remains an important one 
in corporate fi nance. 

 In analyzing fi nancial statements, an analyst aims to understand levels and trends in a 
company’s use of fi nancial leverage in relation to past practices and the practices of peer com-
panies. Analysts also need to be aware of the relationship between operating leverage (results 
from the use of non-current assets with fi xed costs) and fi nancial leverage (results from the use 
of long-term debt with fi xed costs). Th e greater a company’s operating leverage, the greater the 
risk of the operating income stream available to cover debt payments; operating leverage can 
thus limit a company’s capacity to use fi nancial leverage. 

 A company’s relative solvency is fundamental to valuation of its debt securities and its 
creditworthiness. Finally, understanding a company’s use of debt can provide analysts with 
insight into the company’s future business prospects because management’s decisions about 
fi nancing may signal their beliefs about a company’s future. For example, the issuance of long-
term debt to repurchase common shares may indicate that management believes the market is 
underestimating the company’s prospects and that the shares are undervalued.  

 4.4.1.     Calculation of Solvency Ratios 
 Solvency ratios are primarily of two types. Debt ratios, the fi rst type, focus on the balance sheet 
and measure the amount of debt capital relative to equity capital. Coverage ratios, the second 
type, focus on the income statement and measure the ability of a company to cover its debt 
payments. Th ese ratios are useful in assessing a company’s solvency and, therefore, in evaluat-
ing the quality of a company’s bonds and other debt obligations. 

  Exhibit 14  describes commonly used solvency ratios. Th e fi rst three of the debt ratios 
presented use total debt in the numerator. Th e defi nition of total debt used in these ratios 
varies among informed analysts and fi nancial data vendors, with some using the total of 
interest-bearing short-term and long-term debt, excluding liabilities such as accrued ex-
penses and accounts payable. (For calculations in this chapter, we use this defi nition.) Other 
analysts use defi nitions that are more inclusive (e.g., all liabilities) or restrictive (e.g., long-
term debt only, in which case the ratio is sometimes qualifi ed as “long-term,” as in “long-
term debt-to-equity ratio”). If using diff erent defi nitions of total debt materially changes 
conclusions about a company’s solvency, the reasons for the discrepancies warrant further 
investigation. 
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    EXHIBIT 14       Defi nitions of Commonly Used Solvency Ratios 

 Solvency Ratios  Numerator  Denominator 

 Debt Ratios 

Debt-to-assets ratio a Total debt b Total assets

Debt-to-capital ratio Total debt b Total debt b  + Total shareholders’ equity

Debt-to-equity ratio Total debt b Total shareholders’ equity

Financial leverage ratio Average total assets Average total equity

 Coverage Ratios    

Interest coverage EBIT Interest payments

Fixed charge coverage EBIT + Lease payments Interest payments + Lease payments

  a “Total debt ratio” is another name sometimes used for this ratio. 
  b In this chapter, we take total debt in this context to be the sum of interest-bearing short-term and long-
term debt.     

 4.4.2.     Interpretation of Solvency Ratios 
 In the following, we discuss the interpretation of the basic solvency ratios presented in 
 Exhibit 14 .  

 Debt-to-Assets Ratio     Th is ratio measures the percentage of total assets fi nanced with debt. For 
example, a  debt-to-assets ratio  of 0.40 or 40 percent indicates that 40 percent of the compa-
ny’s assets are fi nanced with debt. Generally, higher debt means higher fi nancial risk and thus 
weaker solvency.   

 Debt-to-Capital Ratio     Th e  debt-to-capital ratio  measures the percentage of a company’s cap-
ital (debt plus equity) represented by debt. As with the previous ratio, a higher ratio generally 
means higher fi nancial risk and thus indicates weaker solvency.   

 Debt-to-Equity Ratio     Th e  debt-to-equity ratio  measures the amount of debt capital relative 
to equity capital. Interpretation is similar to the preceding two ratios (i.e., a higher ratio indi-
cates weaker solvency). A ratio of 1.0 would indicate equal amounts of debt and equity, which 
is equivalent to a debt-to-capital ratio of 50 percent. Alternative defi nitions of this ratio use 
the market value of stockholders’ equity rather than its book value (or use the market values of 
both stockholders’ equity and debt).   

 Financial Leverage Ratio     Th is ratio (often called simply the “leverage ratio”) measures the 
amount of total assets supported for each one money unit of equity. For example, a value of 3 
for this ratio means that each €1 of equity supports €3 of total assets. Th e higher the  fi nancial 
leverage ratio , the more leveraged the company is in the sense of using debt and other liabili-
ties to fi nance assets. Th is ratio is often defi ned in terms of average total assets and average total 
equity and plays an important role in the DuPont decomposition of return on equity that will 
be presented in Section 4.6.2.   
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 Interest Coverage     Th is ratio measures the number of times a company’s EBIT could cover its 
interest payments. Th us, it is sometimes referred to as “times interest earned.” A higher  interest 
coverage  ratio indicates stronger solvency, off ering greater assurance that the company can 
service its debt (i.e., bank debt, bonds, notes) from operating earnings.   

 Fixed Charge Coverage     Th is ratio relates fi xed charges, or obligations, to the cash fl ow gener-
ated by the company. It measures the number of times a company’s earnings (before interest, 
taxes, and lease payments) can cover the company’s interest and lease payments.  9    Similar to the 
interest coverage ratio, a higher  fi xed charge coverage  ratio implies stronger solvency, off ering 
greater assurance that the company can service its debt (i.e., bank debt, bonds, notes, and 
leases) from normal earnings. Th e ratio is sometimes used as an indication of the quality of the 
preferred dividend, with a higher ratio indicating a more secure preferred dividend. 

  Example 11  demonstrates the use of solvency ratios in evaluating the creditworthiness of 
a company.  

  9    For computing this ratio, an assumption sometimes made is that one-third of the lease payment amount 
represents interest on the lease obligation and that the rest is a repayment of principal on the obligation. 
For this variant of the fi xed charge coverage ratio, the numerator is EBIT plus one-third of lease payments 
and the denominator is interest payments plus one-third of lease payments. 

 EXAMPLE 11    Evaluation of Solvency Ratios 

 A credit analyst is evaluating the solvency of Alcatel-Lucent (Euronext Paris: ALU) as 
of the beginning of 2010. Th e following data are gathered from the company’s 2009 
annual report (in € millions): 

 2009  2008 
Total equity 4,309 5,224
Accrued pension 5,043 4,807
Long-term debt 4,179 3,998
Other long term liabilities* 1,267 1,595
Current liabilities* 9,050 11,687
Total equity + Liabilities (equals Total assets) 23,848 27,311

 *For purposes of this example, assume that these items are non-interest bearing, and that long-
term debt equals total debt. In practice, an analyst could refer to Alcatel’s footnotes to confi rm 
details, rather than making an assumption. 

  1  .         A  .   Calculate the company’s fi nancial leverage ratio for 2009.  
  B  .   Interpret the fi nancial leverage ratio calculated in Part A.    

  2  .         A  .    What are the company’s debt-to-assets, debt-to-capital, and debt-to-equity ratios 
for the two years?  

  B  .   Is there any discernable trend over the two years?      

 Solutions to 1:   (Amounts are millions of euro.)  
  A  .   Average total assets was (27,311 + 23,848)/2 = 25,580 and average total equity 

was (5,224 + 4,309)/2 = 4,767. Th us, fi nancial leverage was 25,580/4,767 = 5.37.  
  B  .   For 2009, every €1 in total equity supported €5.37 in total assets, on average.     
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 Solutions to 2:   (Amounts are millions of euro.)  
  A  .   Debt-to-assets for 2008 = 3,998/27,311 = 14.64% 
  Debt-to-assets for 2009 = 4,179/23,848 = 17.52% 
  Debt-to-capital for 2008 = 3,998/(3,998 + 5,224) = 43.35% 
  Debt-to-capital for 2009 = 4,179/(4,179 + 4,309) = 49.23% 
  Debt-to-equity for 2008 = 3,998/5,224 = 0.77 
  Debt-to-equity for 2009 = 4,179/4,309 = 0.97  
  B  .   On all three metrics, the company’s leverage has increased. Th e increase in debt as 

part of the company’s capital structure indicates that the company’s solvency has 
weakened. From a creditor’s perspective, lower solvency (higher debt) indicates 
higher risk of default on obligations.     

 As with all ratio analysis, it is important to consider leverage ratios in a broader context. 
In general, companies with lower business risk and operations that generate steady cash fl ows 
are better positioned to take on more leverage without a commensurate increase in the risk of 
insolvency. In other words, a higher proportion of debt fi nancing poses less risk of nonpayment 
of interest and debt principal to a company with steady cash fl ows than to a company with 
volatile cash fl ows.     

 4.5.     Profi tability Ratios 

 Th e ability to generate profi t on capital invested is a key determinant of a company’s overall 
value and the value of the securities it issues. Consequently, many equity analysts would con-
sider profi tability to be a key focus of their analytical eff orts. 

 Profi tability refl ects a company’s competitive position in the market, and by extension, the 
quality of its management. Th e income statement reveals the sources of earnings and the com-
ponents of revenue and expenses. Earnings can be distributed to shareholders or reinvested in the 
company. Reinvested earnings enhance solvency and provide a cushion against short-term problems.  

 4.5.1.     Calculation of Profi tability Ratios 
 Profi tability ratios measure the return earned by the company during a period.  Exhibit 15  
provides the defi nitions of a selection of commonly used profi tability ratios. Return-on-sales 
profi tability ratios express various subtotals on the income statement (e.g., gross profi t, oper-
ating profi t, net profi t) as a percentage of revenue. Essentially, these ratios constitute part of 
a common-size income statement discussed earlier. Return on investment profi tability ratios 
measure income relative to assets, equity, or total capital employed by the company. For oper-
ating ROA, returns are measured as operating income, i.e., prior to deducting interest on debt 
capital. For ROA and ROE, returns are measured as net income, i.e., after deducting interest 
paid on debt capital. For return on common equity, returns are measured as net income minus 
preferred dividends (because preferred dividends are a return to preferred equity). 

    EXHIBIT 15       Defi nitions of Commonly Used Profi tability Ratios 

 Profi tability Ratios  Numerator  Denominator 

 Return on Sales a  

Gross profi t margin Gross profi t Revenue

Operating profi t margin Operating income b Revenue

(continued )
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 Profi tability Ratios  Numerator  Denominator 

Pretax margin EBT (earnings before tax but after interest) Revenue

Net profi t margin Net income Revenue

 Return on Investment 

Operating ROA Operating income Average total assets

ROA Net income Average total assets

Return on total capital EBIT Short- and long-term 
debt and equity

ROE Net income Average total equity

Return on common equity Net income – Preferred dividends Average common equity

  a  “Sales” is being used as a synonym for “revenue.” 
  b  Some analysts use EBIT as a shortcut representation of operating income. Note that EBIT, strictly 
speaking, includes non-operating items such as dividends received and gains and losses on investment 
securities. Of utmost importance is that the analyst compute ratios consistently whether comparing dif-
ferent companies or analyzing one company over time.     

 4.5.2.     Interpretation of Profi tability Ratios 
 In the following, we discuss the interpretation of the profi tability ratios presented in  Exhibit 15 . 
For each of the profi tability ratios, a higher ratio indicates greater profi tability.  

 Gross Profi t Margin      Gross profi t margin  indicates the percentage of revenue available to 
cover operating and other expenses and to generate profi t. Higher gross profi t margin indicates 
some combination of higher product pricing and lower product costs. Th e ability to charge a 
higher price is constrained by competition, so gross profi ts are aff ected by (and usually inverse-
ly related to) competition. If a product has a competitive advantage (e.g., superior branding, 
better quality, or exclusive technology), the company is better able to charge more for it. On 
the cost side, higher gross profi t margin can also indicate that a company has a competitive 
advantage in product costs.   

 Operating Profi t Margin     Operating profi t is calculated as gross profi t minus operating costs. 
So, an  operating profi t margin  increasing faster than the gross profi t margin can indicate 
improvements in controlling operating costs, such as administrative overheads. In contrast, a 
declining operating profi t margin could be an indicator of deteriorating control over operating 
costs.   

 Pretax Margin     Pretax income (also called “earnings before tax” or “EBT”) is calculated as op-
erating profi t minus interest, and the  pretax margin  is the ratio of pretax income to revenue. 
Th e pretax margin refl ects the eff ects on profi tability of leverage and other (non-operating) 
income and expenses. If a company’s pretax margin is increasing primarily as a result of 
increasing amounts of non-operating income, the analyst should evaluate whether this increase 

EXHIBIT 15 (Continued )
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refl ects a deliberate change in a company’s business focus and, therefore, the likelihood that the 
increase will continue.   

 Net Profi t Margin     Net profi t, or net income, is calculated as revenue minus all expenses. Net 
income includes both recurring and non-recurring components. Generally, the net income 
used in calculating the net profi t margin is adjusted for non-recurring items to off er a better 
view of a company’s potential future profi tability.   

 ROA     ROA measures the return earned by a company on its assets. Th e higher the ratio, the 
more income is generated by a given level of assets. Most databases compute this ratio as:

  
Net income

Average total assets
 

  An issue with this computation is that net income is the return to equity holders, whereas 
assets are fi nanced by both equity holders and creditors. Interest expense (the return to cred-
itors) has already been subtracted in the numerator. Some analysts, therefore, prefer to add 
back interest expense in the numerator. In such cases, interest must be adjusted for income 
taxes because net income is determined after taxes. With this adjustment, the ratio would be 
computed as: 

  
Net income Interest expense 1 Tax rate

Average total assets
( )+ −

 

 Alternatively, some analysts elect to compute ROA on a pre-interest and pretax basis (operating 
ROA in  Exhibit 15 ) as: 

  
Operating income or EBIT

Average total assets  

 In this ROA calculation, returns are measured prior to deducting interest on debt capital (i.e., 
as operating income or EBIT). Th is measure refl ects the return on all assets invested in the 
company, whether fi nanced with liabilities, debt, or equity. Whichever form of ROA is chosen, 
the analyst must use it consistently in comparisons to other companies or time periods.   

 Return on Total Capital      Return on total capital  measures the profi ts a company earns on all 
of the capital that it employs (short-term debt, long-term debt, and equity). As with operat-
ing ROA, returns are measured prior to deducting interest on debt capital (i.e., as operating 
income or EBIT).   

 ROE     ROE measures the return earned by a company on its equity capital, including minori-
ty equity, preferred equity, and common equity. As noted, return is measured as net income 
(i.e., interest on debt capital is not included in the return on equity capital). A variation of 
ROE is return on common equity, which measures the return earned by a company only on 
its common equity. 

 Both ROA and ROE are important measures of profi tability and will be explored in more 
detail in section 4.6.2. As with other ratios, profi tability ratios should be evaluated individu-
ally and as a group to gain an understanding of what is driving profi tability (operating versus 
non-operating activities).  Example 12  demonstrates the evaluation of profi tability ratios and 
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the use of the management report (sometimes called management’s discussion and analysis or 
management commentary) that accompanies fi nancial statements to explain the trend in ratios.      

 EXAMPLE 12    Evaluation of Profi tability Ratios 

 An analyst is evaluating the profi tability of Daimler AG (Xetra: DAI) over a recent 
fi ve-year period. He gathers the following revenue data and calculates the following 
profi tability ratios from information in Daimler’s annual reports: 

 2009  2008  2007  2006  2005 

Revenues (€ millions) 78,924 98,469 101,569 99,222 95,209

Gross profi t margin 16.92% 21.89% 23.62% 20.60% 19.48%

Operating profi t (EBIT) margin a –1.92% 2.77% 8.58% 5.03% 3.02%

Pretax margin –2.91% 2.84% 9.04% 4.94% 2.55%

Net profi t margin –3.35% 1.73% 4.78% 3.19% 2.37%

  a  EBIT (Earnings before interest and taxes) is the operating profi t metric used by Daimler.   

 Daimler’s revenue declined from 2007 to 2008 and from 2008 to 2009. Further, 
Daimler’s 2009 revenues were the lowest of the fi ve years. Management’s discussion of 
the decline in revenue and EBIT in the 2009 Annual Report notes the following: 

  Th e main reason for the decline [in EBIT] was a signifi cant drop in revenue 
due to markedly lower unit sales in all vehicle segments as a result of the global 
economic downturn. Cost savings achieved through permanent and tempor-
ary cost reductions and effi  ciency improvements realized through ongoing op-
timization programs could only partially compensate for the drop in revenue.   

  1  .     Compare gross profi t margins and operating profi t margins over the 2005 to 2009 
period.  

  2  .     Explain the decline in operating profi t margin in 2009.  
  3  .     Explain why the pretax margin might have decreased to a greater extent than the 

operating profi t margin in 2009.  
  4  .     Compare net profi t margins and pretax margins over 2007 to 2009    

 Solution to 1:   Gross profi t margin improved from 2005 to 2007 as a result of some 
combination of price increases and/or cost control. However, gross profi t margin de-
clined from 2007 to 2009. Operating profi t margin showed a similar trend. In 2009, 
the operating profi t margin was negative.   

 Solution to 2:   Th e decline in operating profi t from 2.77 percent in 2008 to –1.92 per-
cent in 2009 appears to be the result of Daimler’s operating leverage. Management 
indicated that revenue declined in 2009 and reductions in expenses were not enough 
to off set the revenue decline. Management tried to increase effi  ciency and reduce costs, 
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including personnel expenses, but this did not suffi  ciently counteract the decrease in 
revenues. Expenses thus increased as a proportion of revenue, lowering the gross and 
operating profi t margins. Th is is an example of the eff ects of operating leverage (fi xed 
costs that could not be reduced) on profi tability. In general, as revenue increases, to 
the extent that costs remain fi xed, operating profi t margins should increase. As revenue 
declines, the opposite occurs.   

 Solution to 3:   Pretax margin was down substantially in 2009, indicating that the com-
pany may have had some non-operating losses or high interest expense in that year. A 
review of the company’s annual report confi rms that the cause was higher net interest 
expense. Specifi cally, the company increased fi nancing liabilities, faced higher fi nancing 
costs because of higher risk premiums on borrowing, and had lower interest income on 
investments. Th is is an example of the eff ects of fi nancial leverage on profi tability.   

 Solution to 4:   Net profi t margin followed the same pattern as pretax margin, increasing 
from 2005 to 2007 and then decreasing from 2007 to 2009. In the absence of major vari-
ation in the applicable tax rates, this would be expected as net profi t margin is based on 
net income while pretax margin is based on EBT, and net income is EBT(1 – Tax rate).   

 4.6.     Integrated Financial Ratio Analysis 

 In prior sections, the text presented separately activity, liquidity, solvency, and profi tability 
ratios. Prior to discussing valuation ratios, the following sections demonstrate the importance 
of examining a variety of fi nancial ratios—not a single ratio or category of ratios in isolation—
to ascertain the overall position and performance of a company. Experience shows that the 
information from one ratio category can be helpful in answering questions raised by another 
category and that the most accurate overall picture comes from integrating information from 
all sources. Section 4.6.1 provides some introductory examples of such analysis and Section 
4.6.2 shows how return on equity can be analyzed into components related to profi t margin, 
asset utilization (activity), and fi nancial leverage.  

 4.6.1.     Th e Overall Ratio Picture: Examples 
 Th is section presents two simple illustrations to introduce the use of a variety of ratios to address 
an analytical task.  Example 13  shows how the analysis of a pair of activity ratios resolves an issue 
concerning a company’s liquidity.  Example 14  shows that examining the overall ratios of mul-
tiple companies can assist an analyst in drawing conclusions about their relative performances.     

 EXAMPLE 13    A Variety of Ratios 

 An analyst is evaluating the liquidity of a Canadian manufacturing company and ob-
tains the following liquidity ratios: 

 Fiscal Year  10  9  8 

Current ratio 2.1 1.9 1.6

Quick ratio 0.8 0.9 1.0
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 Th e ratios present a contradictory picture of the company’s liquidity. Based on the 
increase in its current ratio from 1.6 to 2.1, the company appears to have strong and 
improving liquidity; however, based on the decline of the quick ratio from 1.0 to 0.8, its 
liquidity appears to be deteriorating. Because both ratios have exactly the same denom-
inator, current liabilities, the diff erence must be the result of changes in some asset that 
is included in the current ratio but not in the quick ratio (e.g., inventories). Th e analyst 
collects the following activity ratios:

Fiscal Year 10 9 8

DOH 55 45 30

DSO 24 28 30

  Th e company’s DOH has deteriorated from 30 days to 55 days, meaning that the 
company is holding increasingly larger amounts of inventory relative to sales. Th e de-
crease in DSO implies that the company is collecting receivables faster. If the proceeds 
from these collections were held as cash, there would be no eff ect on either the current 
ratio or the quick ratio. However, if the proceeds from the collections were used to 
purchase inventory, there would be no eff ect on the current ratio and a decline in the 
quick ratio (i.e., the pattern shown in this example). Collectively, the ratios suggest that 
liquidity is declining and that the company may have an inventory problem that needs 
to be addressed.  

 EXAMPLE 14    A Comparison of Two Companies (1) 

 An analyst collects the information  10    shown in  Exhibit 16  for two companies: 

    EXHIBIT 16  

 Anson Industries   Fiscal Year  5  4  3  2 
Inventory turnover 76.69 89.09 147.82 187.64
DOH  4.76  4.10   2.47   1.95
Receivables turnover 10.75  9.33  11.14   7.56
DSO 33.95 39.13  32.77  48.29
Accounts payable turnover  4.62  4.36   4.84   4.22
Days payable 78.97 83.77  75.49  86.56
Cash from operations/Total liabilities 31.41% 11.15%   4.04%   8.81%
ROE  5.92%  1.66%   1.62%  –0.62%
ROA  3.70%  1.05%   1.05%  –0.39%
Net profi t margin (Net income/Revenue)  3.33%  1.11%   1.13%  –0.47%
Total asset turnover (Revenue/Average assets)  1.11  0.95   0.93   0.84
Leverage (Average assets/Average equity)  1.60  1.58   1.54   1.60

  10    Note that ratios are expressed in terms of two decimal places and are rounded. Th erefore, expected 
relationships may not hold perfectly. 
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 Clarence Corporation   Fiscal Year  5  4  3  2 

Inventory turnover  9.19  9.08  7.52 14.84

DOH 39.73 40.20 48.51 24.59

Receivables turnover  8.35  7.01  6.09  5.16

DSO 43.73 52.03 59.92 70.79

Accounts payable turnover  6.47  6.61  7.66  6.52

Days payable 56.44 55.22 47.64 56.00

Cash from operations/Total liabilities 13.19% 16.39% 15.80% 11.79%

ROE  9.28%  6.82% –3.63% –6.75%

ROA  4.64%  3.48% –1.76% –3.23%

Net profi t margin (Net income/Revenue)  4.38%  3.48% –1.60% –2.34%

Total asset turnover (Revenue/Average assets)  1.06  1.00  1.10  1.38

Leverage (Average assets/Average equity)  2.00  1.96  2.06  2.09

 Which of the following choices best describes reasonable conclusions an analyst might 
make about the companies’ effi  ciency?  
  A  .   Over the past four years, Anson has shown greater improvement in effi  ciency than 

Clarence, as indicated by its total asset turnover ratio increasing from 0.84 to 1.11.  
  B  .   In FY5, Anson’s DOH of only 4.76 indicated that it was less effi  cient at inventory 

management than Clarence, which had DOH of 39.73.  
  C  .   In FY5, Clarence’s receivables turnover of 8.35 times indicated that it was more 

effi  cient at receivables management than Anson, which had receivables turnover 
of 10.75.    

 Solution:   A is correct. Over the past four years, Anson has shown greater improvement 
in effi  ciency than Clarence, as indicated by its total asset turnover ratio increasing from 
0.84 to 1.11. Over the same period of time, Clarence’s total asset turnover ratio has de-
clined from 1.38 to 1.06. Choices B and C are incorrect because DOH and receivables 
turnover are misinterpreted.   

 4.6.2.     DuPont Analysis: Th e Decomposition of ROE 
 As noted earlier, ROE measures the return a company generates on its equity capital. To under-
stand what drives a company’s ROE, a useful technique is to decompose ROE into its com-
ponent parts. (Decomposition of ROE is sometimes referred to as  DuPont analysis  because 
it was developed originally at that company.) Decomposing ROE involves expressing the basic 
ratio (i.e., net income divided by average shareholders’ equity) as the product of component 
ratios. Because each of these component ratios is an indicator of a distinct aspect of a compa-
ny’s performance that aff ects ROE, the decomposition allows us to evaluate how these diff erent 
aspects of performance aff ected the company’s profi tability as measured by ROE.  11    

  11    For purposes of analyzing ROE, this method usually uses average balance sheet factors; however, the 
math will work out if beginning or ending balances are used throughout. For certain purposes, these 
alternative methods may be appropriate. See  Stowe et al. (2002 , pp. 85–88). 
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 Decomposing ROE is useful in determining the reasons for changes in ROE over time for 
a given company and for diff erences in ROE for diff erent companies in a given time period. 
Th e information gained can also be used by management to determine which areas they should 
focus on to improve ROE. Th is decomposition will also show why a company’s overall profi t-
ability, measured by ROE, is a function of its effi  ciency, operating profi tability, taxes, and use 
of fi nancial leverage. DuPont analysis shows the relationship between the various categories of 
ratios discussed in this chapter and how they all infl uence the return to the investment of the 
owners. 

 Analysts have developed several diff erent methods of decomposing ROE. Th e decomposi-
tion presented here is one of the most commonly used and the one found in popular research 
databases, such as Bloomberg. Return on equity is calculated as:

 ROE = Net income/Average shareholders’ equity 

  Th e decomposition of ROE makes use of simple algebra and illustrates the relationship be-
tween ROE and ROA. Expressing ROE as a product of only two of its components, we can 
write: 

     
ROE

Net income
Average shareholders’ equity

Net income
Average total assets

Average total assets
Average shareholders’ equity

=

= ×

     (1a)   

 which can be interpreted as: 

 ROE = ROA × Leverage 

 In other words, ROE is a function of a company’s ROA and its use of fi nancial leverage (“lev-
erage” for short, in this discussion). A company can improve its ROE by improving ROA or 
making more eff ective use of leverage. Consistent with the defi nition given earlier, leverage is 
measured as average total assets divided by average shareholders’ equity. If a company had no 
leverage (no liabilities), its leverage ratio would equal 1.0 and ROE would exactly equal ROA. 
As a company takes on liabilities, its leverage increases. As long as a company is able to borrow 
at a rate lower than the marginal rate it can earn investing the borrowed money in its busi-
ness, the company is making an eff ective use of leverage and ROE would increase as leverage 
increases. If a company’s borrowing cost exceeds the marginal rate it can earn on investing in 
the business, ROE would decline as leverage increased because the eff ect of borrowing would 
be to depress ROA. 

 Using the data from  Example 14  for Anson Industries, an analyst can examine the trend 
in ROE and determine whether the increase from an ROE of –0.625 percent in FY2 to 5.925 
percent in FY5 is a function of ROA or the use of leverage: 

ROE = ROA × Leverage

FY5  5.92%  3.70% 1.60

FY4  1.66%  1.05% 1.58

FY3  1.62%  1.05% 1.54

FY2 –0.62% –0.39% 1.60
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 Over the four-year period, the company’s leverage factor was relatively stable. Th e primary 
reason for the increase in ROE is the increase in profi tability measured by ROA. 

 Just as ROE can be decomposed, the individual components such as ROA can be de-
composed. Further decomposing ROA, we can express ROE as a product of three component 
ratios:

     

Net income
Average shareholders’ equity

Net income
Revenue

Revenue
Average total assets

Average total assets
Average shareholders’ equity

= ×

×
     (1b)   

  which can be interpreted as: 

 ROE = Net profi t margin × Total asset turnover × Leverage 

 Th e fi rst term on the right-hand side of this equation is the net profi t margin, an indicator 
of profi tability: how much income a company derives per one monetary unit (e.g., euro 
or dollar) of sales. Th e second term on the right is the asset turnover ratio, an indicator 
of effi  ciency: how much revenue a company generates per one money unit of assets. Note 
that ROA is decomposed into these two components: net profi t margin and total asset 
turnover. A company’s ROA is a function of profi tability (net profi t margin) and effi  ciency 
(total asset turnover). Th e third term on the right-hand side of  Equation 1b  is a measure of 
fi nancial leverage, an indicator of solvency: the total amount of a company’s assets relative 
to its equity capital. Th is decomposition illustrates that a company’s ROE is a function of 
its net profi t margin, its effi  ciency, and its leverage. Again, using the data from  Example 14  
for Anson Industries, the analyst can evaluate in more detail the reasons behind the trend 
in ROE:  12    

ROE = Net profi t margin × Total asset turnover × Leverage

FY5  5.92%  3.33% 1.11 1.60

FY4  1.66%  1.11% 0.95 1.58

FY3  1.62%  1.13% 0.93 1.54

FY2 –0.62% –0.47% 0.84 1.60

 Th is further decomposition confi rms that increases in profi tability (measured here as net 
profi t margin) are indeed an important contributor to the increase in ROE over the four-year 
period. However, Anson’s asset turnover has also increased steadily. Th e increase in ROE is, 
therefore, a function of improving profi tability and improving effi  ciency. As noted above, ROE 
decomposition can also be used to compare the ROEs of peer companies, as demonstrated in 
 Example 15 .  

  12    Ratios are expressed in terms of two decimal places and are rounded. Th erefore, ROE may not be the 
exact product of the three ratios. 
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 EXAMPLE 15    A Comparison of Two Companies (2) 

 Referring to the data for Anson Industries and Clarence Corporation in  Example 14 , 
which of the following choices best describes reasonable conclusions an analyst might 
make about the companies’ ROE?  
  A  .   Anson’s inventory turnover of 76.69 indicates it is more profi table than Clarence.  
  B  .   Th e main driver of Clarence’s superior ROE in FY5 is its more effi  cient use of 

assets.  
  C  .   Th e main drivers of Clarence’s superior ROE in FY5 are its greater use of debt 

fi nancing and higher net profi t margin.    

 Solution:   C is correct. Th e main driver of Clarence’s superior ROE (9.28 percent com-
pared with only 5.92 percent for Anson) in FY5 is its greater use of debt fi nancing 
(leverage of 2.00 compared with Anson’s leverage of 1.60) and higher net profi t mar-
gin (4.38 percent compared with only 3.33 percent for Anson). A is incorrect because 
inventory turnover is not a direct indicator of profi tability. An increase in inventory 
turnover may indicate more effi  cient use of inventory which in turn could aff ect profi t-
ability; however, an increase in inventory turnover would also be observed if a company 
was selling more goods even if it was not selling those goods at a profi t. B is incorrect 
because Clarence has less effi  cient use of assets than Anson, indicated by turnover of 
1.06 for Clarence compared with Anson’s turnover of 1.11.   

 To separate the eff ects of taxes and interest, we can further decompose the net profi t 
margin and write:

     

Net income
Average shareholders’ equity

Net income
EBT

EBT
EBIT

EBIT
Revenue

Revenue
Average total assets

Average total assets
Average shareholders’ equity

= × ×

× ×
     (1c)   

  which can be interpreted as: 

  
ROE Tax burden Interest burden EBIT margin

Total asset turnover Leverage
= × ×

× ×
 

 Th is fi ve-way decomposition is the one found in fi nancial databases such as Bloomberg. Th e 
fi rst term on the right-hand side of this equation measures the eff ect of taxes on ROE. Essen-
tially, it refl ects one minus the average tax rate, or how much of a company’s pretax profi ts it 
gets to keep. Th is can be expressed in decimal or percentage form. So, a 30 percent tax rate 
would yield a factor of 0.70 or 70 percent. A higher value for the tax burden implies that 
the company can keep a higher percentage of its pretax profi ts, indicating a lower tax rate. A 
decrease in the tax burden ratio implies the opposite (i.e., a higher tax rate leaving the company 
with less of its pretax profi ts). 

 Th e second term on the right-hand side captures the eff ect of interest on ROE. Higher 
borrowing costs reduce ROE. Some analysts prefer to use operating income instead of EBIT 
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for this term and the following term. Either operating income or EBIT is acceptable as long 
as it is applied consistently. In such a case, the second term would measure both the eff ect of 
interest expense and non-operating income on ROE. 

 Th e third term on the right-hand side captures the eff ect of operating margin (if operating 
income is used in the numerator) or EBIT margin (if EBIT is used) on ROE. In either case, 
this term primarily measures the eff ect of operating profi tability on ROE. 

 Th e fourth term on the right-hand side is again the total asset turnover ratio, an indicator 
of the overall effi  ciency of the company (i.e., how much revenue it generates per unit of total 
assets). Th e fi fth term on the right-hand side is the fi nancial leverage ratio described above—
the total amount of a company’s assets relative to its equity capital. 

 Th is decomposition expresses a company’s ROE as a function of its tax rate, interest bur-
den, operating profi tability, effi  ciency, and leverage. An analyst can use this framework to 
determine what factors are driving a company’s ROE. Th e decomposition of ROE can also 
be useful in forecasting ROE based upon expected effi  ciency, profi tability, fi nancing activities, 
and tax rates. Th e relationship of the individual factors, such as ROA to the overall ROE, can 
also be expressed in the form of an ROE tree to study the contribution of each of the fi ve 
factors, as shown in  Exhibit 17  for Anson Industries.  13    

  Exhibit 17  shows that Anson’s ROE of 5.92 percent in FY5 can be decomposed into ROA 
of 3.70 percent and leverage of 1.60. ROA can further be decomposed into a net profi t margin 
of 3.33 percent and total asset turnover of 1.11. Net profi t margin can be decomposed into a 
tax burden of 0.70 (an average tax rate of 30 percent), an interest burden of 0.90, and an EBIT 
margin of 5.29 percent. Overall ROE is decomposed into fi ve components. 

    EXHIBIT 17       DuPont Analysis of Anson Industries’ ROE: Fiscal Year 5 

Return on Equity:

Net income

Average shareholders’ equity

 = 5.92%

Return on Assets:
Net income

Average total assets

Net Profit Margin
Net income

Revenues

= 3.33%

Tax Burden:

Net income

EBT

= 0.70

Interest Burden:

EBT

EBIT

= 0.90

EBIT Margin:

EBIT

Revenues

= 5.29%

Total Asset Turnover
Revenues

Average total assets

= 1.11

Leverage:
Average total assets

Average shareholders’ equity

 = 1.60= 3.7%

  

  13    Note that a breakdown of net profi t margin was not provided in  Example 14 , but is added here. 
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  Example 16  demonstrates how the fi ve-component decomposition can be used to deter-
mine reasons behind the trend in a company’s ROE.  

 EXAMPLE 16    Five-Way Decomposition of ROE 

 An analyst examining Royal Dutch Shell PLC (Amsterdam and London SEs: RDSA) 
wishes to understand the factors driving the trend in ROE over a recent four-year pe-
riod. Th e analyst obtains and calculates the following data from Shell’s annual reports: 

 2009  2008  2007  2006 

ROE  9.53% 20.78% 26.50% 24.72%

Tax burden 60.50% 52.10% 63.12% 58.96%

Interest burden 97.49% 97.73% 97.86% 97.49%

EBIT margin a  7.56% 11.04% 13.98% 13.98%

Asset turnover  0.99  1.71  1.47  1.44

Leverage  2.15  2.17  2.10  2.14

  a Shell’s income statement does not present a separate subtotal for operating income. EBIT was 
calculated as Earnings before taxes plus interest.   

 What might the analyst conclude?  

 Solution:   Th e tax burden measure has varied, with no obvious trend. In the most recent 
year, 2009, taxes declined as a percentage of pretax profi t. (Because the tax burden re-
fl ects the relation of after-tax profi ts to pretax profi ts, the increase from 52.10 percent 
in 2008 to 60.50 percent in 2009 indicates that taxes declined as a percentage of pre-
tax profi ts.) Th is decline in average tax rates could be a result of lower tax rates from 
new legislation or revenue in a lower tax jurisdiction. Th e interest burden has remained 
fairly constant over the four-year period indicating that the company maintains a fairly 
constant capital structure. Operating margin (EBIT margin) declined over the period, 
indicating the company’s operations were less profi table. Th is decline is generally consis-
tent with declines in oil prices in 2009 and declines in refi ning industry gross margins 
in 2008 and 2009. Th e company’s effi  ciency (asset turnover) decreased in 2009. Th e 
company’s leverage remained constant, consistent with the constant interest burden. 
Overall, the trend in ROE (declining substantially over the recent years) resulted from 
decreases in operating profi ts and a lower asset turnover. Additional research on the 
causes of these changes is required in order to develop expectations about the company’s 
future performance.   

 Th e most detailed decomposition of ROE that we have presented is a fi ve-way decompo-
sition. Nevertheless, an analyst could further decompose individual components of a fi ve-way 
analysis. For example, EBIT margin (EBIT/Revenue) could be further decomposed into a 
non-operating component (EBIT/Operating income) and an operating component (Operating 
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income/Revenue). Th e analyst can also examine which other factors contributed to these fi ve 
components. For example, an improvement in effi  ciency (total asset turnover) may have result-
ed from better management of inventory (DOH) or better collection of receivables (DSO).      

 5. EQUITY ANALYSIS 

 One application of fi nancial analysis is to select securities as part of the equity portfolio man-
agement process. Analysts are interested in valuing a security to assess its merits for inclusion 
or retention in a portfolio. Th e valuation process has several steps, including:  14    

   1  .     understanding the business and the existing fi nancial profi le  
   2  .     forecasting company performance  
   3  .     selecting the appropriate valuation model  
   4  .     converting forecasts to a valuation  
   5  .     making the investment decision   

  Financial analysis assists in providing the core information to complete the fi rst two steps of 
this valuation process: understanding the business and forecasting performance. 

 Fundamental equity analysis involves evaluating a company’s performance and valuing 
its equity in order to assess its relative attractiveness as an investment. Analysts use a variety of 
methods to value a company’s equity, including valuation ratios (e.g., the price-to-earnings or 
P/E ratio), discounted cash fl ow approaches, and residual income approaches (ROE compared 
with the cost of capital), among others. Th e following section addresses the fi rst of these ap-
proaches—the use of valuation ratios.  

 5.1.     Valuation Ratios 

 Valuation ratios have long been used in investment decision making. A well known example is 
the  price to earnings ratio  (P/E ratio)—probably the most widely cited indicator in discuss-
ing the value of equity securities—which relates share price to the earnings per share (EPS). 
Additionally, some analysts use other market multiples, such as price to book value (P/B) and 
price to cash fl ow (P/CF). Th e following sections explore valuation ratios and other quantities 
related to valuing equities.  

 5.1.1.     Calculation of Valuation Ratios and Related Quantities 
  Exhibit 18  describes the calculation of some common valuation ratios and related quantities. 

    EXHIBIT 18       Defi nitions of Selected Valuation Ratios and Related Quantities 

 Numerator  Denominator 

 Valuation Ratios 

P/E Price per share Earnings per share

P/CF Price per share Cash fl ow per share

  14     Stowe et al. (2002 , p. 6). 

(continued )
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 Numerator  Denominator 

P/S Price per share Sales per share

P/BV Price per share Book value per share

 Per-Share Quantities  

Basic EPS Net income minus preferred 
dividends 

Weighted average number of 
ordinary shares outstanding

Diluted EPS Adjusted income available for 
ordinary shares, refl ecting 
conversion of dilutive securities

Weighted average number of 
ordinary and potential ordinary 
shares outstanding

Cash fl ow per share Cash fl ow from operations Weighted average number of shares 
outstanding

EBITDA per share EBITDA Weighted average number of shares 
outstanding

Dividends per share Common dividends declared Weighted average number of 
ordinary shares outstanding

 Dividend-Related Quantities 

Dividend payout ratio Common share dividends Net income attributable to 
common shares

Retention rate ( b ) Net income attributable to common 
shares – Common share dividends

Net income attributable to 
common shares

Sustainable growth rate  b  × ROE

 Th e P/E ratio expresses the relationship between the price per share and the amount of 
earnings attributable to a single share. In other words, the P/E ratio tells us how much an in-
vestor in common stock pays per dollar of earnings. 

 Because P/E ratios are calculated using net income, the ratios can be sensitive to 
non-recurring earnings or one-time earnings events. In addition, because net income is gener-
ally considered to be more susceptible to manipulation than are cash fl ows, analysts may use 
 price to cash fl ow  as an alternative measure—particularly in situations where earnings quality 
may be an issue. EBITDA per share, because it is calculated using income before interest, 
taxes, and depreciation, can be used to eliminate the eff ect of diff erent levels of fi xed asset 
investment across companies. It facilitates comparison between companies in the same sector 
but at diff erent stages of infrastructure maturity.  Price to sales  is calculated in a similar manner 
and is sometimes used as a comparative price metric when a company does not have positive 
net income. 

 Another price-based ratio that facilitates useful comparisons of companies’ stock prices is 
 price to book value , or P/B, which is the ratio of price to book value per share. Th is ratio is 
often interpreted as an indicator of market judgment about the relationship between a com-
pany’s required rate of return and its actual rate of return. Assuming that book values refl ect 
the fair values of the assets, a price to book ratio of one can be interpreted as an indicator that 
the company’s future returns are expected to be exactly equal to the returns required by the 

EXHIBIT 18 (Continued)
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market. A ratio greater than one would indicate that the future profi tability of the company 
is expected to exceed the required rate of return, and values of this ratio less than one indicate 
that the company is not expected to earn excess returns.  15      

 5.1.2.     Interpretation of Earnings per Share 
  Exhibit 18  presented a number of per-share quantities that can be used in valuation ratios. In 
this section, we discuss the interpretation of one such critical quantity, earnings per share or 
EPS.  16    

 EPS is simply the amount of earnings attributable to each share of common stock. In 
isolation, EPS does not provide adequate information for comparison of one company with 
another. For example, assume that two companies have only common stock outstanding 
and no dilutive securities outstanding. In addition, assume the two companies have identi-
cal net income of $10 million, identical book equity of $100 million and, therefore, iden-
tical profi tability (10 percent, using ending equity in this case for simplicity). Furthermore, 
assume that Company A has 100 million weighted average common shares outstanding, 
whereas Company B has 10 million weighted average common shares outstanding. So, 
Company A will report EPS of $0.10 per share, and Company B will report EPS of $1 per 
share. Th e diff erence in EPS does not refl ect a diff erence in profi tability—the companies 
have identical profi ts and profi tability. Th e diff erence refl ects only a diff erent number of 
common shares outstanding. Analysts should understand in detail the types of EPS infor-
mation that companies report: 

  Basic EPS  provides information regarding the earnings attributable to each share of com-
mon stock.  17    To calculate basic EPS, the weighted average number of shares outstanding dur-
ing the period is fi rst calculated. Th e weighted average number of shares consists of the number 
of ordinary shares outstanding at the beginning of the period, adjusted by those bought back 
or issued during the period, multiplied by a time-weighting factor. 

 Accounting standards generally require the disclosure of basic as well as  diluted EPS  (di-
luted EPS includes the eff ect of all the company’s securities whose conversion or exercise would 
result in a reduction of basic EPS; dilutive securities include convertible debt, convertible pre-
ferred, warrants, and options). Basic EPS and diluted EPS must be shown with equal promi-
nence on the face of the income statement for each class of ordinary share. Disclosure includes 
the amounts used as the numerators in calculating basic and diluted EPS, and a reconciliation 
of those amounts to the company’s profi t or loss for the period. Because both basic and diluted 
EPS are presented in a company’s fi nancial statements, an analyst does not need to calculate 
these measures for reported fi nancial statements. Understanding the calculations is, however, 
helpful for situations requiring an analyst to calculate expected future EPS. 

 To calculate diluted EPS, earnings are adjusted for the after-tax eff ects assuming con-
version, and the following adjustments are made to the weighted number of shares:  

•    Th e weighted average number of shares for basic EPS,  plus  those that would be issued on 
conversion of all dilutive potential ordinary shares. Potential ordinary shares are treated as 

  16    For more detail on EPS calculation, see the chapter “Understanding Income Statements.” 

  15    For more detail on valuation ratios as used in equity analysis, see the curriculum chapter “Equity Val-
uation: Concepts and Basic Tools.” 

  17    IAS 33,  Earnings per Share  and FASB ASC Topic 260 [Earnings per Share]. 
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dilutive when their conversion would decrease net profi t per share from continuing ordinary 
operations.  

•    Th ese shares are deemed to have been converted into ordinary shares at the beginning of the 
period or, if later, at the date of the issue of the shares.  

•    Options, warrants (and their equivalents), convertible instruments, contingently issuable 
shares, contracts that can be settled in ordinary shares or cash, purchased options, and writ-
ten put options should be considered.     

 5.1.3.     Dividend-Related Quantities 
 In this section, we discuss the interpretation of the dividend-related quantities presented in 
 Exhibit 18 . Th ese quantities play a role in some present value models for valuing equities.  

 Dividend Payout Ratio     Th e  dividend payout ratio  measures the percentage of earnings that 
the company pays out as dividends to shareholders. Th e amount of dividends per share tends 
to be relatively fi xed because any reduction in dividends has been shown to result in a dis-
proportionately large reduction in share price. Because dividend amounts are relatively fi xed, 
the dividend payout ratio tends to fl uctuate with earnings. Th erefore, conclusions about a 
company’s dividend payout policies should be based on examination of payout over a number 
of periods. Optimal dividend policy, similar to optimal capital structure, has been examined 
in academic research and continues to be a topic of signifi cant interest in corporate fi nance.   

 Retention Rate     Th e retention rate, or earnings retention rate, is the complement of the payout 
ratio or dividend payout ratio (i.e., 1 – payout ratio). Whereas the payout ratio measures the 
percentage of earnings that a company pays out as dividends, the retention rate is the percent-
age of earnings that a company retains. (Note that both the payout ratio and retention rate 
are both percentages of earnings. Th e diff erence in terminology—“ratio” versus “rate” versus 
“percentage”—refl ects common usage rather than any substantive diff erences.)   

 Sustainable Growth Rate     A company’s  sustainable growth rate  is viewed as a function of 
its profi tability (measured as ROE) and its ability to fi nance itself from internally generated 
funds (measured as the retention rate). Th e sustainable growth rate is ROE times the retention 
rate. A higher ROE and a higher retention rate result in a higher sustainable growth rate. Th is 
calculation can be used to estimate a company’s growth rate, a factor commonly used in equity 
valuation.     

 5.2.     Industry-Specifi c Ratios 

 As stated earlier in this chapter, a universally accepted defi nition and classifi cation of ratios 
does not exist. Th e purpose of ratios is to serve as indicators of important aspects of a com-
pany’s performance and value. Aspects of performance that are considered important in one 
industry may be irrelevant in another, and industry-specifi c ratios refl ect these diff erences. For 
example, companies in the retail industry may report same-store sales changes because, in the 
retail industry, it is important to distinguish between growth that results from opening new 
stores and growth that results from generating more sales at existing stores. Industry-specifi c 
metrics can be especially important to the value of equity in early stage industries, where com-
panies are not yet profi table. 
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 In addition, regulated industries—especially in the fi nancial sector—often are required 
to comply with specifi c regulatory ratios. For example, the banking sector’s liquidity and cash 
reserve ratios provide an indication of banking liquidity and refl ect monetary and regulatory 
requirements. Banking capital adequacy requirements attempt to relate banks’ solvency re-
quirements directly to their specifi c levels of risk exposure. 

  Exhibit 19  presents, for illustrative purposes only, some industry-specifi c and task-specifi c 
ratios.  18    

    EXHIBIT 19       Defi nitions of Some Common Industry- and Task-Specifi c Ratios 

 Ratio  Numerator  Denominator 

 Business Risk    

Coeffi  cient of variation of 
operating income

Standard deviation of operating 
income

Average operating income

Coeffi  cient of variation of net 
income

Standard deviation of net 
income

Average net income

Coeffi  cient of variation of 
revenues

Standard deviation of revenue Average revenue

 Financial Sector Ratios 

Capital adequacy—banks Various components of capital Various measures such as risk-
weighted assets, market risk 
exposure, or level of operational 
risk assumed

Monetary reserve requirement 
(Cash reserve ratio)

Reserves held at central bank Specifi ed deposit liabilities

Liquid asset requirement Approved “readily marketable” 
securities

Specifi ed deposit liabilities

Net interest margin Net interest income Total interest-earning assets

 Retail Ratios 

Same (or comparable) store sales Average revenue growth year 
over year for stores open in both 
periods

Not applicable

Sales per square meter (or square 
foot)

Revenue Total retail space in square 
meters (or square feet)

 Service Companies 

Revenue per employee Revenue Total number of employees

Net income per employee Net income Total number of employees

  18    Th ere are many other industry- and task-specifi c ratios that are outside the scope of this chapter. 
Resources such as Standard and Poor’s Industry Surveys present useful ratios for each industry. Industry 
organizations may present useful ratios for the industry or a task specifi c to the industry. 

(continued )
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Ratio Numerator Denominator

 Hotel 

Average daily rate Room revenue Number of rooms sold

Occupancy rate Number of rooms sold Number of rooms available

 5.3.     Research on Ratios in Equity Analysis 

 Some ratios may be particularly useful in equity analysis. Th e end product of equity analysis 
is often a valuation and investment recommendation. Th eoretical valuation models are useful 
in selecting ratios that would be useful in this process. For example, a company’s P/B is theo-
retically linked to ROE, growth, and the required return. ROE is also a primary determinant 
of residual income in a residual income valuation model. In both cases, higher ROE relative 
to the required return denotes a higher valuation. Similarly, profi t margin is related to justifi ed 
price-to-sales (P/S) ratios. Another common valuation method involves forecasts of future cash 
fl ows that are discounted back to the present. Trends in ratios can be useful in forecasting fu-
ture earnings and cash fl ows (e.g., trends in operating profi t margin and collection of customer 
receivables). Future growth expectations are a key component of all of these valuation models. 
Trends may be useful in assessing growth prospects (when used in conjunction with overall 
economic and industry trends). Th e variability in ratios and common-size data can be useful in 
assessing risk, an important component of the required rate of return in valuation models. A 
great deal of academic research has focused on the use of these fundamental ratios in evaluating 
equity investments. 

 A classic study,  Ou and Penman (1989a  and  1989b ), found that ratios and common-size 
metrics generated from accounting data were useful in forecasting earnings and stock returns. 
Ou and Penman examined 68 such metrics and found that these could be reduced to a more 
parsimonious list of relevant variables, including percentage changes in a variety of measures 
such as current ratio, inventory, and sales; gross and pretax margins; and returns on assets and 
equity. Th ese variables were found to be useful in forecasting earnings and stock returns. 

 Subsequent studies have also demonstrated the usefulness of ratios in evaluation of eq-
uity investments and valuation.  Lev and Th iagarajan (1993)  examined fundamental fi nancial 
variables used by analysts to assess whether they are useful in security valuation. Th ey found 
that fundamental variables add about 70 percent to the explanatory power of earnings alone 
in predicting excess returns (stock returns in excess of those expected). Th e fundamental var-
iables they found useful included percentage changes in inventory and receivables relative to 
sales, gross margin, sales per employee, and the change in bad debts relative to the change in 
accounts receivable, among others.  Abarbanell and Bushee (1997)  found some of the same 
variables useful in predicting future accounting earnings.  Abarbanell and Bushee (1998)  de-
vised an investment strategy using these same variables and found that they can generate excess 
returns under this strategy. 

  Piotroski (2000)  used fi nancial ratios to supplement a value investing strategy and found 
that he can generate signifi cant excess returns. Variables used by Piotroski include ROA, cash 
fl ow ROA, change in ROA, change in leverage, change in liquidity, change in gross margin, 
and change in inventory turnover. 

 Th is research shows that in addition to being useful in evaluating the past performance of 
a company, ratios can be useful in predicting future earnings and equity returns.     

EXHIBIT 19 (Continued )
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 6. CREDIT ANALYSIS 

  Credit risk  is the risk of loss caused by a counterparty’s or debtor’s failure to make a promised 
payment. For example, credit risk with respect to a bond is the risk that the obligor (the issuer 
of the bond) is not able to pay interest and principal according to the terms of the bond inden-
ture (contract).  Credit analysis  is the evaluation of credit risk. 

 Approaches to credit analysis vary and, as with all fi nancial analysis, depend on the pur-
pose of the analysis and the context in which it is done. Credit analysis for specifi c types of debt 
(e.g., acquisition fi nancing and other highly leveraged fi nancing) often involves projections of 
period-by-period cash fl ows similar to projections made by equity analysts. Whereas the equity 
analyst may discount projected cash fl ows to determine the value of the company’s equity, a 
credit analyst would use the projected cash fl ows to assess the likelihood of a company com-
plying with its fi nancial covenants in each period and paying interest and principal as due.  19   

 Th e analysis would also include expectations about asset sales and refi nancing options 
open to the company. 

 Credit analysis may relate to the borrower’s credit risk in a particular transaction or to its 
overall creditworthiness. In assessing overall creditworthiness, one general approach is credit 
scoring, a statistical analysis of the determinants of credit default. 

 Another general approach to credit analysis is the credit rating process that is used, for 
example, by credit rating agencies to assess and communicate the probability of default by an 
issuer on its debt obligations (e.g., commercial paper, notes, and bonds). A credit rating can be 
either long term or short term and is an indication of the rating agency’s opinion of the cred-
itworthiness of a debt issuer with respect to a specifi c debt security or other obligation. Where 
a company has no debt outstanding, a rating agency can also provide an issuer credit rating 
that expresses an opinion of the issuer’s overall capacity and willingness to meet its fi nancial 
obligations. Th e following sections review research on the use of ratios in credit analysis and 
the ratios commonly used in credit analysis.  

 6.1.     Th e Credit Rating Process 

 Th e rating process involves both the analysis of a company’s fi nancial reports as well as a broad 
assessment of a company’s operations. Th e credit evaluation process by any analyst includes 
many of the following procedures performed by analysts at credit rating agencies:  20    

•    Meeting with management, typically including the chief fi nancial offi  cer, to discuss, for ex-
ample, industry outlook, overview of major business segments, fi nancial policies and goals, 
distinctive accounting practices, capital spending plans, and fi nancial contingency plans.  

•    Tours of major facilities, time permitting.  
•    Meeting of a ratings committee where the analyst’s recommendations are voted on, after 

considering factors that include:  
•    Business risk, including the evaluation of:  

•    operating environment;  
•    industry characteristics (e.g., cyclicality and capital intensity);  

  19    Financial covenants are clauses in bond indentures relating to the fi nancial condition of the bond issuer. 
  20    Based on Standard & Poor’s  Corporate Ratings Criteria  (2008). 
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•    success factors and areas of vulnerability; and  
•    company’s competitive position, including size and diversifi cation.    

•    Financial risk, including:  
•    the evaluation of capital structure, interest coverage, and profi tability using ratio anal-

ysis, and  
•    the examination of debt covenants.    

•    Evaluation of management.    
•    Monitoring of publicly distributed ratings—including reconsideration of ratings due to 

changing conditions.   

  In assigning credit ratings, rating agencies emphasize the importance of the relationship be-
tween a company’s business risk profi le and its fi nancial risk. “Th e company’s business risk 
profi le determines the level of fi nancial risk appropriate for any rating category.”  21    

 When analyzing fi nancial ratios, rating agencies normally investigate deviations of ratios 
from the median ratios of the universe of companies for which such ratios have been calculated 
and also use the median ratings as an indicator for the ratings grade given to a specifi c debt 
issuer. Th is so-called universe of rated companies changes constantly, and any calculations are 
obviously aff ected by economic factors as well as by mergers and acquisitions. International 
ratings include the infl uence of country and economic risk factors.  Exhibit 20  presents key 
fi nancial ratios used by Standard & Poor’s in evaluating industrial companies. Note that before 
calculating ratios, rating agencies make certain adjustments to reported fi nancials such as ad-
justing debt to include off -balance sheet debt in a company’s total debt. 

    EXHIBIT 20       Selected Credit Ratios Used by Standard & Poor’s 

 Credit Ratio  Numerator b   Denominator c  

EBIT interest coverage EBIT Gross interest (prior to deductions for 
capitalized interest or interest income)

EBITDA interest coverage EBITDA Gross interest (prior to deductions for 
capitalized interest or interest income)

FFO a  (Funds from operations) 
interest coverage

FFO plus interest 
paid, minus operating 
lease adjustments

Gross interest (prior to deductions for 
capitalized interest or interest income)

Return on capital EBIT Average capital, where capital = 
equity, plus non-current deferred 
taxes, plus debt

FFO (Funds from operations) to 
debt

FFO Total debt

Free operating cash fl ow to debt CFO (adjusted) minus 
capital expenditures

Total debt

Discretionary cash fl ow to debt CFO minus capital 
expenditures minus 
dividends paid

Total debt

Net cash fl ow to capital 
expenditures

FFO minus dividends Capital expenditures

  21    Standard & Poor’s  Corporate Ratings Criteria  (2008), p. 23. 
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 Credit Ratio  Numerator b   Denominator c  

Debt to EBITDA Total debt EBITDA

Total debt to total debt plus equity Total debt Total debt plus equity

  a  FFO = funds from operations, defi ned as net income adjusted for non-cash items; CFO = cash fl ow 
from operations. 
  b  Emphasis is on earnings from  continuing  operations. 
  c  Note that both the numerator and denominator defi nitions are adjusted from ratio to ratio and may not 
correspond to the defi nitions used elsewhere in this chapter. 
  Source:  Based on data from  Standard & Poor’s Corporate Ratings Criteria  (2008), p. 52.     

 6.2.     Research on Ratios in Credit Analysis 

 A great deal of academic and practitioner research has focused on determining which ratios are 
useful in assessing the credit risk of a company, including the risk of bankruptcy. 

 One of the earliest studies examined individual ratios to assess their ability to predict 
failure of a company up to fi ve years in advance.  Beaver (1967)  found that six ratios could 
correctly predict company failure one year in advance 90 percent of the time and fi ve years in 
advance at least 65 percent of the time. Th e ratios found eff ective by Beaver were cash fl ow 
to total debt, ROA, total debt to total assets, working capital to total assets, the current ratio, 
and the no-credit interval ratio (the length of time a company could go without borrowing). 
 Altman (1968)  and  Altman, Haldeman, and Narayanan (1977)  found that fi nancial ratios 
could be combined in an eff ective model for predicting bankruptcy. Altman’s initial work 
involved creation of a  Z -score that was able to correctly predict fi nancial distress. Th e  Z -score 
was computed as

 Z = 1.2 × (Current assets – Current liabilities)/Total assets

   + 1.4 × (Retained earnings/Total assets)

   + 3.3 × (EBIT/Total assets)

   + 0.6 × (Market value of stock/Book value of liabilities)

   + 1.0 × (Sales/Total assets)

  In his initial study, a  Z -score of lower than 1.81 predicted failure and the model was able to ac-
curately classify 95 percent of companies studied into a failure group and a non-failure group. 
Th e original model was designed for manufacturing companies. Subsequent refi nements to the 
models allow for other company types and time periods. Generally, the variables found to be 
useful in prediction include profi tability ratios, coverage ratios, liquidity ratios, capitalization 
ratios, and earnings variability ( Altman 2000 ). 

 Similar research has been performed on the ability of ratios to predict bond ratings and 
bond yields. For example, Ederington, Yawtiz, and Roberts (1987) found that a small number 
of variables (total assets, interest coverage, leverage, variability of coverage, and subordination 
status) were eff ective in explaining bond yields. Similarly,  Ederington (1986)  found that nine 
variables in combination could correctly classify more than 70 percent of bond ratings. Th ese 
variables included ROA, long-term debt to assets, interest coverage, cash fl ow to debt, variabil-
ity of coverage and cash fl ow, total assets, and subordination status. Th ese studies have shown 
that ratios are eff ective in evaluating credit risk, bond yields, and bond ratings.     

EXHIBIT 20 (Continued )
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 7. BUSINESS AND GEOGRAPHIC SEGMENTS 

 Analysts often need to evaluate the performance underlying business segments (subsidiary 
companies, operating units, or simply operations in diff erent geographic areas) to understand 
in detail the company as a whole. Although companies are not required to provide full fi nan-
cial statements for segments, they are required to provide segment information under both 
IFRS and US GAAP.  22     

 7.1.     Segment Reporting Requirements 

 An operating segment is defi ned as a component of a company: a) that engages in activities 
that may generate revenue and create expenses, including a start-up segment that has yet to 
earn revenues, b) whose results are regularly reviewed by the company’s senior management, 
and c) for which discrete fi nancial information is available.  23    A company must disclose separate 
information about any operating segment which meets certain quantitative criteria—namely, 
the segment constitutes 10 percent or more of the combined operating segments’ revenue, as-
sets, or profi t. (For purposes of determining whether a segment constitutes 10 percent or more 
of combined profi ts or losses, the criterion is expressed in terms of the absolute value of the 
segment’s profi t or loss as a percentage of the greater of (i) the combined profi ts of all profi table 
segments and (ii) the absolute amount of the combined losses of all loss-making segments.) If, 
after applying these quantitative criteria, the combined revenue from external customers for all 
reportable segments combined is less than 75 percent of the total company revenue, the com-
pany must identify additional reportable segments until the 75 percent level is reached. Small 
segments might be combined as one if they share a substantial number of factors that defi ne a 
business or geographical segment, or they might be combined with a similar signifi cant report-
able segment. Information about operating segments and businesses that are not reportable is 
combined in an “all other segments” category. 

 Companies may internally report business results in a variety of ways (e.g., product seg-
ments and geographical segments). Companies identify the segments for external reporting 
purposes considering the defi nition of an operating segment and using factors such as what 
information is reported to the board of directors and whether a manager is responsible for each 
segment. Companies must disclose the factors used to identify reportable segments and the 
types and products and services sold by each reportable segment. 

 For each reportable segment, the following should also be disclosed: 

•    a measure of profi t or loss;  
•    a measure of total assets and liabilities  24    (if these amounts are regularly reviewed by the com-

pany’s chief decision-making offi  cer);  
•    segment revenue, distinguishing between revenue to external customers and revenue from 

other segments;  
•    interest revenue and interest expense;  

  22    IFRS 8,  Operating Segments  and FASB ASC Topic 280 [Segment Reporting]. 
  23    IFRS 8,  Operating Segments,  paragraph 5. 
  24    IFRS 8 and FASB ASC Topic 280 are largely converged. One notable diff erence is that US GAAP does 
not require disclosure of segment liabilities, while IFRS requires disclosure of segment liabilities if that 
information is regularly provided to the company’s “chief operating decision maker.” 
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•    cost of property, plant, and equipment, and intangible assets acquired;  
•    depreciation and amortisation expense;  
•    other non-cash expenses;  
•    income tax expense or income; and  
•    share of the net profi t or loss of an investment accounted for under the equity method.   

  Companies also must provide a reconciliation between the information of reportable segments 
and the consolidated fi nancial statements in terms of segment revenue, profi t or loss, assets, 
and liabilities. 

 Another disclosure required is the company’s reliance on any single customer. If any single 
customer represents 10 percent or more of the company’s total revenues, the company must 
disclose that fact. From an analysts’ perspective, information about a concentrated customer 
base can be useful in assessing the risks faced by the company.   

 7.2.     Segment Ratios 

 Based on the segment information that companies are required to present, a variety of useful 
ratios can be computed, as shown in  Exhibit 21 .

    EXHIBIT 21       Defi nitions of Segment Ratios 

 Segment Ratios  Numerator  Denominator 

Segment margin Segment profi t (loss) Segment revenue

Segment turnover Segment revenue Segment assets

Segment ROA Segment profi t (loss) Segment assets

Segment debt ratio Segment liabilities Segment assets

  Th e segment margin measures the operating profi tability of the segment relative to revenues, 
whereas the segment ROA measures the operating profi tability relative to assets. Segment turn-
over measures the overall effi  ciency of the segment: how much revenue is generated per unit of 
assets. Th e segment debt ratio examines the level of liabilities (hence solvency) of the segment. 
 Example 17  demonstrates the evaluation of segment ratios.      

 EXAMPLE 17    Th e Evaluation of Segment Ratios 

 Th e information contained in  Exhibit 22  relates to the business segments of Groupe 
Danone (EuronextParis: BN) for 2008 and 2009 in millions of euro. According to the 
company’s 2009 annual report:

  Over the course of the past 10 years, the Group has refocused its activities 
on the health food industry. On October 31, 2007, the acquisition of Royal 
Numico N.V. and its subsidiaries (“Numico”), a group specialized in baby nu-
trition and medical nutrition, marked a new phase in the Group’s development 
by adding these lines of business to Danone’s portfolio. Th e Group has since 
operated in four markets corresponding to its four business lines: (i) Fresh 
Dairy Products, (ii) Waters, (iii) Baby Nutrition, and (iv) Medical Nutrition. 
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 Evaluate the performance of the segments using the segment margin, segment ROA, 
and segment turnover. 

    EXHIBIT 22  

 2009  2008 

 (In € millions) 
 Revenue  

    (3rd party) 
 Operating  

    Income  Assets 
 Revenue  

    (3rd party) 
 Operating  

    Income  Assets 

Fresh Dairy Products 8,555 1,240 7,843 8,697 1,187 7,145

Waters 2,578 646 2,773 2,874 323 3,426

Baby Nutrition 2,924 547 10,203 2,795 462 9,999

Medical Nutrition 925 190 4,781 854 217 4,450

Business Line Total 14,982 2,623 25,600 15,220 2,189 25,020

 Segment Ratios 

 2009  2008 

 Segment  
    Revenue  

    as Percent  
    of Total 

 Segment  
    Margin 

 Segment  
    ROA a  

 Segment  
    Turnover 

 Segment  
    Revenue  

    as Percent  
    of Total 

 Segment  
    Margin 

 Segment  
    ROA a  

 Segment  
    Turnover 

Fresh Dairy 
Products 57.1% 14.5% 15.8% 1.1 57.1% 13.6% 16.6% 1.2

Waters 17.2% 25.1% 23.3% 0.9 18.9% 11.2% 9.4% 0.8

Baby 
Nutrition 19.5% 18.7%  5.4% 0.3 18.4% 16.5% 4.6% 0.3

Medical 
Nutrition  6.2% 20.5%  4.0% 0.2 5.6% 25.4% 4.9% 0.2

  a  As used in this table, ROA refers to operating income divided by ending assets.    

 Solution:   Th e waters segment (Evian and Volvic) was the most profi table in 2009 as 
measured by margin and ROA; however, in 2009 the segment did not grow as fast as 
the company’s other segments. In 2008, the segment represented 18.9 percent of total 
segment revenues, but in 2009 the percentage was only 17.2 percent. 

 Th e company’s largest segment by revenue, fresh dairy products, had the lowest 
margin in 2009 but a much higher segment ROA than the baby and medical nutrition 
segments. Medical nutrition is the second highest segment in terms of segment margin 
but lowest in turnover (an indicator of effi  ciency, i.e., the ability to generate revenue from 
assets). As a result, medical nutrition had the lowest segment ROA (Segment ROA = 
Segment operating income/Segment assets = (Segment operating income/Segment 
revenue) × (Segment revenue × Segment Assets) = Segment margin × Segment turnover. 
Reported percentages may diff er due to rounding). Part of the explanation for segment 
diff erences in ROA may be that the medical and baby nutrition businesses were acquired 
in 2007. In an acquisition, the acquiring company reports the acquired assets at fair 
value at the time of the acquisition. Most of a company’s other assets are reported at 



Chapter 7 Financial Analysis Techniques 353

historical costs, and over time, most long-term assets are depreciated. Th us, compared to 
assets in other segments, it is likely that the assets of the nutrition segments are reported 
at amounts more refl ective of current prices.   

 8. MODEL BUILDING AND FORECASTING 

 Analysts often need to forecast future fi nancial performance. For example, EPS forecasts of 
analysts are widely followed by Wall Street. Analysts use data about the economy, industry, 
and company in arriving at a company’s forecast. Th e results of an analyst’s fi nancial analysis, 
including common-size and ratio analyses, are integral to this process, along with the judgment 
of the analysts. 

 Based on forecasts of growth and expected relationships among the fi nancial statement 
data, the analyst can build a model (sometimes referred to as an “earnings model”) to forecast 
future performance. In addition to budgets, pro forma fi nancial statements are widely used in 
fi nancial forecasting within companies, especially for use by senior executives and boards of 
directors. Last but not least, these budgets and forecasts are also used in presentations to credit 
analysts and others in obtaining external fi nancing. 

 For example, based on a revenue forecast, an analyst may budget expenses based on ex-
pected common-size data. Forecasts of balance sheet and cash fl ow statements can be derived 
from expected ratio data, such as DSO. Forecasts are not limited to a single point estimate but 
should involve a range of possibilities. Th is can involve several techniques:  

•     Sensitivity analysis : Also known as “what if ” analysis, sensitivity analysis shows the range of 
possible outcomes as specifi c assumptions are changed; this could, in turn, infl uence fi nanc-
ing needs or investment in fi xed assets.  

•     Scenario analysis : Th is type of analysis shows the changes in key fi nancial quantities that 
result from given (economic) events, such as the loss of customers, the loss of a supply 
source, or a catastrophic event. If the list of events is mutually exclusive and exhaustive and 
the events can be assigned probabilities, the analyst can evaluate not only the range of out-
comes but also standard statistical measures such as the mean and median value for various 
quantities of interest.  

•     Simulation : Th is is computer-generated sensitivity or scenario analysis based on probability 
models for the factors that drive outcomes. Each event or possible outcome is assigned a 
probability. Multiple scenarios are then run using the probability factors assigned to the 
possible values of a variable.     

 9. SUMMARY 

 Financial analysis techniques, including common-size and ratio analysis, are useful in sum-
marizing fi nancial reporting data and evaluating the performance and fi nancial position of a 
company. Th e results of fi nancial analysis techniques provide important inputs into security 
valuation. Key facets of fi nancial analysis include the following:  
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•    Common-size fi nancial statements and fi nancial ratios remove the eff ect of size, allowing 
comparisons of a company with peer companies (cross-sectional analysis) and comparison 
of a company’s results over time (trend or time-series analysis).  

•    Activity ratios measure the effi  ciency of a company’s operations, such as collection of receiv-
ables or management of inventory. Major activity ratios include inventory turnover, days 
of inventory on hand, receivables turnover, days of sales outstanding, payables turnover, 
number of days of payables, working capital turnover, fi xed asset turnover, and total asset 
turnover.  

•    Liquidity ratios measure the ability of a company to meet short-term obligations. Major 
liquidity ratios include the current ratio, quick ratio, cash ratio, and defensive interval ratio.  

•    Solvency ratios measure the ability of a company to meet long-term obligations. Major 
solvency ratios include debt ratios (including the debt-to-assets ratio, debt-to-capital ratio, 
debt-to-equity ratio, and fi nancial leverage ratio) and coverage ratios (including interest 
coverage and fi xed charge coverage).  

•    Profi tability ratios measure the ability of a company to generate profi ts from revenue and 
assets. Major profi tability ratios include return on sales ratios (including gross profi t margin, 
operating profi t margin, pretax margin, and net profi t margin) and return on investment 
ratios (including operating ROA, ROA, return on total capital, ROE, and return on com-
mon equity).  

•    Ratios can also be combined and evaluated as a group to better understand how they fi t 
together and how effi  ciency and leverage are tied to profi tability.  

•    ROE can be analyzed as the product of the net profi t margin, asset turnover, and fi nancial 
leverage. Th is decomposition is sometimes referred to as DuPont analysis.  

•    Valuation ratios express the relation between the market value of a company or its equity 
(for example, price per share) and some fundamental fi nancial metric (for example, earnings 
per share).  

•    Ratio analysis is useful in the selection and valuation of debt and equity securities and is a 
part of the credit rating process.  

•    Ratios can also be computed for business segments to evaluate how units within a business 
are performing.  

•    Th e results of fi nancial analysis provide valuable inputs into forecasts of future earnings and 
cash fl ow.      
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       PROBLEMS 

    1  .     Comparison of a company’s fi nancial results to other peer companies for the same time 
period is called:  
    A   .     technical analysis. 
    B   .     time-series analysis. 
    C   .     cross-sectional analysis.   

   2  .     In order to assess a company’s ability to fulfi ll its long-term obligations, an analyst would 
 most likely  examine:  
    A   .     activity ratios. 
    B   .     liquidity ratios. 
    C   .     solvency ratios.   

   3  .     Which ratio would a company  most likely  use to measure its ability to meet short-term 
obligations?  
    A   .     Current ratio. 
    B   .     Payables turnover. 
    C   .     Gross profi t margin.   
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   4  .     Which of the following ratios would be  most  useful in determining a company’s ability to 
cover its lease and interest payments?  
    A   .     ROA. 
    B   .     Total asset turnover. 
    C   .     Fixed charge coverage.   

   5  .     An analyst is interested in assessing both the effi  ciency and liquidity of Spherion PLC. Th e 
analyst has collected the following data for Spherion:

 FY3  FY2  FY1 

Days of inventory on hand 32 34 40

Days sales outstanding 28 25 23

Number of days of payables 40 35 35

 Based on this data, what is the analyst  least likely  to conclude?  
    A   .     Inventory management has contributed to improved liquidity. 
    B   .     Management of payables has contributed to improved liquidity. 
    C   .     Management of receivables has contributed to improved liquidity.   

   6  .     An analyst is evaluating the solvency and liquidity of Apex Manufacturing and has collect-
ed the following data (in millions of euro):

 FY5 (€)  FY4 (€)  FY3 (€) 

Total debt 2,000 1,900 1,750

Total equity 4,000 4,500 5,000

 Which of the following would be the analyst’s  most likely  conclusion?  
    A   .     Th e company is becoming increasingly less solvent, as evidenced by the increase in its 

debt-to-equity ratio from 0.35 to 0.50 from FY3 to FY5. 
    B   .     Th e company is becoming less liquid, as evidenced by the increase in its debt-to-equity 

ratio from 0.35 to 0.50 from FY3 to FY5. 
    C   .     Th e company is becoming increasingly more liquid, as evidenced by the increase in its 

debt-to-equity ratio from 0.35 to 0.50 from FY3 to FY5.   

   7  .     With regard to the data in Problem 6, what would be the  most  reasonable explanation of 
the fi nancial data?  
    A   .     Th e decline in the company’s equity results from a decline in the market value of this 

company’s common shares. 
    B   .     Th e €250 increase in the company’s debt from FY3 to FY5 indicates that lenders are 

viewing the company as increasingly creditworthy. 
    C   .     Th e decline in the company’s equity indicates that the company may be incurring 

losses, paying dividends greater than income, and/or repurchasing shares.   

   8  .     An analyst observes a decrease in a company’s inventory turnover. Which of the following 
would  most likely  explain this trend?  
    A   .     Th e company installed a new inventory management system, allowing more effi  cient 

inventory management. 
    B   .     Due to problems with obsolescent inventory last year, the company wrote off  a large 

amount of its inventory at the beginning of the period. 
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    C   .     Th e company installed a new inventory management system but experienced some 
operational diffi  culties resulting in duplicate orders being placed with suppliers.   

   9  .     Which of the following would  best  explain an increase in receivables turnover?  
    A   .     Th e company adopted new credit policies last year and began off ering credit to cus-

tomers with weak credit histories. 
    B   .     Due to problems with an error in its old credit scoring system, the company had accu-

mulated a substantial amount of uncollectible accounts and wrote off  a large amount 
of its receivables. 

    C   .     To match the terms off ered by its closest competitor, the company adopted new pay-
ment terms now requiring net payment within 30 days rather than 15 days, which had 
been its previous requirement.   

   10  .     Brown Corporation had average days of sales outstanding of 19 days in the most recent fi s-
cal year. Brown wants to improve its credit policies and collection practices and decrease its 
collection period in the next fi scal year to match the industry average of 15 days. Credit sales 
in the most recent fi scal year were $300 million, and Brown expects credit sales to increase 
to $390 million in the next fi scal year. To achieve Brown’s goal of decreasing the collection 
period, the change in the average accounts receivable balance that must occur is  closest  to:  
    A   .     +$0.41 million. 
    B   .     –$0.41 million. 
    C   .     –$1.22 million.   

   11  .     An analyst observes the following data for two companies:

 Company A ($)   Company B ($)  

Revenue 4,500 6,000

Net income 50 1,000

Current assets 40,000 60,000

Total assets 100,000 700,000

Current liabilities 10,000 50,000

Total debt 60,000 150,000

Shareholders’ equity 30,000 500,000

 Which of the following choices  best  describes reasonable conclusions that the analyst 
might make about the two companies’ abilities to pay their current and long-term 
obligations?  
    A   .     Company A’s current ratio of 4.0 indicates it is more liquid than Company B, whose 

current ratio is only 1.2, but Company B is more solvent, as indicated by its lower 
debt-to-equity ratio. 

    B   .     Company A’s current ratio of 0.25 indicates it is less liquid than Company B, whose 
current ratio is 0.83, and Company A is also less solvent, as indicated by a debt-to-
equity ratio of 200 percent compared with Company B’s debt-to-equity ratio of only 
30 percent. 

    C   .     Company A’s current ratio of 4.0 indicates it is more liquid than Company B, whose 
current ratio is only 1.2, and Company A is also more solvent, as indicated by a 
debt-to-equity ratio of 200 percent compared with Company B’s debt-to-equity ratio 
of only 30 percent.      
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  Th e following information relates to Questions 12–15 

 Th e data in  Exhibit 1  appear in the fi ve-year summary of a major international company. A 
business combination with another major manufacturer took place in FY13. 

    EXHIBIT 1  

   FY10  FY11  FY12  FY13  FY14 

 Financial statements GBP m GBP m GBP m GBP m GBP m
 Income statements 
Revenue 4,390 3,624 3,717 8,167 11,366
Profi t before interest and 
taxation (EBIT) 844 700 704 933 1,579
Net interest payable –80 –54 –98 –163 –188
Taxation –186 –195 –208 –349 –579
Minorities –94 –99 –105 –125 –167
Profi t for the year 484 352 293 296 645
 Balance sheets 
Fixed assets 3,510 3,667 4,758 10,431 11,483
Current asset investments, 
cash at bank and in hand 316 218 290 561 682
Other current assets 558 514 643 1,258 1,634
Total assets 4,384 4,399 5,691 12,250 13,799
Interest bearing debt (long 
term) –602 –1,053 –1,535 –3,523 –3,707
Other creditors and 
provisions (current) –1,223 –1,054 –1,102 –2,377 –3,108
Total liabilities –1,825 –2,107 –2,637 –5,900 –6,815
Net assets 2,559 2,292 3,054 6,350 6,984
Shareholders’ funds 2,161 2,006 2,309 5,572 6,165
Equity minority interests 398 286 745 778 819
Capital employed 2,559 2,292 3,054 6,350 6,984
Cash fl ow          
Working capital 
movements –53 5 71 85 107
Net cash infl ow from 
operating activities 864 859 975 1,568 2,292

   12  .     Th e company’s total assets at year-end FY9 were GBP 3,500 million. Which of the fol-
lowing choices  best  describes reasonable conclusions an analyst might make about the 
company’s effi  ciency?  
  A  .     Comparing FY14 with FY10, the company’s effi  ciency improved, as indicated by a 

total asset turnover ratio of 0.86 compared with 0.64.  
  B  .     Comparing FY14 with FY10, the company’s effi  ciency deteriorated, as indicated by its 

current ratio.  
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  C  .     Comparing FY14 with FY10, the company’s effi  ciency deteriorated due to asset 
growth faster than turnover revenue growth.    

   13  .     Which of the following choices  best  describes reasonable conclusions an analyst might 
make about the company’s solvency?  
  A  .     Comparing FY14 with FY10, the company’s solvency improved, as indicated by an 

increase in its debt-to-assets ratio from 0.14 to 0.27.  
  B  .     Comparing FY14 with FY10, the company’s solvency deteriorated, as indicated by a 

decrease in interest coverage from 10.6 to 8.4.  
  C  .     Comparing FY14 with FY10, the company’s solvency improved, as indicated by the 

growth in its profi ts to GBP 645 million.    

   14  .     Which of the following choices  best  describes reasonable conclusions an analyst might 
make about the company’s liquidity?  
  A  .     Comparing FY14 with FY10, the company’s liquidity improved, as indicated by an 

increase in its debt-to-assets ratio from 0.14 to 0.27.  
  B  .     Comparing FY14 with FY10, the company’s liquidity deteriorated, as indicated by a 

decrease in interest coverage from 10.6 to 8.4.  
  C  .     Comparing FY14 with FY10, the company’s liquidity improved, as indicated by an 

increase in its current ratio from 0.71 to 0.75.    

   15  .     Which of the following choices  best  describes reasonable conclusions an analyst might 
make about the company’s profi tability?  
  A  .     Comparing FY14 with FY10, the company’s profi tability improved, as indicated by 

an increase in its debt-to-assets ratio from 0.14 to 0.27.  
  B  .     Comparing FY14 with FY10, the company’s profi tability deteriorated, as indicated by 

a decrease in its net profi t margin from 11.0 percent to 5.7 percent.  
  C  .     Comparing FY14 with FY10, the company’s profi tability improved, as indicated by 

the growth in its shareholders’ equity to GBP 6,165 million.     

      16  .     Assuming no changes in other variables, which of the following would decrease ROA?  
  A  .     A decrease in the eff ective tax rate.  
  B  .     A decrease in interest expense.  
  C  .     An increase in average assets.    

   17  .     An analyst compiles the following data for a company:

 FY13  FY14  FY15 

ROE 19.8% 20.0% 22.0%

Return on total assets  8.1%  8.0%  7.9%

Total asset turnover  2.0  2.0  2.1

 Based only on the information above, the  most  appropriate conclusion is that, over the 
period FY13 to FY15, the company’s:  
  A  .     net profi t margin and fi nancial leverage have decreased.  
  B  .     net profi t margin and fi nancial leverage have increased.  
  C  .     net profi t margin has decreased but its fi nancial leverage has increased.    
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  18  .     A decomposition of ROE for Integra SA is as follows:

 FY12  FY11 

ROE 18.90% 18.90%

Tax burden  0.70  0.75

Interest burden  0.90  0.90

EBIT margin 10.00% 10.00%

Asset turnover  1.50  1.40

Leverage  2.00  2.00

 Which of the following choices  best  describes reasonable conclusions an analyst might 
make based on this ROE decomposition?  
  A  .     Profi tability and the liquidity position both improved in FY12.  
  B  .     Th e higher average tax rate in FY12 off set the improvement in profi tability, leaving 

ROE unchanged.  
  C  .     Th e higher average tax rate in FY12 off set the improvement in effi  ciency, leaving ROE 

unchanged.    

  19  .     A decomposition of ROE for Company A and Company B is as follows:

 Company A  Company B 

 FY15  FY14  FY15  FY14 

ROE 26.46% 18.90% 26.33% 18.90%

Tax burden  0.7  0.75  0.75  0.75

Interest burden  0.9  0.9  0.9  0.9

EBIT margin  7.00% 10.00% 13.00% 10.00%

Asset turnover  1.5  1.4  1.5  1.4

Leverage  4  2  2  2

 An analyst is  most likely  to conclude that:  
  A  .     Company A’s ROE is higher than Company B’s in FY15, and one explanation con-

sistent with the data is that Company A may have purchased new, more effi  cient 
equipment.  

  B  .     Company A’s ROE is higher than Company B’s in FY15, and one explanation consis-
tent with the data is that Company A has made a strategic shift to a product mix with 
higher profi t margins.  

  C  .     Th e diff erence between the two companies’ ROE in FY15 is very small and Company 
A’s ROE remains similar to Company B’s ROE mainly due to Company A increasing 
its fi nancial leverage.    

  20  .     What does the P/E ratio measure?  
  A  .     Th e “multiple” that the stock market places on a company’s EPS.  
  B  .     Th e relationship between dividends and market prices.  
  C  .     Th e earnings for one common share of stock.    
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  21  .     A creditor  most likely  would consider a decrease in which of the following ratios to be 
positive news?  
  A  .     Interest coverage (times interest earned).  
  B  .     Debt-to-total assets.  
  C  .     Return on assets.    

  22  .     When developing forecasts, analysts should  most likely :  
  A  .     develop possibilities relying exclusively on the results of fi nancial analysis.  
  B  .     use the results of fi nancial analysis, analysis of other information, and judgment.  
  C  .     aim to develop extremely precise forecasts using the results of fi nancial analysis.           
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CHAPTER 8
INVENTORIES

Michael A. Broihahn, CFA

LEARNING OUTCOMES

After completing this chapter, you will be able to do the following:

• Distinguish between costs included in inventories and costs recognized as expenses in the 
period in which they are incurred.

• Describe diff erent inventory valuation methods (cost formulas).
• Calculate and compare cost of sales, gross profit, and ending inventory using diff erent inven-

tory valuation methods and using periodic and perpetual inventory systems.
• Calculate and explain eff ects of inflation and deflation of inventory costs on the financial 

statements and ratios of companies that use diff erent inventory valuation methods (cost 
formulas or cost fl ow assumptions).

• Explain LIFO reserve and LIFO liquidation and their eff ects on financial statements and ratios.
• Convert a company’s reported financial statements from LIFO to FIFO for purposes of 

comparison.
• Describe implications of valuing inventory at net realizable value for financial statements 

and ratios.
• Describe the financial statement presentation of and disclosures relating to inventories.
• Explain issues that analysts should consider when examining a company’s inventory disclo-

sures and other sources of information.
• Analyze and compare the financial statements and ratios of companies, including those that 

use diff erent inventory valuation methods.

1. INTRODUCTION

Merchandising and manufacturing companies generate revenues and profits through the 
sale of inventory. Further, inventory may represent a significant asset on these companies’ 
balance sheets. Merchandisers (wholesalers and retailers) purchase inventory, ready for sale, 
from manufacturers and thus account for only one type of inventory—finished goods inven-
tory. Manufacturers, however, purchase raw materials from suppliers and then add value by 
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transforming the raw materials into finished goods. Th ey typically classify inventory into three 
diff erent categories:1 raw materials, work in progress,2 and finished goods. Work-in-progress 
inventories have started the conversion process from raw materials but are not yet finished 
goods ready for sale. Manufacturers may report either the separate carrying amounts of their 
raw materials, work-in-progress, and finished goods inventories on the balance sheet or simply 
the total inventory amount. If the latter approach is used, the company must then disclose the 
carrying amounts of its raw materials, work-in-progress, and finished goods inventories in a 
footnote to the financial statements.

Inventories and cost of sales (cost of goods sold)3 are significant items in the financial 
statements of many companies. Comparing the performance of these companies is challenging 
because of the allowable choices for valuing inventories: Diff erences in the choice of inventory 
valuation method can result in significantly diff erent amounts being assigned to inventory 
and cost of sales. Financial statement analysis would be much easier if all companies used the 
same inventory valuation method or if inventory price levels remained constant over time. If 
there was no inflation or deflation with respect to inventory costs and thus unit costs were 
unchanged, the choice of inventory valuation method would be irrelevant. However, inventory 
price levels typically do change over time.

International Financial Reporting Standards (IFRS) permit the assignment of inventory 
costs (costs of goods available for sale) to inventories and cost of sales by three cost formulas: 
specific identification; first-in, first-out (FIFO); and weighted average cost.4 U.S. generally 
accepted accounting principles (U.S. GAAP) allow the same three inventory valuation meth- 
ods, referred to as cost flow assumptions in U.S. GAAP, but also include a fourth method called 
last-in, first-out (LIFO).5 Th e choice of inventory valuation method aff ects the allocation of 
the cost of goods available for sale to ending inventory and cost of sales. Analysts must under-
stand the various inventory valuation methods and the related impact on financial statements 
and financial ratios in order to evaluate a company’s performance over time and relative to 
industry peers. Th e company’s financial statements and related notes provide important infor-
mation that the analyst can use in assessing the impact of the choice of inventory valuation 
method on financial statements and financial ratios.

Th is chapter is organized as follows: Section 2 discusses the costs that are included in in-
ventory and the costs that are recognized as expenses in the period in which they are incurred. 
Section 3 describes inventory valuation methods and compares the measurement of ending 
inventory, cost of sales and gross profit under each method, and when using periodic versus 
perpetual inventory systems. Section 4 describes the LIFO method, LIFO reserve, and eff ects 
of LIFO liquidations, and demonstrates the adjustments required to compare a company that 
uses LIFO with one that uses FIFO. Section 5 describes the financial statement eff ects of a 
change in inventory valuation method. Section 6 discusses the measurement and reporting of 
inventory when its value changes. Section 7 describes the presentation of inventories on the 
financial statements and related disclosures, discusses inventory ratios and their interpretation, 
and shows examples of financial analysis with respect to inventories. A summary and practice 
problems conclude the chapter.

1 Other classifications are possible. Inventory classifications should be appropriate to the entity.
2 Th is category is commonly referred to as work in process under U.S. GAAP.
3 Typically, cost of sales is IFRS terminology and cost of goods sold is U.S. GAAP terminology.
4 International Accounting Standard (IAS) 2 [Inventories].
5 Financial Accounting Standards Board Accounting Standards Codification (FASB ASC) Topic 330 
[Inventory].
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2. COST OF INVENTORIES

Under IFRS, the costs to include in inventories are “all costs of purchase, costs of con-
version, and other costs incurred in bringing the inventories to their present location and 
condition.”6

Th e costs of purchase include the purchase price, import and tax-related duties, transport, 
insurance during transport, handling, and other costs directly attributable to the acquisition of 
finished goods, materials, and services. Trade discounts, rebates, and similar items reduce the 
price paid and the costs of purchase. Th e costs of conversion include costs directly related to 
the units produced, such as direct labor and fixed and variable overhead costs.7 Including these 
product-related costs in inventory (i.e., as an asset) means that they will not be recognized as an 
expense (i.e., as cost of sales) on the income statement until the inventory is sold. U.S. GAAP 
provide a similar description of the costs to be included in inventory.8

Both IFRS and U.S. GAAP exclude the following costs from inventory: abnormal costs 
incurred as a result of waste of materials, labor or other production conversion inputs, any stor-
age costs (unless required as part of the production process), and all administrative overhead 
and selling costs. Th ese excluded costs are treated as expenses and recognized on the income 
statement in the period in which they are incurred. Including costs in inventory defers their 
recognition as an expense on the income statement until the inventory is sold. Th erefore, in-
cluding costs in inventory that should be expensed will overstate profitability on the income 
statement (because of the inappropriate deferral of cost recognition) and create an overstated 
inventory value on the balance sheet.

EXAMPLE 1 Treatment of Inventory-Related Costs

Acme Enterprises, a hypothetical company that prepares its financial statements in 
accordance with IFRS, manufactures tables. In 2009, the factory produced 900,000 
finished tables and scrapped 1,000 tables. For the finished tables, raw material costs 
were €9 million, direct labor conversion costs were €18 million, and production 
overhead costs were €1.8 million. Th e 1,000 scrapped tables (attributable to abnor-
mal waste) had a total production cost of €30,000 (€10,000 raw material costs and 
€20,000 conversion costs; these costs are not included in the €9 million raw material 
and €19.8 million total conversion costs of the finished tables). During the year, 
Acme spent €1 million for freight delivery charges on raw materials and €500,000 for 
storing finished goods inventory. Acme does not have any work-in-progress inventory 
at the end of the year.

6 International Accounting Standard (IAS) 2 [Inventories].
7 Fixed production overhead costs (depreciation, factory maintenance, and factory management and ad-
ministration) represent indirect costs of production that remain relatively constant regardless of the vol-
ume of production. Variable production overhead costs are indirect production costs (indirect labor and 
materials) that vary with the volume of production.
8 FASB Accounting Standards Codification™ (ASC) Topic 330 [Inventory].
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3. INVENTORY VALUATION METHODS

Generally, inventory purchase costs and manufacturing conversion costs change over time. As 
a result, the allocation of total inventory costs (i.e., cost of goods available for sale) between 
cost of sales on the income statement and inventory on the balance sheet will vary depending 
on the inventory valuation method used by the company. As mentioned in the introduction, 
inventory valuation methods are referred to as cost formulas and cost flow assumptions under 
IFRS and U.S. GAAP, respectively. If the choice of method results in more cost being allocated 
to cost of sales and less cost being allocated to inventory than would be the case with other 
methods, the chosen method will cause, in the current year, reported gross profit, net income, 
and inventory carrying amount to be lower than if alternative methods had been used. Ac-
counting for inventory, and consequently the allocation of costs, thus has a direct impact on 
financial statements and their comparability.

Both IFRS and U.S. GAAP allow companies to use the following inventory valuation 
methods: specific identification; first-in, first-out (FIFO); and weighted average cost. U.S. 
GAAP allow companies to use an additional method: last-in, first-out (LIFO). A company 
must use the same inventory valuation method for all items that have a similar nature and use. 
For items with a diff erent nature or use, a diff erent inventory valuation method can be used.9 
When items are sold, the carrying amount of the inventory is recognized as an expense (cost of 
sales) according to the cost formula (cost flow assumption) in use. 

Specific identification is used for inventory items that are not ordinarily interchangeable, 
whereas FIFO, weighted average cost, and LIFO are typically used when there are large 

 1. What costs should be included in inventory in 2009?
 2. What costs should be expensed in 2009?

Solution to 1: Total inventory costs for 2009 are as follows:

Raw materials €9,000,000

Direct labor 18,000,000

Production overhead 1,800,000

Transportation for raw materials 1,000,000

Total inventory costs €29,800,000

Solution to 2: Total costs that should be expensed (not included in inventory) are as 
follows:

Abnormal waste €30,000

Storage of finished goods inventory 500,000

Total €530,000

9 For example, if a clothing manufacturer produces both a retail line and one-of-a-kind designer gar-
ments, the retail line might be valued using FIFO and the designer garments using specific identification.
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numbers of interchangeable items in inventory. Specific identification matches the actual his-
torical costs of the specific inventory items to their physical flow; the costs remain in inventory 
until the actual identifiable inventory is sold. FIFO, weighted average cost, and LIFO are based 
on cost flow assumptions. Under these methods, companies must make certain assumptions 
about which goods are sold and which goods remain in ending inventory. As a result, the allo-
cation of costs to the units sold and to the units in ending inventory can be diff erent from the 
physical movement of the items.

Th e choice of inventory valuation method would be largely irrelevant if inventory costs 
remained constant or relatively constant over time. Given relatively constant prices, the alloca-
tion of costs between cost of goods sold and ending inventory would be very similar under each 
of the four methods. Given changing price levels, however, the choice of inventory valuation 
method can have a significant impact on the amount of reported cost of sales and inventory. 
And the reported cost of sales and inventory balances aff ect other items, such as gross profit, 
net income, current assets, and total assets.

3.1. Specific Identification

Th e specific identification method is used for inventory items that are not ordinarily inter- 
changeable and for goods that have been produced and segregated for specific projects. Th is 
method is also commonly used for expensive goods that are uniquely identifiable, such as 
precious gemstones. Under this method, the cost of sales and the cost of ending inventory 
reflect the actual costs incurred to purchase (or manufacture) the items specifically identified 
as sold and the items specifically identified as remaining in inventory. Th erefore, this meth-
od matches the physical flow of the specific items sold and remaining in inventory to their 
actual cost.

3.2. First-In, First-Out (FIFO)

FIFO assumes that the oldest goods purchased (or manufactured) are sold first and the newest 
goods purchased (or manufactured) remain in ending inventory. In other words, the first units 
included in inventory are assumed to be the first units sold from inventory. Th erefore, cost 
of sales reflects the cost of goods in beginning inventory plus the cost of items purchased (or 
manufactured) earliest in the accounting period, and the value of ending inventory reflects the 
costs of goods purchased (or manufactured) more recently. In periods of rising prices, the costs 
assigned to the units in ending inventory are higher than the costs assigned to the units sold. 
Conversely, in periods of declining prices, the costs assigned to the units in ending inventory 
are lower than the costs assigned to the units sold.

3.3. Weighted Average Cost

Weighted average cost assigns the average cost of the goods available for sale (beginning in-
ventory plus purchase, conversion, and other costs) during the accounting period to the units 
that are sold as well as to the units in ending inventory. In an accounting period, the weighted 
average cost per unit is calculated as the total cost of the units available for sale divided by the 
total number of units available for sale in the period (Total cost of goods available for sale/Total 
units available for sale).
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3.4. Last-In, First-Out (LIFO)

LIFO is permitted only under U.S. GAAP. Th is method assumes that the newest goods pur-
chased (or manufactured) are sold first and the oldest goods purchased (or manufactured), 
including beginning inventory, remain in ending inventory. In other words, the last units 
included in inventory are assumed to be the first units sold from inventory. Th erefore, cost of 
sales reflects the cost of goods purchased (or manufactured) more recently, and the value of 
ending inventory reflects the cost of older goods. In periods of rising prices, the costs assigned 
to the units in ending inventory are lower than the costs assigned to the units sold. Conversely, 
in periods of declining prices, the costs assigned to the units in ending inventory are higher 
than the costs assigned to the units sold.

3.5. Calculation of Cost of Sales, Gross Profit, and Ending Inventory

In periods of changing prices, the allocation of total inventory costs (i.e., cost of goods availa-
ble for sale) between cost of sales on the income statement and inventory on the balance sheet 
will vary depending on the inventory valuation method used by the company. Th e following 
example illustrates how cost of sales, gross profit, and ending inventory diff er based on the 
choice of inventory valuation method.

EXAMPLE 2 Inventory Cost Flow Illustration for the Specific 
Identification, Weighted Average Cost, FIFO, and LIFO Methods

Global Sales, Inc. (GSI) is a hypothetical distributor of consumer products, including 
bars of violet essence soap. Th e soap is sold by the kilogram. GSI began operations in 
2009, during which it purchased and received initially 100,000 kg of soap at 110 yuan/ 
kg, then 200,000 kg of soap at 100 yuan/kg, and finally 300,000 kg of soap at 90 yuan/ 
kg. GSI sold 520,000 kg of soap at 240 yuan/kg. GSI stores its soap in its warehouse so 
that soap from each shipment received is readily identifiable. During 2009, the entire 
100,000 kg from the first shipment received, 180,000 kg of the second shipment re-
ceived, and 240,000 kg of the final shipment received was sent to customers. Answers to 
the following questions should be rounded to the nearest 1,000 yuan.

1. What are the reported cost of sales, gross profit, and ending inventory balances for 
2009 under the specific identification method?

2. What are the reported cost of sales, gross profit, and ending inventory balances for 
2009 under the weighted average cost method?

3. What are the reported cost of sales, gross profit, and ending inventory balances for 
2009 under the FIFO method?

4. What are the reported cost of sales, gross profit, and ending inventory balances for 
2009 under the LIFO method?

Solution to 1: Under the specific identification method, the physical flow of the specific 
inventory items sold is matched to their actual cost.
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Sales = 520,000 × 240 = 124,800,000 yuan
Cost of sales = (100,000 × 110) + (180,000 × 100) + (240,000 × 90) = 50,600,000 yuan
Gross profit = 124,800,000 − 50,600,000 = 74,200,000 yuan
Ending inventory = (20,000 × 100) + (60,000 × 90) = 7,400,000 yuan

Note that in spite of the segregation of inventory within the warehouse, it would be in-
appropriate to use specific identification for this inventory of interchangeable items. Th e 
use of specific identification could potentially result in earnings manipulation through 
the shipment decision.

Solution to 2: Under the weighted average cost method, costs are allocated to cost 
of sales and ending inventory by using a weighted average mix of the actual costs 
incurred for all inventory items. Th e weighted average cost per unit is determined 
by dividing the total cost of goods available for sale by the number of units available 
for sale.

Weighted average cost = [(100,000 × 110) + (200,000 × 100) + (300,000 × 90)]/
600,000 = 96.667 yuan/kg

Sales = 520,000 × 240 = 124,800,000 yuan
Cost of sales = 520,000 × 96.667 = 50,267,000 yuan
Gross profit = 124,800,000 − 50,267,000 = 74,533,000 yuan
Ending inventory = 80,000 × 96.667 = 7,733,000 yuan

Solution to 3: Under the FIFO method, the oldest inventory units acquired are assumed 
to be the first units sold. Ending inventory, therefore, is assumed to consist of those 
inventory units most recently acquired.

Sales = 520,000 × 240 = 124,800,000 yuan
Cost of sales = (100,000 × 110) + (200,000 × 100) + (220,000 × 90) = 50,800,000 yuan
Gross profit = 124,800,000 − 50,800,000 = 74,000,000 yuan
Ending inventory = 80,000 × 90 = 7,200,000 yuan

Solution to 4: Under the LIFO method, the newest inventory units acquired are as-
sumed to be the first units sold. Ending inventory, therefore, is assumed to consist of the 
oldest inventory units.

Sales = 520,000 × 240 = 124,800,000 yuan
Cost of sales = (20,000 × 110) + (200,000 × 100) + (300,000 × 90) = 49,200,000 yuan
Gross profit = 124,800,000 − 49,200,000 = 75,600,000 yuan
Ending inventory = 80,000 × 110 = 8,800,000 yuan

Th e following table (in thousands of yuan) summarizes the cost of sales, the ending 
inventory, and the cost of goods available for sale that were calculated for each of the 
four inventory valuation methods. Note that in the first year of operation, the total cost 
of goods available for sale is the same under all four methods. Subsequently, the cost of 
goods available for sale will typically diff er because beginning inventories will diff er. Also 
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3.6. Periodic versus Perpetual Inventory Systems

Companies typically record changes to inventory using either a periodic inventory system or a 
perpetual inventory system. Under a periodic inventory system, inventory values and costs of 
sales are determined at the end of an accounting period. Purchases are recorded in a purchases 
account. Th e total of purchases and beginning inventory is the amount of goods available for 
sale during the period. Th e ending inventory amount is subtracted from the goods available 
for sale to arrive at the cost of sales. Th e quantity of goods in ending inventory is usually 
obtained or verified through a physical count of the units in inventory. Under a perpetual 
inventory system, inventory values and cost of sales are continuously updated to reflect pur-
chases and sales.

Under either system, the allocation of goods available for sale to cost of sales and ending 
inventory is the same if the inventory valuation method used is either specific identification 
or FIFO. Th is is not generally true for the weighted average cost method. Under a periodic 
inventory system, the amount of cost of goods available for sale allocated to cost of sales and 
ending inventory may be quite diff erent using the FIFO method compared to the weighted 
average cost method. Under a perpetual inventory system, inventory values and cost of sales 
are continuously updated to reflect purchases and sales. As a result, the amount of cost of 
goods available for sale allocated to cost of sales and ending inventory is similar under the 
FIFO and weighted average cost methods. Because of lack of disclosure and the dominance 
of perpetual inventory systems, analysts typically do not make adjustments when compar-
ing a company using the weighted average cost method with a company using the FIFO 
method.

Using the LIFO method, the periodic and perpetual inventory systems will generally 
result in diff erent allocations to cost of sales and ending inventory. Under either a perpetual 
or periodic inventory system, the use of the LIFO method will generally result in significantly 
diff erent allocations to cost of sales and ending inventory compared to other inventory val-
uation methods. When inventory costs are increasing and inventory unit levels are stable or 
increasing, using the LIFO method will result in higher cost of sales and lower inventory car-
rying amounts than using the FIFO method. Th e higher cost of sales under LIFO will result in 
lower gross profit, operating income, income before taxes, and net income. Income tax expense 

shown is the gross profit figure for each of the four methods. Because the cost of a kg 
of soap declined over the period, LIFO had the highest ending inventory amount, the 
lowest cost of sales, and the highest gross profit. FIFO had the lowest ending inventory 
amount, the highest cost of sales, and the lowest gross profit.

Inventory Valuation Method Specifi c ID Weighted Average Cost FIFO LIFO

Cost of sales 50,600 50,267 50,800 49,200

Ending inventory 7,400 7,733 7,200 8,800

Total cost of goods available for sale 58,000 58,000 58,000 58,000

Gross profi t 74,200 74,533 74,000 75,600
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will be lower under LIFO, causing the company’s net operating cash flow to be higher. On 
the balance sheet, the lower inventory carrying amount will result in lower reported current 
assets, working capital, and total assets. Analysts must carefully assess the financial statement 
implications of the choice of inventory valuation method when comparing companies that use 
the LIFO method with companies that use the FIFO method.

Example 3 illustrates the impact of the choice of system under LIFO.

EXAMPLE 3 Perpetual versus Periodic Inventory Systems

If GSI (the company in Example 2) had used a perpetual inventory system, the timing 
of purchases and sales would aff ect the amounts of cost of sales and inventory. Following 
is a record of the purchases, sales, and quantity of inventory on hand after the transaction 
in 2009.

Date Purchased Sold
Inventory 
on Hand

5 January 100,000 kg at 110 yuan/kg 100,000 kg

1 February 80,000 kg at 240 yuan/kg 20,000 kg

8 March 200,000 kg at 100 yuan/kg 220,000 kg

6 April 100,000 kg at 240 yuan/kg 120,000 kg

23 May 60,000 kg at 240 yuan/kg 60,000 kg

7 July 40,000 kg at 240 yuan/kg 20,000 kg

2 August 300,000 kg at 90 yuan/kg 320,000 kg

5 September 70,000 kg at 240 yuan/kg 250,000 kg

17 November 90,000 kg at 240 yuan/kg 160,000 kg

8 December 80,000 kg at 240 yuan/kg 80,000 kg

Total goods available for 
sale = 58,000,000 yuan

Total sales = 124,800,000 yuan

Th e amounts for total goods available for sale and sales are the same under either 
the perpetual or periodic system in this first year of operation. Th e carrying amount of 
the ending inventory, however, may diff er because the perpetual system will apply LIFO 
continuously throughout the year. Under the periodic system, it was assumed that the 
ending inventory was composed of 80,000 units of the oldest inventory, which cost 
110 yuan/kg.

What are the ending inventory, cost of sales, and gross profit amounts using the 
perpetual system and the LIFO method? How do these compare with the amounts 
using the periodic system and the LIFO method, as in Example 2?
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Solution: Th e carrying amounts of the inventory at the diff erent time points using the 
perpetual inventory system are as follows:

Date Quantity on Hand Quantities and Cost Carrying Amount

5 January 100,000 kg 100,000 kg at 110 yuan/kg 11,000,000 yuan

1 February 20,000 kg 20,000 kg at 110 yuan/kg 2,200,000 yuan

8 March 220,000 kg 20,000 kg at 110 yuan/kg + 
200,000 kg at 100 yuan/kg

22,200,000 yuan

6 April 120,000 kg 20,000 kg at 110 yuan/kg + 
100,000 kg at 100 yuan/kg

12,200,000 yuan

23 May 60,000 kg 20,000 kg at 110 yuan/kg + 
40,000 kg at 100 yuan/kg

6,200,000 yuan

7 July 20,000 kg 20,000 kg at 110 yuan/kg 2,200,000 yuan

2 August 320,000 kg 20,000 kg at 110 yuan/kg + 
300,000 kg at 90 yuan/kg

29,200,000 yuan

5 September 250,000 kg 20,000 kg at 110 yuan/kg + 
230,000 kg at 90 yuan/kg

22,900,000 yuan

17 November 160,000 kg 20,000 kg at 110 yuan/kg + 
140,000 kg at 90 yuan/kg

14,800,000 yuan

8 December 80,000 kg 20,000 kg at 110 yuan/kg + 
60,000 kg at 90 yuan/kg

7,600,000 yuan

Perpetual system

Sales = 520,000 × 240 = 124,800,000 yuan
Cost of sales = 58,000,000 − 7,600,000 = 50,400,000 yuan 
Gross profit = 124,800,000 − 50,400,000 = 74,400,000 yuan 
Ending inventory = 7,600,000 yuan

Periodic system from Example 2

Sales = 520,000 × 240 = 124,800,000 yuan
Cost of sales = (20,000 × 110) + (200,000 × 100) + (300,000 × 90) = 49,200,000 yuan
Gross profit = 124,800,000 − 49,200,000 = 75,600,000 yuan
Ending inventory = 80,000 × 110 = 8,800,000 yuan

In this example, the ending inventory amount is lower under the perpetual system be-
cause only 20,000 kg of the oldest inventory with the highest cost is assumed to remain 
in inventory. Th e cost of sales is higher and the gross profit is lower under the perpetual 
system compared to the periodic system.
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3.7. Comparison of Inventory Valuation Methods

As shown in Example 2, the allocation of the total cost of goods available for sale to cost of 
sales on the income statement and to ending inventory on the balance sheet varies under the 
diff erent inventory valuation methods. In an environment of declining inventory unit costs 
and constant or increasing inventory quantities, FIFO (in comparison with weighted average 
cost or LIFO) will allocate a higher amount of the total cost of goods available for sale to cost 
of sales on the income statement and a lower amount to ending inventory on the balance 
sheet. Accordingly, because cost of sales will be higher under FIFO, a company’s gross profit, 
operating profit, and income before taxes will be lower.

Conversely, in an environment of rising inventory unit costs and constant or increasing 
inventory quantities, FIFO (in comparison with weighted average cost or LIFO) will allocate 
a lower amount of the total cost of goods available for sale to cost of sales on the income state-
ment and a higher amount to ending inventory on the balance sheet. Accordingly, because 
cost of sales will be lower under FIFO, a company’s gross profit, operating profit, and income 
before taxes will be higher.

Th e carrying amount of inventories under FIFO will more closely reflect current replacement 
values because inventories are assumed to consist of the most recently purchased items. Th e cost 
of sales under LIFO will more closely reflect current replacement value. LIFO ending inventory 
amounts are typically not reflective of current replacement value because the ending inventory is 
assumed to be the oldest inventory and costs are allocated accordingly. Example 4 illustrates the 
diff erent results obtained by using either the FIFO or LIFO methods to account for inventory.

EXAMPLE 4 Impact of Inflation Using LIFO Compared to FIFO

Company L and Company F are identical in all respects except that Company L uses 
the LIFO method and Company F uses the FIFO method. Each company has been in 
business for five years and maintains a base inventory of 2,000 units each year. Each 
year, except the first year, the number of units purchased equaled the number of units 
sold. Over the five year period, unit sales increased 10 percent each year and the unit 
purchase and selling prices increased at the beginning of each year to reflect inflation of 
4 percent per year. In the first year, 20,000 units were sold at a price of $15.00 per unit 
and the unit purchase price was $8.00.

1. What was the end of year inventory, sales, cost of sales, and gross profit for each 
company for each of the five years?

2. Compare the inventory turnover ratios (based on ending inventory carrying 
amounts) and gross profit margins over the five year period and between companies.

Note that if the company sold more units than it purchased in a year, inventory 
would decrease. Th is is referred to as LIFO liquidation. Th e cost of sales of the units sold 
in excess of those purchased would reflect the inventory carrying amount. In this example, 
each unit sold in excess of those purchased would have a cost of sales of $8 and a higher 
gross profit.
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Solution to 1:

Company L Using LIFO Year 1 Year 2 Year 3 Year 4 Year 5

Ending inventorya $ 16,000 $ 16,000 $ 16,000 $ 16,000 $ 16,000

Salesb $300,000 $343,200 $392,621 $449,158 $513,837

Cost of salesc 160,000 183,040 209,398 239,551 274,046

Gross profit $140,000 $160,160 $183,223 $209,607 $239,791

a Inventory is unchanged at $16,000 each year (2,000 units × $8). 2,000 of the units acquired in 
the first year are assumed to remain in inventory.
b Sales Year X = (20,000 × $15)(1.10)X−1 (1.04)X−1. Th e quantity sold increases by 10 percent each 
year and the selling price increases by 4 percent each year.
c Cost of sales Year X = (20,000 × $8)(1.10)X−1 (1.04)X−1. In Year 1, 20,000 units are sold with a 
cost of $8. In subsequent years, the number of units purchased equals the number of units sold 
and the units sold are assumed to be those purchased in the year. Th e quantity purchased increases 
by 10 percent each year and the purchase price increases by 4 percent each year.

Company F Using FIFO Year 1 Year 2 Year 3 Year 4 Year 5

Ending inventorya $ 16,000 $ 16,640 $ 17,306 $ 17,998 $ 18,718

Salesb $300,000 $343,200 $392,621 $449,158 $513,837

Cost of salesc 160,000 182,400 208,732 238,859 273,326

Gross profit $140,000 $160,800 $183,889 $210,299 $240,511

a Ending Inventory Year X = 2,000 units × Cost in Year X = 2,000 units [$8 × (1.04)X−1 ]. 2,000 
units of the units acquired in Year X are assumed to remain in inventory.
b Sales Year X = (20,000 × $15)(1.10)X−1 (1.04)X−1

c Cost of sales Year 1 = $160,000 ( = 20,000 units × $8). Th ere was no beginning inventory.
 Cost of sales Year X (where X ≠ 1) = Beginning inventory plus purchases less ending inventory = 
(Inventory at Year X−1) + [(20,000 × $8)(1.10)X−1 (1.04)X−1 ] − (Inventory at Year X) = 2,000 
($8)(1.04)X−2 + [(20,000 × $8) (1.10)X−1 (1.04)X−1] − [2,000 ($8)(1.04) X−1]
 For example, cost of sales Year 2 = 2,000($8) + [(20,000 × $8)(1.10)(1.04)] − [2,000 ($8)(1.04)] 
= $16,000 + 183,040 − 16,640 = $182,400

Solution to 2:

Company L Company F

Year 1 2 3 4 5 1 2 3 4 5

Inventory turnover 10.0 11.4 13.1 15.0 17.1 10.0 11.0 12.1 13.3 14.6

Gross profi t margin (%) 46.7 46.7 46.7 46.7 46.7 46.7 46.9 46.8 46.8 46.8

Inventory turnover ratio = Cost of sales ÷ Ending inventory. Th e inventory turnover 
ratio increased each year for both companies because the units sold increased, whereas 
the units in ending inventory remained unchanged. Th e increase in the inventory turn-
over ratio is higher for Company L because Company L’s cost of sales is increasing for 
inflation but the inventory carrying amount is unaff ected by inflation. It might appear 
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4. THE LIFO METHOD

In the United States, the LIFO method is widely used (approximately 36 percent of U.S. com-
panies use the LIFO method). Th e potential income tax savings are a benefit of using the LIFO 
method when inventory costs are increasing. Th e higher cash flows due to lower income taxes 
may make the company more valuable because the value of a company is based on the present 
value of its future cash flows. Under the “LIFO conformity rule,” the U.S. tax code requires 
that companies using the LIFO method for tax purposes must also use the LIFO method for 
financial reporting. Under the LIFO method, ending inventory is assumed to consist of those 
units that have been held the longest. Th is generally results in ending inventories with carrying 
amounts lower than current replacement costs because inventory costs typically increase over 
time. Cost of sales will more closely reflect current replacement costs.

If the purchase prices (purchase costs) or production costs of inventory are increasing, the 
income statement consequences of using the LIFO method compared to other methods will 
include higher cost of sales, and lower gross profit, operating profit, income tax expense, and 
net income. Th e balance sheet consequences include lower ending inventory, working capital, 
total assets, retained earnings, and shareholders’ equity. Th e lower income tax paid will result 
in higher net cash flow from operating activities. Some of the financial ratio eff ects are a lower 
current ratio, higher debt-to-equity ratios, and lower profitability ratios.

If the purchase prices or production costs of inventory are decreasing, it is unlikely that 
a company will use the LIFO method for tax purposes (and therefore for financial reporting 
purposes due to the LIFO conformity rule) because this will result in lower cost of sales, and 
higher taxable income and income taxes. However, if the company had elected to use the LIFO 
method and cannot justify changing the inventory valuation method for tax and financial re-
porting purposes when inventory costs begin to decrease, the income statement, balance sheet, 
and ratio eff ects will be opposite to the eff ects during a period of increasing costs.

Th e U.S. Securities Exchange Commission (SEC) has proposed the full adoption of IFRS 
by all U.S. reporting companies beginning in 2014. An important consequence of this propos-
al would be the complete elimination of the LIFO inventory method for financial reporting 
and, due to the LIFO conformity rule, tax reporting by U.S. companies. As a consequence of 
the restatement of financial statements to the FIFO or weighted average cost method, signifi-
cant immediate income tax liabilities may arise in the year of transition from the LIFO method 
to either the FIFO or weighted average cost method.

4.1. LIFO Reserve

For companies using the LIFO method, U.S. GAAP requires disclosure, in the notes to the 
financial statements or on the balance sheet, of the amount of the LIFO reserve. Th e LIFO 

that a company using the LIFO method manages its inventory more eff ectively, but this 
is deceptive. Both companies have identical quantities and prices of purchases and sales 
and only diff er in the inventory valuation method used.

Gross profit margin = Gross profit ÷ Sales. Th e gross profit margin is stable under 
LIFO because both sales and cost of sales increase at the same rate of inflation. Th e gross 
profit margin is slightly higher under the FIFO method after the first year because a 
proportion of the cost of sales reflects an older purchase price.
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reserve is the diff erence between the reported LIFO inventory carrying amount and the in-
ventory amount that would have been reported if the FIFO method had been used (in other 
words, the FIFO inventory value less the LIFO inventory value). Th e disclosure provides the 
information that analysts need to adjust a company’s cost of sales (cost of goods sold) and end-
ing inventory balance based on the LIFO method, to the FIFO method.

To compare companies using LIFO with companies not using LIFO, inventory is adjust-
ed by adding the disclosed LIFO reserve to the inventory balance that is reported on the bal-
ance sheet. Th e reported inventory balance, using LIFO plus the LIFO reserve, equals the in-
ventory that would have been reported under FIFO. Cost of sales is adjusted by subtracting the 
increase in the LIFO reserve during the period from the cost of sales amount that is reported 
on the income statement. If the LIFO reserve has declined during the period,10 the decrease in 
the reserve is added to the cost of sales amount that is reported on the income statement. Th e 
LIFO reserve disclosure can be used to adjust the financial statements of a U.S. company using 
the LIFO method to make them comparable with a similar company using the FIFO method.

EXAMPLE 5 Inventory Conversion from LIFO to FIFO

Caterpillar Inc. (NYSE: CAT), based in Peoria, Illinois, USA, is the largest maker of con-
struction and mining equipment, diesel and natural gas engines, and industrial gas turbines 
in the world. Excerpts from CAT’s consolidated financial statements are shown in Exhibits 1 
and 2; notes pertaining to CAT’s inventories are presented in Exhibit 3. Assume tax rates 
of 20 percent for 2008 and 30 percent for earlier years. Th e assumed tax rates are based 
on the provision for taxes as a percentage of consolidated profits before taxes rather than 
the U.S. corporate statutory tax rate of 35 percent.

1. What inventory values would CAT report for 2008, 2007, and 2006 if it had used 
the FIFO method instead of the LIFO method?

2. What amount would CAT’s cost of goods sold for 2008 and 2007 be if it had used 
the FIFO method instead of the LIFO method?

3. What net income (profit) would CAT report for 2008 and 2007 if it had used the 
FIFO method instead of the LIFO method?

4. By what amount would CAT’s 2008 and 2007 net cash flow from operating activi-
ties decline if CAT used the FIFO method instead of the LIFO method?

5. What is the cumulative amount of income tax savings that CAT has generated 
through 2008 by using the LIFO method instead of the FIFO method?

6. What amount would be added to CAT’s retained earnings (profit employed in the 
business) at 31 December 2008 if CAT had used the FIFO method instead of the 
LIFO method?

7. What would be the change in Cat’s cash balance if CAT had used the FIFO method 
instead of the LIFO method?

8. Calculate and compare the following for 2008 under the LIFO method and the FIFO 
method: inventory turnover ratio, days of inventory on hand, gross profit margin, net 
profit margin, return on assets, current ratio, and total liabilities-to-equity ratio.

10  Th is typically results from a reduction in inventory units and is referred to as LIFO liquidation. LIFO 
liquidation is discussed in Section 4.2.
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EXHIBIT 1 Caterpillar Inc. Consolidated Results of Operation (US$ millions)

For the Years Ended 31 December 2008 2007 2006

Sales and revenues:

Sales of Machinery and Engines 48,044 41,962 38,869

Revenue of Financial Products 3,280 2,996 2,648

Total sales and revenues 51,324 44,958 41,517

Operating costs:

Cost of goods sold 38,415 32,626 29,549

� � � �

Interest expense of Financial Products 1,153 1,132 1,023

� � � �

Total operating costs 46,876 40,037 36,596

Operating profit 4,448 4,921 4,921

Interest expense excluding Financial Products 274 288 274

Other income (expense) 299 320 214

Consolidated profit before taxes 4,473 4,953 4,861

Provision for income taxes 953 1,485 1,405

Profit of consolidated companies 3,520 3,468 3,456

Equity in profit of unconsolidated affiliated companies 37 73 81

Profit 3,557 3,541 3,537

EXHIBIT 2 Caterpillar Inc. Consolidated Financial Position (US$ millions)

Year Ended 31 December 2008 2007 2006

Assets

Current assets:

Cash and short-term investments 2,736 1,122 530

� � � �

Inventories 8,781 7,204 6,351

Total current assets 31,633 25,477 23,663

� � � �

Total assets 67,782 56,132 51,449

(continued)
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EXHIBIT 2 (Continued)

Liabilities

Total current liabilities 26,069 22,245 19,822

� � � �

Total liabilities 61,171 47,249 44,590

Redeemable non controlling interest (Note 25) 524

Stockholders’ equity

Common stock of $1.00 par value:

Authorized shares: 900,000,000

Issued shares (2008, 2007 and 2006 − 
814,894,624) at paid-in amount

3,057 2,744 2,465

Treasury stock (2008 − 213,367,983 shares;
2007 − 190,908,490 shares and
2006 − 169,086,448 shares) at cost

(11,217) (9,451) (7,352)

Profit employed in the business 19,826 17,398 14,593

Accumulated other comprehensive income (5,579) (1,808) (2,847)

Total stockholders’ equity 6,087 8,883 6,859

Total liabilities and stockholders’ equity 67,782 56,132 51,449

EXHIBIT 3 Caterpillar Inc. Selected Notes to Consolidated Financial Statements

Note 1. Operations and Summary of Significant Accounting Policies
D. Inventories
Inventories are stated at the lower of cost or market. Cost is principally determined 
using the last-in, first-out (LIFO) method. Th e value of inventories on the LIFO basis 
represented about 70% of total inventories at December 31, 2008 and about 75% of 
total inventories at December 31, 2007 and 2006.

If the FIFO (first-in, first-out) method had been in use, inventories would have 
been $3,183 million, $2,617 million, and $2,403 million higher than reported at 
December 31, 2008, 2007, and 2006, respectively.

Note 9. Inventories

Year Ended 31 December (millions of dollars) 2008 2007 2006

Raw Materials 3,356 2,990 2,698

Work-in-process 1,107 863 591

Finished goods 4,022 3,066 2,785

Supplies 296 285 277

Total inventories 8,781 7,204 6,351
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We had long-term material purchase obligations of approximately $363 million at 
December 31, 2008.

Solution to 1:

31 December (millions of dollars) 2008 2007 2006

Total inventories (LIFO method) 8,781 7,204 6,351

From Note 1. D (LIFO reserve) 3,183 2,617 2,403

Total inventories (FIFO method) 11,964 9,821 8,754

Solution to 2:

31 December (millions of dollars) 2008 2007

Cost of goods sold (LIFO method) 38,415 32,626

Less: Increase in LIFO reserve* −566 −214

Cost of goods sold (FIFO method) 37,849 32,412

*From Note 1.D, the increase in LIFO reserve for 2008 is 566 (3,183 − 2,617) and for 2007 is 
214 (2,617 − 2,403).

Solution to 3:

31 December (millions of dollars) 2008 2007

Net income (LIFO method) 3,557 3,541

Reduction in cost of goods sold (increase in operating profit) 566 214

Taxes on increased operating profit* −113 −64

Net income (FIFO method) 4,010 3,691

*Th e taxes on the increased operating profit are assumed to be 113 (566 × 20%) for 2008 and 
64 (214 × 30%) for 2007.

Solution to 4: Th e eff ect on a company’s net cash flow from operating activities is limited 
to the impact of the change on income taxes paid; changes in allocating inventory costs 
to ending inventory and cost of goods sold does not change any cash flows except income 
taxes. Consequently, the eff ect of using FIFO on CAT’s net operating cash flow from 
operating activities would be a decline of $113 million in 2008 and a decline of $64 
million in 2007. Th ese are the approximate incremental increases in income taxes that CAT 
would have incurred if the FIFO method were used instead of the LIFO method (see earlier 
solution to 3).

Solution to 5: Assuming tax rates of 20 percent for 2008 and 30 percent for earlier years, 
the cumulative amount of income tax savings that CAT has generated by using the 
LIFO method instead of FIFO is approximately $898 million (566 × 20% + 2,617 × 
30%). Note 1.D indicates a LIFO reserve of $2,617 million at the end of 2007 and 
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an increase in the LIFO reserve of $566 million in 2008. Th erefore, under the FIFO 
method, cumulative gross profits would have been $2,617 million higher as of the end 
of 2007 and an additional $566 million higher as of the end of 2008. Th e estimated tax 
savings would be higher (lower) if income tax rates were assumed to be higher (lower).

Solution to 6: Th e amount that would be added to CAT’s retained earnings is $2,285 
million (3,183 − 898) or (566 × 80% + 2,617 × 70%). Th is represents the cumulative 
increase in operating profit due to the decrease in cost of goods sold (LIFO reserve of 
$3,183 million) less the assumed taxes on that profit ($898 million, see solution to 5). 
Some analysts advocate ignoring the tax consequences and suggest simply adjusting 
inventory and equity by the same amount. Th ey argue that the reported equity of the 
firm is understated by the diff erence between the current value of its inventory (approx-
imated by the value under FIFO) and its carrying value (value under LIFO).

Solution to 7: Under the FIFO method, an additional $898 million is assumed to have 
been incurred for tax expenses. If CAT switched to FIFO, it would have an additional 
tax liability of $898 million as a consequence of the restatement of financial statements 
to the FIFO method. Th is illustrates the significant immediate income tax liabilities that 
may arise in the year of transition from the LIFO method to the FIFO method. If CAT 
switched to FIFO for tax purposes, there would be a cash outflow for the additional tax-
es. However, because the company is not actually converting at this point for either tax 
or reporting purposes, it is appropriate to reflect a deferred tax liability rather than a re-
duction in cash. In this case for analysis purposes, under FIFO, inventory would increase 
by $3,153 million, equity by $2,285 million, and noncurrent liabilities by $898 million.

Solution to 8: CAT’s ratios for 2008 under the LIFO and FIFO methods are as follows:

LIFO FIFO

Inventory turnover 4.81 3.47

Days of inventory on hand 76.1 days 105.5 days

Gross profit margin 20.04% 21.22%

Net profit margin 6.93% 7.81%

Return on assets 5.74% 6.18%

Current ratio 1.21 1.34

Total liabilities-to-equity ratio 10.05 7.41

Inventory turnover ratio = Cost of goods sold ÷ Average inventory
LIFO = 4.81 = 38,415 ÷ [(8,781 + 7,204) ÷ 2]
FIFO = 3.47 = 37,849 ÷ [(11,964 + 9,821) ÷ 2]

Th e ratio is higher under LIFO because, given rising inventory costs, cost of goods sold will 
be higher and inventory carrying amounts will be lower under LIFO. If an analyst made 
no adjustment for the diff erence in inventory methods, it might appear that a company 
using the LIFO method manages its inventory more eff ectively.
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Days of inventory on hand = Number of days in period ÷ Inventory turnover ratio
LIFO = 76.1 days = (366 days* ÷ 4.81) 
FIFO = 105.5 days = (366 days ÷ 3.47)

*2008 was a leap year.

Without adjustment, a company using the LIFO method might appear to manage its 
inventory more eff ectively. Th is is primarily the result of the lower inventory carrying 
amounts under LIFO.

Gross profit margin = Gross profit ÷ Total revenue
LIFO = 20.04 percent = [(48,044 − 38,415) ÷ 48,044] 
FIFO = 21.22 percent = [(48,044 − 37,849) ÷ 48,044]

Revenue of financial products is excluded from the calculation of gross profit. Gross profit 
is sales of machinery and engines less cost of goods sold. Th e gross profit margin is lower 
under LIFO because the cost of goods sold is higher given rising inventory costs.

Net profit margin = Net income ÷ Total revenue
LIFO = 6.93 percent = (3,557 ÷ 51,324) 
FIFO = 7.81 percent = (4,010 ÷ 51,324)

Th e net profit margin is lower under LIFO because the cost of goods sold is higher. Th e 
absolute percentage diff erence is less than that of the gross profit margin because of income 
taxes on the increased income reported under FIFO and because net income is divided by 
total revenue including sales of machinery and engines and revenue of financial prod-
ucts. Th e company appears to be less profitable under LIFO.

Return on assets = Net income ÷ Average total assets
LIFO = 5.74 percent = 3,557 ÷ [(67,782 + 56,132) ÷ 2]
FIFO = 6.18 percent = 4,010 ÷ [(67,782 + 3,183) + (56,132 + 2,617) ÷ 2]

Th e total assets under FIFO are the LIFO total assets increased by the LIFO reserve. Th e 
return on assets is lower under LIFO because the lower net income due to the higher 
cost of goods sold has a greater impact on the ratio than the lower total assets, which are 
the result of lower inventory carrying amounts. Th e company appears to be less prof- 
itable under LIFO.

Current ratio = Current assets ÷ Current liabilities
LIFO = 1.21 = (31,633 ÷ 26,069)
FIFO = 1.34 = [(31,633 + 3,183) ÷ 26,069]

Th e current ratio is lower under LIFO primarily because of lower inventory carrying 
amount. Th e company appears to be less liquid under LIFO.

Total liabilities-to-equity ratio = Total liabilities ÷ Total shareholders’ equity
LIFO = 10.05 = (61,171 ÷ 6,087)
FIFO = 7.41 = [(61,171 +898) ÷ (6,087 + 2,285)]



382 International Financial Statement Analysis

4.2. LIFO Liquidations

In periods of rising inventory unit costs, the carrying amount of inventory under FIFO 
will always exceed the carrying amount of inventory under LIFO. Th e LIFO reserve may 
increase over time as the result of the increasing diff erence between the older costs used to 
value inventory under LIFO and the more recent costs used to value inventory under FIFO. 
Also, when the number of inventory units manufactured or purchased exceeds the number 
of units sold, the LIFO reserve may increase as the result of the addition of new LIFO layers 
(the quantity of inventory units is increasing and each increase in quantity creates a new 
LIFO layer).

When the number of units sold exceeds the number of units purchased or manufac-
tured, the number of units in ending inventory is lower than the number of units in be-
ginning inventory and a company using LIFO will experience a LIFO liquidation (some 
of the older units held in inventory are assumed to have been sold). If inventory unit costs 
have been rising from period to period and LIFO liquidation occurs, this will produce an 
inventory-related increase in gross profits. Th e increase in gross profits occurs because of 
the lower inventory carrying amounts of the liquidated units. Th e lower inventory carrying 
amounts are used for cost of sales and the sales are at the current prices. Th e gross profit on 
these units is higher than the gross profit that would be recognized using more current costs. 
Th ese inventory profits caused by a LIFO liquidation, however, are one-time events and are 
not sustainable.

LIFO liquidations can occur for a variety of reasons. Th e reduction in inventory levels 
may be outside of management’s control; for example, labor strikes at a supplier may force 
a company to reduce inventory levels to meet customer demands. In periods of economic 
recession or when customer demand is declining, a company may choose to reduce existing 
inventory levels rather than invest in new inventory. Analysts should be aware that manage-
ment can potentially manipulate and inflate their company’s reported gross profits and net 
income at critical times by intentionally reducing inventory quantities and liquidating older 
layers of LIFO inventory (selling some units of beginning inventory). During economic 
downturns, LIFO liquidation may result in higher gross profit than would otherwise be real-
ized. If LIFO layers of inventory are temporarily depleted and not replaced by fiscal year-end, 
LIFO liquidation will occur, resulting in unsustainable higher gross profits. Th erefore, it is 
imperative to review the LIFO reserve footnote disclosures to determine if LIFO liquidation 
has occurred. A decline in the LIFO reserve from the prior period may be indicative of LIFO 
liquidation.

Th e ratio is higher under LIFO because the addition to retained earnings under FIFO 
reduces the ratio. Th e company appears to be more highly leveraged under LIFO.

In summary, the company appears to be less profitable, less liquid, and more highly 
leveraged under LIFO. Yet, because a company’s value is based on the present value of 
future cash flows, LIFO will increase the company’s value because the cash flows are 
higher in earlier years due to lower taxes. LIFO is primarily used for the tax benefits it 
provides.
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EXAMPLE 6 LIFO Liquidation: Financial Statement Impact 
and Disclosure

Th e following excerpts are from the 2007 10-K of Sturm Ruger & Co., Inc. (NYSE: RGR):

Item 7—Management’s Discussion and Analysis of Financial Condition and 
Results of Operations

“Reduction in inventory generated positive cash flow for the Company, 
partially off set by the tax impact of the consequent LIFO liquidation, which 
generated negative cash flow as it created taxable income, resulting in higher 
tax payments.”

Balance Sheets

Year Ended December 31
(In thousands, except per share data) 2007 2006

Assets

Current Assets

� � �

Gross inventories:
Less LIFO reserve
Less excess and obsolescence reserve

64,330
(46,890)
(4,143)

87,477
(57,555)
(5,516)

Net inventories 13,297 24,406

� � �

Total Current Assets 73,512 81,785

� � �

Total Assets $101,882 $117,066

Statements of Income

Year Ended December 31 
(In thousands, except per share data) 2007 2006

� � �

Total net sales
Cost of products sold

156,485
117,186

167,620
139,610

Gross profit 39,299 28,010

Expenses:

� � �

Total expenses 30,184 27,088
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Operating income 9,115 922

� � �

Total other income, net 7,544 921

Income before income taxes 16,659 1,843

Income taxes 6,330 739

Net income $10,329 $1,104

Basic and Diluted Earnings Per 
Share

$0.46 $0.04

Cash Dividends Per Share $0.00 $0.00

Notes to Financial Statements
1. Significant Accounting Policies
�
Inventories
Inventories are stated at the lower of cost, principally determined by the last-
in, first-out (LIFO) method, or market. If inventories had been valued us-
ing the first-in, first-out method, inventory values would have been higher by 
approximately $46.9 million and $57.6 million at December 31, 2007 and 
2006, respectively. During 2007 and 2006, inventory quantities were reduced. 
Th is reduction resulted in a liquidation of LIFO inventory quantities carried at 
lower costs prevailing in prior years as compared with the current cost of pur-
chases, the eff ect of which decreased costs of products sold by approximately 
$12.1 million and $7.1 million in 2007 and 2006, respectively. Th ere was no 
LIFO liquidation in 2005.

1. What is the decrease in the LIFO reserve on the balance sheet? How much less was 
the cost of products sold in 2007, because of LIFO liquidation, according to the 
note disclosure?

2. How did the decreased cost of products sold compare to operating income in 2007?
3. How did the LIFO liquidation aff ect cash flows?

Solution to 1: Th e LIFO reserve decreased by $10,665 thousands (57,555 − 46,890) in 
2007. Th e LIFO liquidation decreased costs of products sold by approximately $12.1 
million in 2007. Th e decrease in the LIFO reserve is indicative of a LIFO liquidation 
but is not sufficient to determine the exact amount of the LIFO liquidation.

Solution to 2: Th e decreased cost of products sold of approximately $12.1 million ex-
ceeds the operating income of approximately $9 million.

Solution to 3: Th e LIFO liquidation (reduction in inventory) generated positive 
cash flow. Th e positive cash flow eff ect of the LIFO liquidation was reduced by its 
tax impact. Th e LIFO liquidation resulted in higher taxable income and higher tax 
payments.
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EXAMPLE 7 LIFO Liquidation Illustration

Reliable Fans, Inc. (RF), a hypothetical company, sells high quality fans and has been 
in business since 2006. Exhibit 4 provides relevant data and financial statement infor-
mation about RF’s inventory purchases and sales of fan inventory for the years 2006 
through 2009. RF uses the LIFO method and a periodic inventory system. What 
amount of RF’s 2009 gross profit is due to LIFO liquidation?

EXHIBIT 4 RF Financial Statement Information under LIFO

2006 2007 2008 2009

Fans units purchased 12,000 12,000 12,000 12,000

Purchase cost per fan $100 $105 $110 $115

Fans units sold 10,000 12,000 12,000 13,000

Sales price per fan $200 $205 $210 $215

LIFO Method

Beginning inventory $0 $200,000 $200,000 $200,000

Purchases 1,200,000 1,260,000 1,320,000 1,380,000

Goods available for sale 1,200,000 1,460,000 1,520,000 1,580,000

Ending inventory* (200,000) (200,000) (200,000) (100,000)

Cost of goods sold $1,000,000 1,260,000 $1,320,000 $1,480,000

Income Statement

Sales $2,000,000 $2,460,000 $2,520,000 $2,795,000

Cost of goods sold 1,000,000 1,260,000 1,320,000 1,480,000

Gross profit $1,000,0 $1,200,000 $1,200,000 $1,315,000

Balance Sheet

Inventory $200,000 $200,000 $200,000 $100,000

*Ending inventory 2006, 2007, and 2008 = (2,000 × $100) 
Ending inventory 2009 = (1,000 × $100)

Solution: RF’s reported gross profit for 2009 is $1,315,000. RF’s 2009 gross profit 
due to LIFO liquidation is $15,000. If RF had purchased 13,000 fans in 2009 rather 
than 12,000 fans, the cost of goods sold under the LIFO method would have been 
$1,495,000 (13,000 fans sold at $115.00 purchase cost per fan), and the reported gross 
profit would have been $1,300,000 ($2,795,000 less $1,495,000). Th e gross profit due 
to LIFO liquidation is $15,000 ($1,315,000 reported gross profit less the $1,300,000 
gross profit that would have been reported without the LIFO liquidation). Th e gross 
profit due to LIFO liquidation may also be determined by multiplying the number of 
units liquidated times the diff erence between the replacement cost of the units liqui- 
dated and their historical purchase cost. For RF, 1,000 units times $15 ($115 replace-
ment cost per fan less the $100 historical cost per fan) equals the $15,000 gross profit 
due to LIFO liquidation.
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5. INVENTORY METHOD CHANGES

Companies on rare occasion change inventory valuation methods. Under IFRS, a change in 
method is acceptable only if the change “results in the financial statements providing reliable 
and more relevant information about the eff ects of transactions, other events, or conditions on 
the business entity’s financial position, financial performance, or cash flows.”11 If the change is 
justifiable, then it is applied retrospectively.

Th is means that the change is applied to comparative information for prior periods as 
far back as is practicable. Th e cumulative amount of the adjustments relating to periods prior 
to those presented in the current financial statements is made to the opening balance of each 
aff ected component of equity (i.e., retained earnings or comprehensive income) of the earliest 
period presented. For example, if a company changes its inventory method in 2009 and it 
presents three years of comparative financial statements (2007, 2008, and 2009) in its annual 
report, it would retrospectively reflect this change as far back as possible. Th e change would 
be reflected in the three years of financial statements presented; the financial statements for 
2007 and 2008 would be restated as if the new method had been used in these periods, and 
the cumulative eff ect of the change on periods prior to 2007 would be reflected in the 2007 
opening balance of each aff ected component of equity. An exemption to the restatement ap-
plies when it is impracticable to determine either the period-specific eff ects or the cumulative 
eff ect of the change.

Under U.S. GAAP, the conditions to make a change in accounting policy and the ac-
counting for a change in inventory policy are similar to IFRS.12 U.S. GAAP, however, requires 
companies to thoroughly explain why the newly adopted inventory accounting method is 
superior and preferable to the old method. If a company decides to change from LIFO to an-
other inventory method, U.S. GAAP requires a retrospective restatement as described earlier. 
However, if a company decides to change to the LIFO method, it must do so on a prospective 
basis and retrospective adjustments are not made to the financial statements. Th e carrying 
amount of inventory under the old method becomes the initial LIFO layer in the year of LIFO 
adoption.

Analysts should carefully evaluate changes in inventory valuation methods. Although the stated 
reason for the inventory change may be to better match inventory costs with sales revenue (or 
some other plausible business explanation), the real underlying (and unstated) purpose may be 
to reduce income tax expense (if changing to LIFO from FIFO or average cost), or to increase re-
ported profits (if changing from LIFO to FIFO or average cost). As always, the choice of inventory 
valuation method can have a significant impact on financial statements and the financial ratios 
that are derived from them. As a consequence, analysts must carefully consider the impact of the 
change in inventory valuation methods and the diff erences in inventory valuation methods when 
comparing a company’s performance with that of its industry or its competitors.

6. INVENTORY ADJUSTMENTS

Significant financial risk can result from the holding of inventory. Th e cost of inventory may 
not be recoverable due to spoilage, obsolescence, or declines in selling prices. IFRS state that 

11 IAS 8 [Accounting Policies, Changes in Accounting Estimates and Errors].
12 FASB ASC Topic 250 [Accounting Changes and Error Corrections].
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inventories shall be measured (and carried on the balance sheet) at the lower of cost and net 
realizable value.13 Net realizable value is the estimated selling price in the ordinary course 
of business less the estimated costs necessary to make the sale and estimated costs to get the 
inventory in condition for sale. Th e assessment of net realizable value is typically done item 
by item or by groups of similar or related items. In the event that the value of inventory de-
clines below the carrying amount on the balance sheet, the inventory carrying amount must 
be written down to its net realizable value14 and the loss (reduction in value) recognized as 
an expense on the income statement. Th is expense may be included as part of cost of sales or 
reported separately.

In each subsequent period, a new assessment of net realizable value is made. Reversal 
(limited to the amount of the original write-down) is required for a subsequent increase in 
value of inventory previously written down. Th e reversal of any write-down of inventories is 
recognized as a reduction in cost of sales (reduction in the amount of inventories recognized 
as an expense).

U.S. GAAP specify the lower of cost or market to value inventories.15 Th is is broadly con-
sistent with IFRS with one major diff erence: U.S. GAAP prohibit the reversal of write-downs. 
Market value is defined as current replacement cost subject to upper and lower limits. Market 
value cannot exceed net realizable value (selling price less reasonably estimated costs of com-
pletion and disposal). Th e lower limit of market value is net realizable value less a normal profit 
margin. Any write-down reduces the value of the inventory, and the loss in value (expense) is 
generally reflected in the income statement in cost of goods sold.

An inventory write-down reduces both profit and the carrying amount of inventory on 
the balance sheet and thus has a negative eff ect on profitability, liquidity, and solvency ratios. 
However, activity ratios (for example, inventory turnover and total asset turnover) will be pos-
itively aff ected by a write-down because the asset base (denominator) is reduced. Th e negative 
impact on some key ratios, due to the decrease in profit, may result in the reluctance by some 
companies to record inventory write-downs unless there is strong evidence that the decline in 
the value of inventory is permanent. Th is is especially true under U.S. GAAP where reversal of 
a write-down is prohibited.

IAS 2 [Inventories] does not apply to the inventories of producers of agricultural and 
forest products and minerals and mineral products, nor to commodity broker−traders. Th ese 
inventories may be measured at net realizable value (fair value less costs to sell and complete) 
according to well-established industry practices. If an active market exists for these products, 
the quoted market price in that market is the appropriate basis for determining the fair value 
of that asset. If an active market does not exist, a company may use market determined prices 
or values (such as the most recent market transaction price) when available for determining 
fair value. Changes in the value of inventory (increase or decrease) are recognized in profit or 
loss in the period of the change. U.S. GAAP is similar to IFRS in its treatment of inventories 
of agricultural and forest products and mineral ores. Mark-to-market inventory accounting is 
allowed for bullion.

13 IAS 2 paragraphs 28−33 [Inventories − Net realizable value].
14 Frequently, rather than writing inventory down directly, an inventory valuation allowance account is 
used. Th e allowance account is netted with the inventory accounts to arrive at the carrying amount that 
appears on the balance sheet.
15 FASB ASC Section 330-10-35 [Inventory − Overall − Subsequent Measurement].
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EXAMPLE 8 Accounting for Declines and Recoveries 
of Inventory Value

Acme Enterprises, a hypothetical company, manufactures computers and prepares its 
financial statements in accordance with IFRS. In 2008, the cost of ending inventory was 
€5.2 million but its net realizable value was €4.9 million. Th e current replacement cost 
of the inventory is €4.7 million. Th is figure exceeds the net realizable value less a normal 
profit margin. In 2009, the net realizable value of Acme’s inventory was €0.5 million 
greater than the carrying amount.

1. What was the eff ect of the write-down on Acme’s 2008 financial statements? What 
was the eff ect of the recovery on Acme’s 2009 financial statements?

2. Under U.S. GAAP, what would be the eff ects of the write-down on Acme’s 2008 
financial statements and of the recovery on Acme’s 2009 financial statements?

3. What would be the eff ect of the recovery on Acme’s 2009 financial statements if 
Acme’s inventory were agricultural products instead of computers?

Solution to 1: For 2008, Acme would write its inventory down to €4.9 million and 
record the change in value of €0.3 million as an expense on the income statement. For 
2009, Acme would increase the carrying amount of its inventory and reduce the cost of 
sales by €0.3 million (the recovery is limited to the amount of the original write-down).

Solution to 2: Under U.S. GAAP, for 2008, Acme would write its inventory down to 
€4.7 million and typically include the change in value of €0.5 million in cost of goods 
sold on the income statement. For 2009, Acme would not reverse the write-down.

Solution to 3: If Acme’s inventory were agricultural products instead of computers, in-
ventory would be measured at net realizable value and Acme would, therefore, increase 
inventory by and record a gain of €0.5 million for 2009.

Analysts should consider the possibility of an inventory write-down because the impact 
on a company’s financial ratios may be substantial. Th e potential for inventory write-downs 
can be high for companies in industries where technological obsolescence of inventories is a 
significant risk. Analysts should carefully evaluate prospective inventory impairments (as well 
as other potential asset impairments) and their potential eff ects on the financial ratios when 
debt covenants include financial ratio requirements. Th e breaching of debt covenants can have 
a significant impact on a company.

Companies that use specific identification, weighted average cost, or FIFO methods are 
more likely to incur inventory write-downs than companies that use the LIFO method. Under 
the LIFO method, the oldest costs are reflected in the inventory carrying amount on the bal-
ance sheet. Given increasing inventory costs, the inventory carrying amounts under the LIFO 
method are already conservatively presented at the oldest and lowest costs. Th us, it is far less 
likely that inventory write-downs will occur under LIFO—and if a write-down does occur, it 
is likely to be of a lesser magnitude.
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EXAMPLE 9 Eff ect of Inventory Write-Downs 
on Financial Ratios

Th e Volvo Group (OMX Nordic Exchange: VOLV B), based in Göteborg, Sweden, is a 
leading supplier of commercial transport products such as construction equipment, trucks, 
buses, and drive systems for marine and industrial applications as well as aircraft engine com-
ponents.16 Excerpts from Volvo’s consolidated financial statements are shown in Exhibits 
5 and 6. Notes pertaining to Volvo’s inventories are presented in Exhibit 7.

1. What inventory values would Volvo have reported for 2008, 2007, and 2006 if it had 
no allowance for inventory obsolescence?

2. Assuming that any changes to the allowance for inventory obsolescence are reflected in 
the cost of sales, what amount would Volvo’s cost of sales be for 2008 and 2007 if it 
had not recorded inventory write-downs in 2008 and 2007?

3. What amount would Volvo’s profit (net income) be for 2008 and 2007 if it had 
not recorded inventory write-downs in 2008 and 2007? Assume tax rates of 28.5 
percent for 2008 and 30 percent for 2007.

4. What would Volvo’s 2008 profit (net income) have been if it had reversed all past 
inventory write-downs in 2008? Th is question is independent of 1, 2, and 3. Assume 
a tax rate of 28.5 percent for 2008.

5. Compare the following for 2008 based on the numbers as reported and those as-
suming no allowance for inventory obsolescence as in questions 1, 2, and 3: inven-
tory turnover ratio, days of inventory on hand, gross profit margin, and net profit 
margin.

6. CAT (Example 5) has no disclosures indicative of either inventory write-downs or 
a cumulative allowance for inventory obsolescence in its 2008 financial statements. 
Provide a conceptual explanation as to why Volvo incurred inventory write-downs for 
2008 but CAT did not.

EXHIBIT 5 Volvo Group Consolidated Income Statements (Swedish krona in millions, 
except per share data)

For the Years Ended 31 December 2008 2007 2006

Net sales 303,667 285,405 258,835

Cost of sales (237,578) (219,600) (199,054)

Gross income 66,089 65,805 59,781
� � � �

Operating income 15,851 22,231 20,399

Interest income and similar credits 1,171 952 666

Income expenses and similar charges (1,935) (1,122) (585)

(continued)

16 As of this writing, the Volvo line of automobiles is not under the control and management of the Volvo 
Group.
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EXHIBIT 5 (Continued)

Other financial income and expenses (1,077) (504) (181)

Income after financial items 14,010 21,557 20,299

Income taxes (3,994) (6,529) (3,981)

Income for the period 10,016 15,028 16,318

Attributable to:

Equity holders of the parent company 9,942 14,932 16,268

Minority interests 74 96 50

Profi t 10,016 15,028 16,318

EXHIBIT 6 Volvo Group Consolidated Balance Sheets (Swedish krona in millions) 

Year Ended 31 December 2008 2007 2006

Assets

Total noncurrent assets 196,381 162,487 124,039

Current assets:

Inventories 55,045 43,645 34,211

� � � �

Cash and cash equivalents 17,712 14,544 10,757

Total current assets 176,038 159,160 134,388

Total assets 372,419 321,647 258,427

Shareholders’ equity and liabilities

Shareholders’ equity:

Share capital 2,554 2,554 2,554

Reserves 5,078 2,146 1,664

Retained earnings 66,436 62,570 66,418

Income for the period 9,942 14,932 16,268

Equity attributable to equity holders of 
the parent company

84,010 82,202 86,904

Minority interests 630 579 284

Total shareholders’ equity 84,640 82,781 87,188

Total noncurrent provisions 29,031 26,202 19,864

Total noncurrent liabilities 92,608 71,729 45,457

Total current provisions 11,750 10,656 9,799

Total current liabilities 154,390 130,279 96,119

Total shareholders’ equity and liabilities 372,419 321,647 258,427
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EXHIBIT 7 Volvo Group Selected Notes to Consolidated Financial Statements

NOTE 1. ACCOUNTING PRINCIPLES 
Inventories
Inventories are reported at the lower of cost, in accordance with the first-in, first-out 
method (FIFO), or net realizable value. Th e acquisition value is based on the standard 
cost method, including costs for all direct manufacturing expenses and the apportion-
able share of the capacity and other related manufacturing costs. Th e standard costs are 
tested regularly and adjustments are made based on current conditions. Costs for re-
search and development, selling, administration, and financial expenses are not includ-
ed. Net realizable value is calculated as the selling price less costs attributable to the sale.

NOTE 2. KEY SOURCES OF ESTIMATION UNCERTAINTY
Inventory obsolescence
Inventories are reported at the lower of cost, in accordance with the first-in, first-out 
method (FIFO), or net realizable value. Th e estimated net realizable value includes man-
agement consideration of outdated articles, overstocking, physical damages, inventory- 
lead-time, handling, and other selling costs. If the estimated net realizable value is lower 
than cost, a valuation allowance is established for inventory obsolescence. Th e total in-
ventory value, net of inventory obsolescence allowance, is per 31 December 2008, SEK 
(in millions) 55,045.

NOTE 18. INVENTORIES

Year Ended 31 December (millions of krona) 2008 2007 2006

Finished products 39,137 28,077 20,396

Production materials, etc. 15,908 15,568 13,815

Total 55,045 43,645 34,211

Increase (decrease) in allowance for inventory obsolescence

Year Ended 31 December (millions of krona) 2008 2007 2006
Balance sheet, 31 December, preceding year 2,837 2,015 2,401
Increase in allowance for inventory obsolescence charged to income 1,229 757 186
Scrapping (325) (239) (169)
Translation diff erences 305 2 (130)
Reclassifications, etc. (524) 302 (273)
Balance sheet, 31 December 3,522 2,837 2,015

Solution to 1:

Year Ended 31 December (Swedish krona in millions) 2008 2007 2006

Total inventories, net 55,045 43,645 34,211

From Note 18 (allowance for obsolescence) 3,522 2,837 2,015

Total inventories (without allowance) 58,567 46,482 36,226
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Solution to 2:

Year Ended 31 December (Swedish krona in millions) 2008 2007

Cost of sales 237,578 219,600

Less: Increase in allowance for obsolescence* −685 −822

Cost of sales (without allowance) 236,893 218,778
*From Note 18, the increase in allowance for obsolescence for 2008 is 685 (3,522 − 2,837) and for 2007 is 
822 (2,837 − 2,015).

Solution to 3:

Year Ended 31 December (Swedish krona in millions) 2008 2007

Profit (net income) 10,016 15,028

Reduction in cost of sales (increase in operating profit) 685 822

Taxes on increased operating profit* −195 −247

Profi t (without allowance) 10,506 15,603
*Taxes on the increased operating profit are assumed to be 195 (685 × 28.5%) for 2008 and 247 (822 × 30%) 
for 2007.

Solution to 4:

Year Ended 31 December (Swedish krona in millions) 2008

Profit (net income)   10,016

Reduction in cost of sales (increase in operating profit) 3,522

Taxes on increased operating profit* −1,004

Profit (after recovery of previous write-downs) 12,534
*Taxes on the increased operating profit are assumed to be 1,004 (3,522 × 28.5%) for 2008.

Solution to 5: Th e Volvo Group’s financial ratios for 2008 with the allowance for inven-
tory obsolescence and without the allowance for inventory obsolescence are as follows:

With Allowance (as Reported) Without Allowance (Adjusted)

Inventory turnover ratio 4.81 4.51

Days of inventory on hand 76.1 81.2

Gross profit margin 21.76% 21.99%

Net profi t margin 3.30% 3.46%

Inventory turnover ratio = Cost of sales ÷ Average inventory
With allowance (as reported) = 4.81 = 237,578 ÷ [(55,045 + 43,645) ÷ 2] 
Without allowance (adjusted) = 4.51 = 236,893 ÷ [(58,567 + 46,482) ÷ 2]

Inventory turnover is higher based on the numbers as reported because cost of sales will 
be higher (assuming inventory write-downs are reported as part of cost of sales) and 
inventory carrying amounts will be lower with an allowance for inventory obsolescence. 
Th e company appears to manage its inventory more efficiently when it has inventory 
write-downs.
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Days of inventory on hand = Number of days in period ÷ Inventory turnover ratio
With allowance (as reported) = 76.1 days = (366 days* ÷ 4.81) 
Without allowance (adjusted) = 81.2 days = (366 days ÷ 4.51)
*2008 was a leap year.

Days of inventory on hand are lower based on the numbers as reported because the 
inventory turnover is higher. A company with inventory write-downs might appear to 
manage its inventory more eff ectively. Th is is primarily the result of the lower inventory 
carrying amounts.

Gross profit margin = Gross income ÷ Net sales
With allowance (as reported) = 21.76 percent = (66,089 ÷ 303,667)
Without allowance (adjusted) = 21.99 percent = [(66,089 + 685) ÷ 303,667]

Th e gross profit margin is lower with inventory write-downs because the cost of sales 
is higher. Th is assumes that inventory write-downs are reported as part of cost of sales.

Net profit margin = Profit ÷ Net sales
With allowance (as reported) = 3.30 percent = (10,016 ÷ 303,667) 
Without allowance (adjusted) = 3.46 percent = (10,506 ÷ 303,667)

Th e net profit margin is lower with inventory write-downs because the cost of sales is 
higher (assuming the inventory write-downs are reported as part of cost of sales). Th e 
absolute percentage diff erence is less than that of the gross profit margin because of 
income taxes on the increased income without write-downs.

Th e profitability ratios (gross profit margin and net profit margin) for Volvo Group 
would have been slightly better (higher) for 2008 if the company had not recorded 
inventory write-downs. Th e activity ratio (inventory turnover ratio) would appear 
less attractive without the write-downs. Th e inventory turnover ratio is slightly better 
(higher) with inventory write-downs because inventory write-downs increase cost of 
sales (numerator) and decrease the average inventory (denominator), making inventory 
management appear more efficient with write-downs.

Solution to 6: CAT uses the LIFO method whereas Volvo uses the FIFO method. Given 
increasing inventory costs, companies that use the FIFO inventory method are far more 
likely to incur inventory write-downs than those companies that use the LIFO method. 
Th is is because under the LIFO method, the inventory carrying amounts reflect the 
oldest costs and therefore the lowest costs given increasing inventory costs. Because in-
ventory carrying amounts under the LIFO method are already conservatively presented, 
it is less likely that inventory write-downs will occur.

7. EVALUATION OF INVENTORY MANAGEMENT

Th e choice of inventory valuation method impacts the financial statements. Th e financial state-
ment items impacted include cost of sales, gross profit, net income, inventories, current assets, 
and total assets. Th erefore, the choice of inventory valuation method also aff ects financial 
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ratios that contain these items. Ratios such as current ratio, return on assets, gross profit mar-
gin, and inventory turnover are impacted. As a consequence, analysts must carefully consider 
inventory valuation method diff erences when evaluating a company’s performance over time 
or when comparing its performance with the performance of the industry or industry compet-
itors. Additionally, the financial statement items and ratios may be impacted by adjustments of 
inventory carrying amounts to net realizable value or current replacement cost.

7.1. Presentation and Disclosure

Disclosures are useful when analyzing a company. IFRS require the following financial state-
ment disclosures concerning inventory:

 a. Th e accounting policies adopted in measuring inventories, including the cost formula 
(inventory valuation method) used.

 b. Th e total carrying amount of inventories and the carrying amount in classifications (for 
example, merchandise, raw materials, production supplies, work in progress, and finished 
goods) appropriate to the entity.

 c. Th e carrying amount of inventories carried at fair value less costs to sell.
 d. Th e amount of inventories recognized as an expense during the period (cost of sales).
 e. Th e amount of any write-down of inventories recognized as an expense in the period.
 f. Th e amount of any reversal of any write-down that is recognized as a reduction in cost of 

sales in the period.
 g. Th e circumstances or events that led to the reversal of a write-down of inventories.
  h. Th e carrying amount of inventories pledged as security for liabilities.

Inventory-related disclosures under U.S. GAAP are very similar to the disclosures cited 
earlier, except that requirements (f ) and (g) are not relevant because U.S. GAAP do not permit 
the reversal of prior-year inventory write-downs. U.S. GAAP also require disclosure of signifi-
cant estimates applicable to inventories and of any material amount of income resulting from 
the liquidation of LIFO inventory.

7.2. Inventory Ratios

Th ree ratios often used to evaluate the efficiency and eff ectiveness of inventory management 
are inventory turnover, days of inventory on hand, and gross profit margin.17 Th ese ratios 
are directly impacted by a company’s choice of inventory valuation method. Analysts should 
be aware, however, that many other ratios are also aff ected by the choice of inventory valuation 
method, although less directly. Th ese include the current ratio, because inventory is a compo-
nent of current assets; the return-on-assets ratio, because cost of sales is a key component in 
deriving net income and inventory is a component of total assets; and even the debt-to-equity 
ratio, because the cumulative measured net income from the inception of a business is an ag-
gregate component of retained earnings.

Th e inventory turnover ratio measures the number of times during the year a company 
sells (i.e., turns over) its inventory. Th e higher the turnover ratio, the more times that inventory 
is sold during the year and the lower the relative investment of resources in inventory. Days 

17 Days of inventory on hand is also referred to as days in inventory and average inventory days outstanding.
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of inventory on hand can be calculated as days in the period divided by inventory turnover. 
Th us, inventory turnover and days of inventory on hand are inversely related. It may be that 
inventory turnover, however, is calculated using average inventory in the year whereas days of 
inventory on hand is based on the ending inventory amount. In general, inventory turnover 
and the number of days of inventory on hand should be benchmarked against industry norms 
and compared across years.

A high inventory turnover ratio and a low number of days of inventory on hand might 
indicate highly eff ective inventory management. Alternatively, a high inventory ratio and a low 
number of days of inventory on hand could indicate that the company does not carry an ad-
equate amount of inventory or that the company has written down inventory values. Inventory 
shortages could potentially result in lost sales or production problems in the case of the raw 
materials inventory of a manufacturer. To assess which explanation is more likely, analysts can 
compare the company’s inventory turnover and sales growth rate with those of the industry 
and review financial statement disclosures. Slower growth combined with higher inventory 
turnover could indicate inadequate inventory levels. Write-downs of inventory could reflect 
poor inventory management. Minimal write-downs and sales growth rates at or above the in-
dustry’s growth rates would support the interpretation that the higher turnover reflects greater 
efficiency in managing inventory.

A low inventory turnover ratio and a high number of days of inventory on hand relative 
to industry norms could be an indicator of slow-moving or obsolete inventory. Again, com-
paring the company’s sales growth across years and with the industry and reviewing financial 
statement disclosures can provide additional insight.

Th e gross profit margin, the ratio of gross profit to sales, indicates the percentage of sales 
being contributed to net income as opposed to covering the cost of sales. Firms in highly 
competitive industries generally have lower gross profit margins than firms in industries with 
fewer competitors. A company’s gross profit margin may be a function of its type of product. 
A company selling luxury products will generally have higher gross profit margins than a com-
pany selling staple products. Th e inventory turnover of the company selling luxury products, 
however, is likely to be much lower than the inventory turnover of the company selling staple 
products.

7.3. Financial Analysis Illustrations

IFRS and U.S. GAAP require companies to disclose, either on the balance sheet or in the notes 
to the financial statements, the carrying amounts of inventories in classifications suitable to 
the company. For manufacturing companies, these classifications might include production 
supplies, raw materials, work in progress, and finished goods. For a retailer, these classifications 
might include significant categories of merchandise or the grouping of inventories with similar 
attributes. Th ese disclosures may provide signals about a company’s future sales and profits.

For example, a significant increase (attributable to increases in unit volume rather than 
increases in unit cost) in raw materials and/or work-in-progress inventories may signal that the 
company expects an increase in demand for its products. Th is suggests an anticipated increase 
in sales and profit. However, a substantial increase in finished goods inventories while raw ma-
terials and work-in-progress inventories are declining may signal a decrease in demand for the 
company’s products and hence lower future sales and profit. Th is may also signal a potential 
future write-down of finished goods inventory. Irrespective of the signal, an analyst should 
thoroughly investigate the underlying reasons for any significant changes in a company’s raw 
materials, work-in-progress, and finished goods inventories.
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Analysts also should compare the growth rate of a company’s sales to the growth rate of 
its finished goods inventories, because this could also provide a signal about future sales and 
profits. For example, if the growth of inventories is greater than the growth of sales, this could 
indicate a decline in demand and a decrease in future earnings. Th e company may have to 
lower (mark down) the selling price of its products to reduce its inventory balances, or it may 
have to write down the value of its inventory because of obsolescence, both of which would 
negatively aff ect profits. Besides the potential for mark-downs or write-downs, having too 
much inventory on hand or the wrong type of inventory can have a negative financial eff ect 
on a company because it increases inventory-related expenses such as insurance, storage costs, 
and taxes. In addition, it means that the company has less cash and working capital available 
to use for other purposes.

Inventory write-downs may have a substantial impact on a company’s activity, profita-
bility, liquidity, and solvency ratios. It is critical for the analyst to be aware of industry trends 
toward product obsolescence and to analyze the financial ratios for their sensitivity to poten-
tial inventory impairment. Companies can minimize the impact of inventory write-downs by 
better matching their inventory composition and growth with prospective customer demand. 
To obtain additional information about a company’s inventory and its future sales, a variety 
of sources of information are available. Analysts should consider the management’s discussion 
and analysis (MD&A) or similar sections of the company’s financial reports, industry-related 
news and publications, and industry economic data.

When conducting comparisons, diff erences in the choice of inventory valuation method 
can significantly aff ect the comparability of financial ratios between companies. A restatement 
from the LIFO method to the FIFO method is critical to make a valid comparison with 
companies using a method other than the LIFO method such as those companies reporting 
under IFRS. Analysts should seek out as much information as feasible when analyzing the 
performance of companies.

EXAMPLE 10 Comparative Illustration

1. Using CAT’s LIFO numbers as reported and FIFO adjusted numbers (Exam-
ple 5) and Volvo’s numbers as reported (Example 9), compare the following for 
2008: inventory turnover ratio, days of inventory on hand, gross profit margin, 
net profit margin, return on assets, current ratio, total liabilities-to-equity ratio, 
and return on equity. For the current ratio, include current provisions as part of 
current liabilities. For the total liabilities-to-equity ratio, include provisions in 
total liabilities.

2. How much do inventories represent as a component of total assets for CAT using 
LIFO numbers as reported and FIFO adjusted numbers, and for Volvo using 
reported numbers in 2007 and 2008? Discuss any changes that would concern an 
analyst.

3. Using the reported numbers, compare the 2007 and 2008 growth rates of CAT 
and Volvo for sales, finished goods inventory, and inventories other than finished 
goods.
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Solution to 1: Th e comparisons between Caterpillar and Volvo for 2008 are as follows:

CAT(LIFO) CAT(FIFO) Volvo

Inventory turnover ratio 4.81 3.47 4.81

Days of inventory on hand 76.1 days 105.5 days 76.1 days

Gross profit margin 20.04% 21.22% 21.76%

Net profit margin 6.93% 7.81% 3.30%

Return on assetsa 5.74% 6.18% 2.89%

Current ratiob 1.21 1.34 1.06

Total liabilities-to-equity ratioc 10.05 7.41 3.40

Return on equityd 47.5% 42.0% 12.0%

Calculations for ratios previously calculated (see Examples 5 and 9) are not shown again.
aReturn on assets = Net income ÷ Average total assets Volvo = 2.89 percent = 10,016 ÷ [(372,419 + 
321,647) ÷ 2]
bCurrent ratio = Current assets ÷ Current liabilities Volvo = 1.06 = [176,038 ÷ (11,750 + 154,390)]
Th e question indicates to include current provisions in current liabilities.
cTotal liabilities-to-equity ratio = Total liabilities ÷ Total shareholders’ equity
Volvo = 3.40 = [(29,031 + 92,608 + 11,750 + 154,390) ÷ 84,640]
Th e question indicates to include provisions in total liabilities.
dReturn on equity = Net income ÷ Average shareholders’ equity
CAT (LIFO) = 47.5 percent = 3,557 ÷ [(6,087 + 8,883) ÷ 2]
CAT (FIFO) = 42.0 percent = 4,010 ÷ {[(6,087 + 3,183 − 898) + (8,883 + 2,617 − 785)] ÷ 2}
Volvo = 12.0 percent = 10,016 ÷ [(84,640 + 82,781) ÷ 2]

Comparing CAT (FIFO) and Volvo, it appears that Volvo manages its inventory 
more eff ectively. It has higher inventory turnover and less days of inventory on hand. 
CAT appears to have superior profitability based on net profit margins. CAT did report 
some losses as other comprehensive income in the balance sheet (see Exhibit 2) as indi-
cated by the absolute increase in the negative accumulated other comprehensive income. 
Th e absolute increase in the negative accumulated other comprehensive income results 
in a reduction of shareholders’ equity which makes CAT’s return on equity higher. Th e 
higher leverage of CAT also increases the return on equity. Th e sources of CAT’s high-
er return on equity (reporting losses through other comprehensive income and higher 
leverage) should be of concern to an analyst. An analyst should investigate further, rath-
er than reaching a conclusion based on ratios alone (in other words, try to identify the 
underlying causes of changes or diff erences in ratios).

Solution to 2: Th e 2008 and 2007 inventory to total assets ratios for CAT using LIFO 
and adjusted to FIFO and for Volvo as reported, are as follows:

CAT (LIFO) CAT (FIFO) Volvo

2008 12.95% 17.08% 14.78%

2007 12.83% 16.94% 13.57%

Inventory to total assets
CAT (LIFO) 2008 = 12.95 percent = 8,781 ÷ 67,782
CAT (LIFO) 2007 = 12.83 percent = 7,204 ÷ 56,132
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CAT (FIFO) 2008 = 17.08 percent = 11,964 ÷ (67,782 + 3,183 − 898) 
CAT (FIFO) 2007 = 16.94 percent = 9,821 ÷ (56,132 + 2,617 − 785) 
Volvo 2008 = 14.78 percent = 55,045 ÷ 372,419
Volvo 2007 = 13.57 percent = 43,645 ÷ 321,647

Based on the numbers as reported, CAT appears to have a lower percentage of assets tied 
up in inventory than Volvo. However, when CAT’s inventory is adjusted to FIFO, it has 
a higher percentage of its assets tied up in inventory than Volvo.

Th e increase in Volvo’s inventory as a percentage of total assets is cause for some 
concern. Higher inventory typically results in higher maintenance costs (for example, 
storage and financing costs). In addition, Volvo may be building up slow-moving or 
obsolete inventories that may result in future inventory write-downs for 2009. In Volvo’s 
Note 18, the breakdown by inventory classification shows a small increase in the inven-
tory of production materials. It appears that Volvo is planning on reducing production 
until it reduces its finished goods inventory. Looking at CAT’s Note 9, all classifications 
of inventory seem to be increasing and because these are valued using the LIFO method, 
there is some cause for concern. Th e company must be increasing inventory quantities 
and adding LIFO layers.

Solution to 3: CAT’s and Volvo’s 2008 and 2007 growth rates for sales (for CAT use 
Sales of machinery and engines and for Volvo use Net sales), finished goods, and inven-
tories other than finished goods are as follows:

CAT Volvo

2008

Sales 14.5% 6.4%

Finished goods 31.2% 39.4%

Inventories other than finished goods 15.0% 2.2%

2007

Sales 8.0% 10.3%

Finished goods 10.1% 37.7%

Inventories other than finished goods 16.0% 12.7%

Growth rate = (Value for year − Value for previous year)/Value for previous year

2008 CAT

Sales = 14.5 percent = (48,044 − 41,962) ÷ 41,962
Finished goods = 31.2 percent = (4,022 − 3,066) ÷ 3,066
Inventories other than finished goods = 15.0 percent = [(3,356 + 1,107 + 296) 

− (2,990 + 863 + 285)] ÷ (2,990 + 863 + 285)

2008 Volvo

Sales = 6.4 percent = (303,667 − 285,405) ÷ 285,405
Finished products = 39.4 percent = (39,137 − 28,077) ÷ 28,077
Inventories other than finished products = 2.2 percent = (15,908 − 15,568) ÷ 15,568
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2007 CAT

Sales = 8.0 percent = (41,962 − 38,869) ÷ 38,869
Finished goods = 10.1 percent = (3,066 − 2,785) ÷ 2,785
Inventories other than finished goods = 16.0 percent = [(2,990 + 863 + 285) 

− (2,698 + 591 + 277)] ÷ (2,698 + 591 + 277)

2007 Volvo

Sales = 10.3 percent = (285,405 − 258,835) ÷ 258,835
Finished products = 37.7 percent = (28,077 − 20,396) ÷ 20,396
Inventories other than finished products = 12.7 percent = (15,568 − 13,815) ÷ 13,815

For both companies, the growth rates in finished goods inventory exceeds the 
growth rate in sales; this could be indicative of accumulating excess inventory. Volvo’s 
growth rate in finished goods compared to its growth rate in sales is significantly higher 
but the lower growth rates in finished goods inventory for CAT is potentially a result of 
using the LIFO method versus the FIFO method. It appears Volvo is aware that an issue 
exists and is planning on cutting back production given the relatively small increase in 
inventories other than finished products. Regardless, an analyst should do further in-
vestigation before reaching any conclusion about a company’s future prospects for sales 
and profit.

EXAMPLE 11 Management Discussion and Analysis

Th e following excerpts commenting on inventory management are from the Volvo 
Group Annual Report, 2008:

From the CEO Comment: “In a declining economy, it is extremely important 
to act quickly to reduce the Group’s cost level and ensure we do not build 
inventories, since large inventories generally lead to pressure on prices.” .  .  . 
“During the second half of the year, we implemented sharp production cut- 
backs to lower inventories of new trucks and construction equipment as part 
of eff orts to maintain our product prices, which represent one of the most 
important factors in securing favorable profitability in the future. We have 
been successful in these eff orts. During the fourth quarter, inventories of new 
trucks declined 13% and of new construction equipment by 19%. During 
the beginning of 2009, we have continued to work diligently and focused to 
reduce inventories to the new, lower levels of demand that prevail in most of 
our markets, and for most of our products.”

From the Board of Directors’ Report 2008: “Inventory reduction contribut-
ed to positive operating cash flow of SEK 1.8 billion in Industrial Operations.” 
. . . “Th e value of inventories increased during 2008 by SEK 11.4 billion. 
Adjusted for currency changes, the increase amounted to SEK 5.8 billion. Th e 
increase is mainly related to the truck operations and to construction equip-
ment and is an eff ect of the rapidly weakening demand during the second half 
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of the year.” . . . “In order to reduce the capital tied-up in inventory, a num-
ber of shutdown days in production were carried out during the end of year. 
Measures aimed at selling primarily trucks and construction equipment in in-
ventory were prioritized. Th ese measures have continued during the beginning 
of 2009.” and “Overcapacity within the industry can occur if there is a lack of 
demand, potentially leading to increased price pressure.”

From Business Areas 2008 (Ambitions 2009): “Execute on cost reduction 
and adjust production to ensure inventory levels in line with demand.”

Assume inventory write-downs are reported as part of cost of sales. Based on the 
previous excerpts, discuss the anticipated direction of the following for 2009 compared 
to 2008:

1. Inventory carrying amounts
2. Inventory turnover ratio
3. Sales
4. Gross profit margin
5. Return on assets
6. Current ratio

Solution to 1: Inventory carrying amounts are expected to decrease as the company cuts 
back on inventory levels and pressures are exerted on costs and prices.

Solution to 2: Inventory turnover ratio is expected to increase. Any potential change in 
cost of sales will be more than off set by the decline in inventory carrying amounts. For 
example, if cost of sales and inventory carrying amounts were 238 billion and 55 billion 
Swedish krona, before inventory write-downs totaling 1 billion Swedish krona, the in-
ventory turnover ratio will change from 4.33 (238 ÷ 55) to 4.39 (237 ÷ 54).

Solution to 3: Unit sales and sales revenues are expected to decline due to decrease in 
demand and pressure on prices.

Solution to 4: Gross profit margin is difficult to predict. Sales revenues are expected to 
decline but cost of sales as a percentage of sales revenue may decline if cost controls are 
eff ective, stay the same if cost controls are off set by increased inventory write-downs, or 
increase if inventory write-downs more than off set cost controls. In this case, an analyst 
might use 2008’s gross profit margin of 21.8 percent as a reasonable prediction. It is less 
than the 2006 and 2007 gross profit margin of 23.1 percent and may already reflect cost 
controls, price pressures, and inventory write-downs.

Solution to 5: Return on assets is expected to decline. Th e positive eff ects of cost con-
trols and reduction in assets is likely to be off set by decreased net income due to the 
declining sales revenues.

Solution to 6: Th e direction of change in the current ratio is difficult to predict. Current 
assets are expected to be reduced but current liabilities are also expected to be reduced 
as costs are controlled and purchases are reduced resulting in lower accounts payable.
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EXAMPLE 12 Single Company Illustration

Selected excerpts from the consolidated financial statements and notes to consolidated 
financial statements for Alcatel-Lucent (NYSE: ALU) are presented in Exhibits 8, 9, and 
10. Exhibit 8 contains excerpts from the consolidated income statements, and Exhibit 
9 contains excerpts from the consolidated balance sheets. Exhibit 10 contains excerpts 
from three of the notes to consolidated financial statements.

Note 1 (i) discloses that ALU’s finished goods inventories and work in progress are 
valued at the lower of cost or net realizable value. Note 2 (a) discloses that the impact 
of inventory and work in progress write-downs on ALU’s income before tax was a net 
reduction of €285 million in 2008, a net reduction of €186 million in 2007, and a net 
reduction of €77 million in 2006.18 Th e inventory impairment loss amounts steadily 
increased from 2006 to 2008 and are included as a component, (additions)/reversals, of 
ALU’s change in valuation allowance as disclosed in Note 19 (b) from Exhibit 10. Ob-
serve also that ALU discloses its valuation allowance at 31 December 2008, 2007, and 
2006 in Note 19 (b) and details on the allocation of the allowance are included in Note 
19 (a). Th e €654 million valuation allowance is the total of a €629 million allowance for 
inventories and a €25 million allowance for work in progress on construction contracts. 
Finally, observe that the €2,196 million net value for inventories (excluding construc-
tion contracts) at 31 December 2008 in Note 19 (a) reconciles with the balance sheet 
amount for inventories and work in progress, net, on 31 December 2008, as presented 
in Exhibit 9.

Th e inventory valuation allowance represents the total amount of inventory write- 
downs taken for the inventory reported on the balance sheet (which is measured at the 
lower of cost or net realizable value). Th erefore, an analyst can determine the historical 
cost of the company’s inventory by adding the inventory valuation allowance to the 
reported inventory carrying amount on the balance sheet. Th e valuation allowance in-
creased in magnitude and as a percentage of gross inventory values from 2006 to 2008.

EXHIBIT 8 Alcatel-Lucent Consolidated Income Statements (€ millions)

For Years Ended 31 December 2008 2007 2006

Revenues 16,984 17,792 12,282

Cost of sales (11,190) (12,083) (8,214)

Gross profit 5,794 5,709 4,068

Administrative and selling expenses (3,093) (3,462) (1,911)

Research and development costs (2,757) (2,954) (1,470)

Income from operating activities before restructuring 
costs, impairment of assets, gain/(loss) on disposal of 
consolidated entities, and postretirement benefit plan 
amendments (56) (707) 687

18 Th is reduction is often referred to as a charge. An accounting charge is the recognition of a loss or ex-
pense. In this case, the charge is attributable to the impairment of assets.

(continued)
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EXHIBIT 8 (Continued)

For Years Ended 31 December 2008 2007 2006

Restructuring costs (562) (856) (707)

Impairment of assets (4,725) (2,944) (141)

Gain/(loss) on disposal of consolidated entities (7) — 15

Postretirement benefit plan amendments 47 258 —

Income (loss) from operating activities (5,303) (4,249) (146)
� � � �

Income (loss) from continuing operations (5,206) (4,087) (219)

Income (loss) from discontinued operations 33 610 158

Net income (loss) (5,173) (3,477) (61)

EXHIBIT 9 Alcatel-Lucent Consolidated Balance Sheets (€ millions)

Year Ended 31 December 2008 2007 2006
� � � �

Total noncurrent assets 12,742 20,135 25,665
Inventories and work in progress, net 2,196 2,235 2,259
Amounts due from customers on construction contracts 495 704 615
Trade receivables and related accounts, net 4,330 4,163 3,877
Advances and progress payments 99 110 87
� � � �

Total current assets 14,569 13,695 16,225
Total assets 27,311 33,830 41,890

� � � �

Retained earnings, fair value, and other reserves (8,820) (3,821) (3,441)
� � � �

Total shareholders’ equity 5,224 11,702 16,323
Pensions, retirement indemnities, and other 
postretirement benefits

4,807 4,447 5,449

Bonds and notes issued, long-term 3,931 4,517 4,901 
Other long-term debt 67 48 147
Deferred tax liabilities 1,152 1,897 2,583
Other noncurrent liabilities 443 366 276
Total noncurrent liabilities 10,400 11,275 13,356
Provisions 2,424 2,566 2,366
Current portion of long-term debt 1,097 483 1,161
Customers’ deposits and advances 929 847 778
Amounts due to customers on construction contracts 188 407 273
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EXHIBIT 9 (Continued)
Year Ended 31 December 2008 2007 2006

Trade payables and related accounts 4,571 4,514 4,027

Liabilities related to disposal groups held for sale — — 1,606

Current income tax liabilities 185 70 66

Other current liabilities 2,293 1,966 1,934

Total current liabilities 11,687 10,853 12,211

Total liabilities and shareholders’ equity 27,311 33,830 41,890

EXHIBIT 10 Alcatel-Lucent Selected Notes to Consolidated Financial Statements

Note 1. Summary of Significant Accounting Policies
(i) Inventories and work in progress
Inventories and work in progress are valued at the lower of cost (including indirect 
production costs where applicable) or net realizable value.19 Net realizable value is the 
estimated sales revenue for a normal period of activity less expected completion and 
selling costs.

Note 2. Principal Uncertainties Regarding the Use of Estimates
(a) Valuation allowance for inventories and work in progress
Inventories and work in progress are measured at the lower of cost or net realizable 
value. Valuation allowances for inventories and work in progress are calculated based 
on an analysis of foreseeable changes in demand, technology, or the market, in order to 
determine obsolete or excess inventories and work in progress.

Th e valuation allowances are accounted for in cost of sales or in restructuring costs, 
depending on the nature of the amounts concerned.

31 December

(€ millions) 2008 2007 2006

Valuation allowance for inventories and work in progress 
on construction contracts

(654) (514) (378)

Impact of inventory and work in progress write-downs 
on income (loss) before income tax related reduction of 
goodwill and discontinued operations

(285) (186) (77)

Note 19. Inventories and Work in Progress

(a) Analysis of net value

Raw materials and goods 649 564 542

Work in progress excluding construction contracts 972 958 752

Finished goods 1,204 1,185 1,320

Gross value (excluding construction contracts) 2,825 2,707 2,614

Valuation allowance (629) (472) (355)

19 Cost approximates cost on a first-in, first-out basis.

(continued)
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EXHIBIT 10 (Continued)

31 December

(€ millions) 2008 2007 2006

Net value (excluding construction contracts) 2,196 2,235 2,259

Work in progress on construction contracts, gross (*) 219 272 347

Valuation allowance (25) (42) (23)

Work in progress on construction contracts, net 194 230 324

Total, net 2,390 2,465 2,583

(b) Change in valuation allowance

At 1 January (514) (378) (423)

(Additions)/reversals (285) (186) (77)

Utilization 69 38 54

Changes in consolidation group — — 54

Net eff ect of exchange rate changes and other changes 75 12 14

At 31 December (654) (514) (378)

(*)Included in the amounts due from/to construction contracts
Rounding diff erences may result in totals that are diff erent from the sum.

1. Calculate ALU’s inventory turnover, number of days of inventory on hand, gross profit 
margin, current ratio, debt-to-equity ratio, and return on total assets for 2008 and 2007 
based on the numbers reported. Use an average for inventory and total asset amounts 
and year-end numbers for other ratio items. For debt, include only bonds and notes 
issued, long-term; other long-term debt; and current portion of long-term debt.

2. Based on the answer to Question 1, comment on the changes from 2007 to 2008.
3. If ALU had used the weighted average cost method instead of the FIFO method 

during 2008, 2007, and 2006, what would be the eff ect on ALU’s reported cost of 
sales and inventory carrying amounts? What would be the directional impact on the 
financial ratios that were calculated for ALU in Question 1?

Solution to 1: Th e financial ratios are as follows:

2008 2007

Inventory turnover ratio 5.05 5.38

Number of days of inventory 72.3 days 67.8 days

Gross profit margin 34.1% 32.1%

Current ratio 1.25 1.26

Debt-to-equity ratio 0.98 0.43

Return on total assets −16.9% −9.2%

Inventory turnover ratio = Cost of sales ÷ Average inventory
2008 inventory turnover ratio = 5.05 = 11,190 ÷ [(2,196 + 2,235) ÷ 2]
2007 inventory turnover ratio = 5.38 = 12,083 ÷ [(2,235 + 2,259) ÷ 2]
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Number of days of inventory = 365 days ÷ Inventory turnover ratio
2008 number of days of inventory = 72.3 days = 365 days ÷ 5.05
2007 number of days of inventory = 67.8 days = 365 days ÷ 5.38

Gross profit margin = Gross profit ÷ Total revenue
2008 gross profit margin = 34.1% = 5,794 ÷ 16,984
2007 gross profit margin = 32.1% = 5,709 ÷ 17,792

Current ratio = Current assets ÷ Current liabilities
2008 current ratio = 1.25 = 14,569 ÷ 11,687
2007 current ratio = 1.26 = 13,695 ÷ 10,853

Debt-to-equity ratio = Total debt ÷ Total shareholders’ equity
2008 debt-to-equity ratio = 0.98 = (3,931 + 67 + 1,097) ÷ 5,224
2007 debt-to-equity ratio = 0.43 = (4,517 + 48 + 483) ÷ 11,702

Return on assets = Net income ÷ Average total assets
2008 return on assets = −16.9% = −5,173 ÷ [(27,311 + 33,830) ÷ 2]
2007 return on assets = −9.2% = −3,477 ÷ [(33,830 + 41,890) ÷ 2]

Solution to 2: From 2007 to 2008, the inventory turnover ratio declined and the 
number of days of inventory increased by 4.5 days. ALU appears to be managing inven-
tory less efficiently. Th e gross profit margin improved by 2.0 percent, from 32.1 percent 
in 2007 to 34.1 percent in 2008. Th e current ratio is relatively unchanged from 2007 
to 2008. Th e debt-to-equity ratio has risen significantly in 2008 compared to 2007. 
Although ALU’s total debt has been relatively stable during this time period, the compa-
ny’s equity has been declining rapidly because of the cumulative eff ect of its net losses on 
retained earnings.

Th e return on assets is negative and got worse in 2008 compared to 2007. A larger net 
loss and lower total assets in 2008 resulted in a higher negative return on assets. Th e analyst 
should investigate the underlying reasons for the sharp decline in ALU’s return on assets. 
From Exhibit 8, it is apparent that ALU’s gross profit margins were insufficient to cover 
the administrative and selling expenses and research and development costs in 2007 and 
2008. Large restructuring costs and asset impairment losses contributed to the loss from 
operating activities in both 2007 and 2008.

Solution to 3: If inventory replacement costs were increasing during 2006, 2007, and 
2008 (and inventory quantity levels were stable or increasing), ALU’s cost of sales would 
have been higher and its gross profit margin would have been lower under the weighted 
average cost inventory method than what was reported under the FIFO method (assuming 
no inventory write-downs that would otherwise neutralize the diff erences between the 
inventory valuation methods). FIFO allocates the oldest inventory costs to cost of sales; 
the reported cost of sales would be lower under FIFO given increasing inventory costs. 
Inventory carrying amounts would be higher under the FIFO method than under the 
weighted average cost method because the more recently purchased inventory items 
would be included in inventory at their higher costs (again assuming no inventory write-
downs that would otherwise neutralize the diff erences between the inventory valuation 
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8. SUMMARY

Th e choice of inventory valuation method (cost formula or cost flow assumption) can have a 
potentially significant impact on inventory carrying amounts and cost of sales. Th ese in turn 
impact other financial statement items, such as current assets, total assets, gross profit, and net 
income. Th e financial statements and accompanying notes provide important information 
about a company’s inventory accounting policies that the analyst needs to correctly assess 

methods). Consequently, ALU’s reported gross profit, net income, and retained earnings 
would also be higher for those years under the FIFO method.

Th e eff ects on ratios are as follows:

• Th e inventory turnover ratios would all be higher under the weighted average cost 
method because the numerator (cost of sales) would be higher and the denominator 
(inventory) would be lower than what was reported by ALU under the FIFO method.

• Th e number of days of inventory would be lower under the weighted average cost 
method because the inventory turnover ratios would be higher.

• Th e gross profit margin ratios would all be lower under the weighted average cost 
method because cost of sales would be higher under the weighted average cost method 
than under the FIFO method.

• Th e current ratios would all be lower under the weighted average cost method because 
inventory carrying values would be lower than under the FIFO method (current lia-
bilities would be the same under both methods).

• Th e return-on-assets ratios would all be lower under the weighted average cost meth-
od because the incremental profit added to the numerator (net income) has a greater 
impact than the incremental increase to the denominator (total assets). By way of 
example, assume that a company has €3 million in net income and €100 million in 
total assets using the weighted average cost method. If the company reports another 
€1 million in net income by using FIFO instead of weighted average cost, it would 
then also report an additional €1 million in total assets (after tax). Based on this ex-
ample, the return on assets is 3.00 percent (€3/€100) under the weighted average cost 
method and 3.96 percent (€4/€101) under the FIFO method.

• Th e debt-to-equity ratios would all be higher under the weighted average cost method 
because retained earnings would be lower than under the FIFO method (again assum-
ing no inventory write-downs that would otherwise neutralize the diff erences between 
the inventory valuation methods).

Conversely, if inventory replacement costs were decreasing during 2006, 2007, and 2008 
(and inventory quantity levels were stable or increasing), ALU’s cost of sales would have 
been lower and its gross profit and inventory would have been higher under the weighted 
average cost method than were reported under the FIFO method (assuming no inven-
tory write-downs that would otherwise neutralize the diff erences between the inventory 
valuation methods). As a result, the ratio assessment that was performed above would result 
in directly opposite conclusions.
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financial performance and compare it with that of other companies. Key concepts in this 
reading are as follows:

• Inventories are a major factor in the analysis of merchandising and manufacturing com- 
panies. Such companies generate their sales and profits through inventory transactions on 
a regular basis. An important consideration in determining profits for these companies is 
measuring the cost of sales when inventories are sold.

• Th e total cost of inventories comprises all costs of purchase, costs of conversion, and other 
costs incurred in bringing the inventories to their present location and condition. Storage 
costs of finished inventory and abnormal costs due to waste are typically treated as expenses 
in the period in which they occurred.

• Th e allowable inventory valuation methods implicitly involve diff erent assumptions about 
cost flows. Th e choice of inventory valuation method determines how the cost of goods 
available for sale during the period is allocated between inventory and cost of sales.

• IFRS allow three inventory valuation methods (cost formulas): first-in, first-out (FIFO); 
weighted average cost; and specific identification. Th e specific identification method is used 
for inventories of items that are not ordinarily interchangeable and for goods or services pro-
duced and segregated for specific projects. U.S. GAAP allow these three methods plus the 
last-in, first-out (LIFO) method. Th e LIFO method is widely used in the United States for 
both tax and financial reporting purposes because of potential income tax savings.

• Th e choice of inventory method aff ects the financial statements and any financial ratios 
that are based on them. As a consequence, the analyst must carefully consider inventory 
valuation method diff erences when evaluating a company’s performance over time or in 
comparison to industry data or industry competitors.

• A company must use the same cost formula for all inventories having a similar nature and 
use to the entity.

• Th e inventory accounting system (perpetual or periodic) may result in diff erent values for 
cost of sales and ending inventory when the weighted average cost or LIFO inventory valu-
ation method is used.

• Under U.S. GAAP, companies that use the LIFO method must disclose in their financial notes 
the amount of the LIFO reserve or the amount that would have been reported in inventory 
if the FIFO method had been used. Th is information can be used to adjust reported LIFO 
inventory and cost of goods sold balances to the FIFO method for comparison purposes.

• LIFO liquidation occurs when the number of units in ending inventory declines from the 
number of units that were present at the beginning of the year. If inventory unit costs have 
generally risen from year to year, this will produce an inventory-related increase in gross profits.

• Consistency of inventory costing is required under both IFRS and U.S. GAAP. If a company 
changes an accounting policy, the change must be justifiable and applied retrospectively to 
the financial statements. An exception to the retrospective restatement is when a company 
reporting under U.S. GAAP changes to the LIFO method.

• Under IFRS, inventories are measured at the lower of cost and net realizable value. Net real-
izable value is the estimated selling price in the ordinary course of business less the estimated 
costs necessary to make the sale. Under U.S. GAAP, inventories are measured at the lower of 
cost or market value. Market value is defined as current replacement cost subject to an upper 
limit of net realizable value and a lower limit of net realizable value less a normal profit mar-
gin. Reversals of previous write-downs are permissible under IFRS but not under U.S. GAAP.

• Reversals of inventory write-downs may occur under IFRS but are not allowed under U.S. 
GAAP.
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• Changes in the carrying amounts within inventory classifications (such as raw materials, 
work-in-process, and finished goods) may provide signals about a company’s future sales and 
profits. Relevant information with respect to inventory management and future sales may 
be found in the Management Discussion and Analysis or similar items within the annual or 
quarterly reports, industry news and publications, and industry economic data.

• Th e inventory turnover ratio, number of days of inventory ratio, and gross profit margin 
ratio are useful in evaluating the management of a company’s inventory.

• Inventory management may have a substantial impact on a company’s activity, profi tability, 
liquidity, and solvency ratios. It is critical for the analyst to be aware of industry trends and 
management’s intentions.

• Financial statement disclosures provide information regarding the accounting policies ad-
opted in measuring inventories, the principal uncertainties regarding the use of estimates 
related to inventories, and details of the inventory carrying amounts and costs. Th is infor-
mation can greatly assist analysts in their evaluation of a company’s inventory management.

PROBLEMS

 1. Inventory cost is least likely to include:
A. production-related storage costs.
B. costs incurred as a result of normal waste of materials. 
C. transportation costs of shipping inventory to customers.

 2. Mustard Seed PLC adheres to IFRS. It recently purchased inventory for €100 million and 
spent €5 million for storage prior to selling the goods. Th e amount it charged to inventory 
expense (€ millions) was closest to:
A. €95. 
B. €100. 
C. €105.

 3. Carrying inventory at a value above its historical cost would most likely be permitted if:
A. the inventory was held by a producer of agricultural products.
B. financial statements were prepared using U.S. GAAP.
C. the change resulted from a reversal of a previous write-down.

 4. Eric’s Used Bookstore prepares its financial statements in accordance with IFRS. Invento-
ry was purchased for £1 million and later marked down to £550,000. One of the books, 
however, was later discovered to be a rare collectible item, and the inventory is now worth 
an estimated £3 million. Th e inventory is most likely reported on the balance sheet at:
A. £550,000.
B. £1,000,000. 
C. £3,000,000.

 5. Fernando’s Pasta purchased inventory and later wrote it down. Th e current net realizable 
value is higher than the value when written down. Fernando’s inventory balance will most 
likely be:
A. higher if it complies with IFRS.
B. higher if it complies with U.S. GAAP. 
C. the same under U.S. GAAP and IFRS.
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For questions 6 through 17, assume the companies use a periodic inventory system.

 6. Cinnamon Corp. started business in 2007 and uses the weighted average cost method. 
During 2007, it purchased 45,000 units of inventory at €10 each and sold 40,000 units 
for €20 each. In 2008, it purchased another 50,000 units at €11 each and sold 45,000 
units for €22 each. Its 2008 cost of sales (€ thousands) was closest to:
A. €490. 
B. €491. 
C. €495.

 7. Zimt AG started business in 2007 and uses the FIFO method. During 2007, it pur- 
chased 45,000 units of inventory at €10 each and sold 40,000 units for €20 each. In 2008, 
it purchased another 50,000 units at €11 each and sold 45,000 units for €22 each. Its 
2008 ending inventory balance (€ thousands) was closest to:
A. €105.
B. €109. 
C. €110.

 8. Zimt AG uses the FIFO method, and Nutmeg Inc. uses the LIFO method. Compared to 
the cost of replacing the inventory, during periods of rising prices, the cost of sales report-
ed by:
A. Zimt is too low.
B. Nutmeg is too low. 
C. Nutmeg is too high.

 9. Zimt AG uses the FIFO method, and Nutmeg Inc. uses the LIFO method. Compared to 
the cost of replacing the inventory, during periods of rising prices the ending inventory 
balance reported by:
A. Zimt is too high.
B. Nutmeg is too low. 
C. Nutmeg is too high.

10. Like many technology companies, TechnoTools operates in an environment of declining 
prices. Its reported profits will tend to be highest if it accounts for inventory using the: 
A. FIFO method.
B. LIFO method.
C. weighted average cost method.

11. Compared to using the weighted average cost method to account for inventory, during a 
period in which prices are generally rising, the current ratio of a company using the FIFO 
method would most likely be:
A. lower. 
B. higher.
C. dependent upon the interaction with accounts payable.

12. Zimt AG wrote down the value of its inventory in 2007 and reversed the write-down 
in 2008. Compared to the ratios that would have been calculated if the write-down had 
never occurred, Zimt’s reported 2007:
A. current ratio was too high. 
B. gross margin was too high.
C. inventory turnover was too high.
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13. Zimt AG wrote down the value of its inventory in 2007 and reversed the write-down in 
2008. Compared to the results the company would have reported if the write-down had 
never occurred, Zimt’s reported 2008:
A. profit was overstated.
B. cash flow from operations was overstated. 
C. year-end inventory balance was overstated.

14. Compared to a company that uses the FIFO method, during periods of rising prices a 
company that uses the LIFO method will most likely appear more:
A. liquid.
B. efficient. 
C. profitable.

15. Nutmeg Inc. uses the LIFO method to account for inventory. During years in which 
inventory unit costs are generally rising and in which the company purchases more inven-
tory than it sells to customers, its reported gross profit margin will most likely be:
A. lower than it would be if the company used the FIFO method. 
B. higher than it would be if the company used the FIFO method.
C. about the same as it would be if the company used the FIFO method.

16. Compared to using the FIFO method to account for inventory, during periods of rising 
prices, a company using the LIFO method is most likely to report higher:
A. net income. 
B. cost of sales. 
C. income taxes.

17. Carey Company adheres to U.S. GAAP, whereas Jonathan Company adheres to IFRS. It 
is least likely that:
A. Carey has reversed an inventory write-down.
B. Jonathan has reversed an inventory write-down.
C. Jonathan and Carey both use the FIFO inventory accounting method.

Th e following information relates to Questions 18 through 25.20

Hans Annan, CFA, a food and beverage analyst, is reviewing Century Chocolate’s inventory 
policies as part of his evaluation of the company. Century Chocolate, based in Switzerland, 
manufactures chocolate products and purchases and resells other confectionery products to 
complement its chocolate line. Annan visited Century Chocolate’s manufacturing facility last 
year. He learned that cacao beans, imported from Brazil, represent the most significant raw 
material and that the work-in-progress inventory consists primarily of three items: roasted 
cacao beans, a thick paste produced from the beans (called chocolate liquor), and a sweet-
ened mixture that needs to be “conched” to produce chocolate. On the tour, Annan learned 
that the conching process ranges from a few hours for lower-quality products to six days for 
the highest-quality chocolates. While there, Annan saw the facility’s climate-controlled area 
where manufactured finished products (cocoa and chocolate) and purchased finished goods 

20 Item set developed by Karen Rubsam, CFA (Fountain Hills, Arizona, USA).
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are stored prior to shipment to customers. After touring the facility, Annan had a discussion 
with Century Chocolate’s CFO regarding the types of costs that were included in each inven-
tory category.

Annan has asked his assistant, Joanna Kern, to gather some preliminary information 
regarding Century Chocolate’s financial statements and inventories. He also asked Kern to 
calculate the inventory turnover ratios for Century Chocolate and another chocolate manu-
facturer for the most recent five years. Annan does not know Century Chocolate’s most direct 
competitor, so he asks Kern to do some research and select the most appropriate company for 
the ratio comparison.

Kern reports back that Century Chocolate prepares its financial statements in accordance 
with IFRS. She tells Annan that the policy footnote states that raw materials and purchased 
finished goods are valued at purchase cost whereas work in progress and manufactured finished 
goods are valued at production cost. Raw material inventories and purchased finished goods 
are accounted for using the FIFO (first-in, first-out) method, and the weighted average cost 
method is used for other inventories. An allowance is established when the net realizable value 
of any inventory item is lower than the value calculated.

Kern provides Annan with the selected financial statements and inventory data for Cen-
tury Chocolate shown in Exhibits A through E. Th e ratio exhibit Kern prepared compares 
Century Chocolate’s inventory turnover ratios to those of Gordon’s Goodies, a U.S.-based 
company. Annan returns the exhibit and tells Kern to select a diff erent competitor that reports 
using IFRS rather than U.S. GAAP. During this initial review, Annan asks Kern why she has 
not indicated whether Century Chocolate uses a perpetual or a periodic inventory system. 
Kern replies that she learned that Century Chocolate uses a perpetual system but did not in-
clude this information in her report because inventory values would be the same under either 
a perpetual or periodic inventory system. Annan tells Kern she is wrong and directs her to 
research the matter.

While Kern is revising her analysis, Annan reviews the most recent month’s Cocoa Market 
Review from the International Cocoa Organization. He is drawn to the statement that “the 
ICCO daily price, averaging prices in both futures markets, reached a 29-year high in US$ 
terms and a 23-year high in SDRs terms (the SDR unit comprises a basket of major currencies 
used in international trade: US$, Euro, Pound Sterling, and Yen).” Annan makes a note that 
he will need to factor the potential continuation of this trend into his analysis.

EXHIBIT A Century Chocolate Income Statements (CHF millions)

For Years Ended 31 December 2009 2008

Sales 95,290 93,248

Cost of sales −41,043 −39,047

Marketing, administration, and other expenses −35,318 −42,481

Profit before taxes 18,929 11,720

Taxes −3,283 −2,962

Profit for the period 15,646 8,758
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EXHIBIT B Century Chocolate Balance Sheets (CHF millions)

For Years Ended 31 December 2009 2008
Cash, cash equivalents, and short-term investments 6,190 8,252

Trade receivables and related accounts, net 11,654 12,910

Inventories, net 8,100 7,039

Other current assets 2,709 2,812

Total current assets 28,653 31,013

Property, plant, and equipment, net 18,291 19,130

Other noncurrent assets 45,144 49,875

Total assets 92,088 100,018

Trade and other payables 10,931 12,299

Other current liabilities 17,873 25,265

Total current liabiliti es 28,804 37,564

Noncurrent liabilities 15,672 14,963
Total liabilities 44,476 52,527

Equity

Share capital 332 341
Retained earnings and other reserves 47,280 47,150
Total equity 47,612 47,491

Total liabilities and shareholders’ equity 92,088 100,018

EXHIBIT C Century Chocolate Supplementary Footnote Disclosures: Inventories 
(CHF millions)

For Years Ended 31 December 2009 2008
Raw Materials 2,154 1,585

Work in Progress 1,061 1,027

Finished Goods 5,116 4,665

Total inventories before allowance 8,331 7,277

Allowance for write-downs to net realizable value −231 −238

Total inventories net of allowance 8,100 7,039

EXHIBIT D Century Chocolate Inventory Record for Purchased Lemon Drops

Date Cartons Per Unit Amount (CHF)

Beginning inventory 100 22

4 Feb 09 Purchase 40 25

3 Apr 09 Sale 50 32

23 Jul 09 Purchase 70 30

16 Aug 09 Sale 100 32

9 Sep 09 Sale 35 32

15 Nov 09 Purchase 100 28
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EXHIBIT E Century Chocolate Net Realizable Value Information for Black Licorice Jelly Beans

2009 2008

FIFO cost of inventory at 31 December (CHF) 314,890 374,870

Ending inventory at 31 December (kilograms) 77,750 92,560

Cost per kilogram (CHF) 4.05 4.05

Net realizable value (CHF per kilogram) 4.20 3.95

18. Th e costs least likely to be included by the CFO as inventory are: 
A. storage costs for the chocolate liquor.
B. excise taxes paid to the government of Brazil for the cacao beans.
C. storage costs for chocolate and purchased finished goods awaiting shipment to 

customers.

19. What is the most likely justification for Century Chocolate’s choice of inventory valuation 
method for its finished goods?
A. It is the preferred method under IFRS.
B. It allocates the same per unit cost to both cost of sales and inventory. 
C. Ending inventory reflects the cost of goods purchased most recently.

20. In Kern’s comparative ratio analysis, the 2009 inventory turnover ratio for Century 
Chocolate is closest to:
A. 5.07.
B. 5.42.
C. 5.55.

21. Th e most accurate statement regarding Annan’s reasoning for requiring Kern to select a 
competitor that reports under IFRS for comparative purposes is that under U.S. GAAP: 
A. fair values are used to value inventory.
B. the LIFO method is permitted to value inventory.
C. the specific identification method is permitted to value inventory.

22. Annan’s statement regarding the perpetual and periodic inventory systems is most signifi-
cant when which of the following costing systems is used?
A. LIFO. 
B. FIFO.
C. Specific identification.

23. Using the inventory record for purchased lemon drops shown in Exhibit D, the cost of 
sales for 2009 will be closest to:
A. CHF 3,550. 
B. CHF 4,550. 
C. CHF 4,850.

24. Ignoring any tax eff ect, the 2009 net realizable value reassessment for the black licorice 
jelly beans will most likely result in:
A. an increase in gross profit of CHF 9,256.
B. an increase in gross profit of CHF 11,670.
C. no impact on cost of sales because under IFRS, write-downs cannot be reversed.
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25. If the trend noted in the ICCO report continues and Century Chocolate plans to main-
tain constant or increasing inventory quantities, the most likely impact on Century Choc-
olate’s financial statements related to its raw materials inventory will be:
A. a cost of sales that more closely reflects current replacement values.
B. a higher allocation of the total cost of goods available for sale to cost of sales.
C. a higher allocation of the total cost of goods available for sale to ending inventory.

Th e following information relates to Questions 26 through 31.21

John Martinson, CFA, is an equity analyst with a large pension fund. His supervisor, Linda 
Packard, asks him to write a report on Karp Inc. Karp prepares its financial statements in 
accordance with U.S. GAAP. Packard is particularly interested in the eff ects of the company’s 
use of the LIFO method to account for its inventory. For this purpose, Martinson collects the 
financial data presented in Exhibits F and G.

EXHIBIT F Balance Sheet Information (US$ millions)

As of 31 December 2009 2008
Cash and cash equivalents 172 157
Accounts receivable 626 458
Inventories 620 539
Other current assets 125 65

Total current assets 1,543 1,219
Property and equipment, net 3,035 2,972

Total assets 4,578 4,191
Total current liabilities 1,495 1,395
Long-term debt 644 604

Total liabilities 2,139 1,999
Common stock and paid in capital 1,652 1,652
Retained earnings 787 540

Total shareholders’ equity 2,439 2,192
Total liabilities and shareholders’ equity 4,578 4,191

EXHIBIT G Income Statement Information (US$ millions)

For Years Ended 31 December 2009 2008

Sales 4,346 4,161

Cost of goods sold 2,211 2,147

Depreciation and amortization expense 139 119

Selling, general, and administrative expense 1,656 1,637

Interest expense 31 18

Income tax expense 62 48

Net income 247 192

21 Item set developed by Rodrigo Ribeiro, CFA (Montevideo, Uruguay).
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Martinson finds the following information in the notes to the financial statements:

• Th e LIFO reserves as of 31 December 2009 and 2008 are $155 million and $117 million, 
respectively; and

• Th e eff ective income tax rate applicable to Karp for 2009 and earlier periods is 20%.

26. If Karp had used FIFO instead of LIFO, the amount of inventory reported as of 
31 December 2009 would have been closest to:
A. $465 million.
B. $658 million. 
C. $775 million.

27. If Karp had used FIFO instead of LIFO, the amount of cost of goods sold reported by 
Karp for the year ended 31 December 2009 would have been closest to: 
A. $2,056 million.
B. $2,173 million.
C. $2,249 million.

28. If Karp had used FIFO instead of LIFO, its reported net income for the year ended 
31 December 2009 would have been higher by an amount closest to: 
A. $30 million.
B. $38 million. 
C. $155 million.

29. If Karp had used FIFO instead of LIFO, Karp’s retained earnings as of 31 December 2009 
would have been higher by an amount closest to: 
A. $117 million.
B. $124 million. 
C. $155 million.

30. If Karp had used FIFO instead of LIFO, which of the following ratios computed as of 
31 December 2009 would most likely have been lower? 
A. cash ratio
B. current ratio
C. gross profit margin

31. If Karp had used FIFO instead of LIFO, its debt to equity ratio computed as of 
31 December 2009 would have:
A. increased.
B. decreased.
C. remained unchanged.

Th e following information relates to Questions 32 through 37.22

Robert Groff , an equity analyst, is preparing a report on Crux Corp. As part of his report, 
Groff  makes a comparative financial analysis between Crux and its two main competitors, 
Rolby Corp. and Mikko Inc. Crux and Mikko report under U.S. GAAP and Rolby reports 
under IFRS.

22 Item set developed by Rodrigo Ribeiro, CFA (Montevideo, Uruguay).
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Groff  gathers information on Crux, Rolby, and Mikko. Th e relevant financial information 
he compiles is in Exhibit H. Some information on the industry is in Exhibit I.

EXHIBIT H Selected Financial Information (US$ millions)

Crux Rolby Mikko

Inventory valuation method LIFO FIFO LIFO

From the Balance Sheets
As of 31 December 2009

Inventory, gross 480 620 510

Valuation allowance 20 25 14

Inventory, net 460 595 496

Total debt 1,122 850 732

Total shareholders’ equity 2,543 2,403 2,091

As of 31 December 2008

Inventory, gross 465 602 401

Valuation allowance 23 15 12

Inventory, net 442 587 389

From the Income Statements
Year Ended 31 December 2009

Revenues 4,609 5,442 3,503

Cost of goods solda 3,120 3,782 2,550

Net income 229 327 205

13 15 15

LIFO Reserve

As of 31 December 2009 55 0 77

As of 31 December 2008 72 0 50

As of 31 December 2007 96 0 43

Tax Rate

Eff ective tax rate 30% 30% 30%

a Charges included in cost of goods sold for inventory write-downs. (Th is does not match the 
change in the inventory valuation allowance because the valuation allowance is reduced to 
reflect the valuation allowance attached to items sold and increased for additional necessary 
write-downs.)

EXHIBIT I Industry Information

2009 2008 2007

Raw materials price index 112 105 100

Finished goods price index 114 106 100
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To compare the financial performance of the three companies, Groff  decides to convert LIFO 
figures into FIFO figures, and adjust figures to assume no valuation allowance is recognized 
by any company.

After reading Groff ’s draft report, his supervisor, Rachel Borghi, asks him the following 
questions:

Question 1: Which company’s gross profi t margin would best refl ect current costs of the in-
dustry?

Question 2: Would Rolby’s valuation method show a higher gross profi t margin than Crux’s 
under an infl ationary, a defl ationary, or a stable price scenario?

Question 3: Which group of ratios usually appears more favorable with an inventory write- down?

32. Crux’s inventory turnover ratio computed as of 31 December 2009, after the adjustments 
suggested by Groff , is closest to:
A. 5.67.
B. 5.83.
C. 6.13.

33. Rolby’s net profit margin for the year ended 31 December 2009, after the adjustments 
suggested by Groff , is closest to:
A. 6.01%.
B. 6.20%.
C. 6.28%.

34. Compared with its unadjusted debt-to-equity ratio, Mikko’s debt-to-equity ratio as of 31 
December 2009, after the adjustments suggested by Groff , is:
A. lower. 
B. higher.
C. the same.

35. Th e best answer to Borghi’s Question 1 is:
A. Crux’s.
B. Rolby’s. 
C. Mikko’s.

36. Th e best answer to Borghi’s Question 2 is: 
A. stable.
B. inflationary.
C. deflationary.

37. Th e best answer to Borghi’s Question 3 is:
A. Activity ratios.
B. Solvency ratios.
C. Profitability ratios.

Th e following information relates to Questions 38 through 45.23

ZP Corporation is a (hypothetical) multinational corporation headquartered in Japan that 
trades on numerous stock exchanges. ZP prepares its consolidated financial statements in ac-
cordance with U.S. GAAP. Excerpts from ZP’s 2009 annual report are shown in Exhibits J−L.

23 Item set developed by Karen O’Connor Rubsam, CFA (Fountain Hills, Arizona, U.S.A.).
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EXHIBIT J Consolidated Balance Sheets (¥ millions)

Year Ended 31 December 2008 2009

Current assets

Cash and cash equivalents ¥542,849 ¥814,760

� � �

Inventories 608,572 486,465

� � �

Total current assets 4,028,742 3,766,309

� � �

Total assets ¥10,819,440 ¥9,687,346

� � �

Total current liabilities ¥3,980,247 ¥3,529,765

� � �

Total long-term liabilities 2,663,795 2,624,002

Minority interest in consolidated subsidiaries 218,889 179,843

Total shareholders’ equity 3,956,509 3,353,736

Total liabilities and shareholders’ equity ¥10,819,440 ¥9,687,346

EXHIBIT K Consolidated Statements of Income (¥ millions)

For the years ended 31 December 2007 2008 2009

Net revenues

Sales of products ¥7,556,699 ¥8,273,503 ¥6,391,240

Financing operations 425,998 489,577 451,950

7,982,697 8,763,080 6,843,190

Cost and expenses

Cost of products sold 6,118,742 6,817,446 5,822,805

Cost of financing operations 290,713 356,005 329,128

Selling, general and administrative 827,005 832,837 844,927

� � � �

Operating income (loss) 746,237 756,792 − 153,670

� � � �

Net income ¥548,011 ¥572,626 ¥−145,646

EXHIBIT L Selected Disclosures in the 2009 Annual Report

Management’s Discussion and Analysis of Financial Condition and Results of Operations
“Cost reduction eff orts were off set by increased prices of raw materials, other production mate-
rials and parts.” . . . “Inventories decreased during fiscal 2009 by ¥122.1 billion, or 20.1%, to 
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¥486.5 billion. Th is reflects the impacts of decreased sales volumes and fluctuations in foreign 
currency translation rates.”

Management and Corporate Information
Risk Factors
Industry and Business Risks
Th e worldwide market for our products is highly competitive. ZP faces intense competition 
from other manufacturers in the respective markets in which it operates. Competition has in-
tensified due to the worldwide deterioration in economic conditions. In addition, competition 
is likely to further intensify because of continuing globalization, possibly resulting in industry 
reorganization. Factors aff ecting competition include product quality and features, the amount 
of time required for innovation and development, pricing, reliability, safety, economy in use, 
customer service, and financing terms. Increased competition may lead to lower unit sales and 
excess production capacity and excess inventory. Th is may result in a further downward price 
pressure.

ZP’s ability to adequately respond to the recent rapid changes in the industry and to main-
tain its competitiveness will be fundamental to its future success in maintaining and expanding 
its market share in existing and new markets.

Notes to Consolidated Financial Statements
2. Summary of significant accounting policies:
Inventories. Inventories are valued at cost, not in excess of market. Cost is determined on 
the “average cost” basis, except for the cost of finished products carried by certain subsidiary 
companies which is determined “last-in, first-out” (“LIFO”) basis. Inventories valued on the 
LIFO basis totaled ¥94,578 million and ¥50,037 million at 31 December 2008 and 2009, 
respectively. Had the “first-in, first-out” basis been used for those companies using the LIFO 
basis, inventories would have been ¥10,120 million and ¥19,660 million higher than reported 
at 31 December 2008 and 2009, respectively.

9. Inventories:
Inventories consist of the following:

Year Ended 31 December (Yen in millions) 2008 2009

Finished goods ¥403,856 ¥291,977

Raw materials 99,869 85,966

Work in process 79,979 83,890

Supplies and other 24,868 24,632

¥608,572 ¥486,465

38. Th e MD&A indicated that the prices of raw material, other production materials, and 
parts increased. Based on the inventory valuation methods described in Note 2, which 
inventory classification would least accurately reflect current prices?
A. Raw materials 
B. Finished goods 
C. Work in process
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39. Th e 2008 inventory value as reported on the 2009 consolidated balance sheet if the com-
pany had used the FIFO inventory valuation method instead of the LIFO inventory val-
uation method for a portion of its inventory would be closest to:
A. ¥104,698 million.
B. ¥506,125 million. 
C. ¥618,692 million.

40. What is the least likely reason why ZP may need to change its accounting policies regard-
ing inventory at some point after 2009?
A. Th e U.S. SEC is likely to require companies to use the same inventory valuation 

method for all inventories.
B. Th e U.S. SEC is likely to prohibit the use of one of the methods ZP currently uses for 

inventory valuation.
C. One of the inventory valuation methods used for U.S. tax purposes may be repealed 

as an acceptable method.

41. If ZP had prepared its financial statement in accordance with IFRS, the inventory turn-
over ratio (using average inventory) for 2009 would be:
A. lower. 
B. higher.
C. the same.

42. Inventory levels decreased from 2008 to 2009 for all of the following reasons except: 
A. LIFO liquidation.
B. sales volume decreased.
C. fluctuations in foreign currency translation rates.

43. Which observation is most likely a result of looking only at the information reported in 
Note 9?
A. Increased competition has led to lower unit sales.
B. Th ere have been significant price increases in supplies.
C. Management expects a further downturn in sales during 2010.

44. Note 2 indicates that, “Inventories valued on the LIFO basis totaled ¥94,578 million and 
¥50,037 million at 31 December 2008 and 2009, respectively.” Based on this, the LIFO 
reserve should most likely: 
A. increase.
B. decrease.
C. remain the same.

45. Th e Industry and Business Risk excerpt states that, “Increased competition may lead to 
lower unit sales and excess production capacity and excess inventory. Th is may result in a 
further downward price pressure.” Th e downward price pressure could lead to inventory 
that is valued above current market prices or net realizable value. Any write-downs of 
inventory are least likely to have a significant eff ect on the inventory valued using:
A. weighted average cost.
B. first-in, first-out (FIFO). 
C. last-in, first-out (LIFO).
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CHAPTER 9 

LONG-LIVED ASSETS
Elaine Henry, CFA

Elizabeth A. Gordon

LEARNING OUTCOMES

After completing this chapter, you will be able to do the following:

• Distinguish between costs that are capitalized and costs that are expensed in the period in 
which they are incurred.

• Compare the financial reporting of the following classifications of intangible assets: 
purchased, internally developed, acquired in a business combination.

• Explain and evaluate the eff ects on financial statements and ratios of capitalizing versus 
expensing costs in the period in which they are incurred.

• Describe the diff erent depreciation methods for property, plant, and equipment and the 
eff ects of the choice of depreciation method and the assumptions concerning useful life and 
residual value on depreciation expense, financial statements, and ratios.

• Calculate depreciation expense.
• Describe the diff erent amortization methods for intangible assets with finite lives and the 

eff ects of the choice of amortization method and the assumptions concerning useful life and 
residual value on amortization expense, financial statements, and ratios.

• Calculate amortization expense.
• Describe the revaluation model.
• Describe the impairment of property, plant, and equipment and intangible assets.
• Describe the derecognition of property, plant, and equipment and intangible assets.
• Explain and evaluate the eff ects on financial statements and ratios of impairment, reval- 

uation, and derecognition of property, plant, and equipment and intangible assets.
• Describe the financial statement presentation of and disclosures relating to property, plant, 

and equipment and intangible assets.
• Analyze and interpret the financial statement disclosures regarding property, plant, and 

equipment and intangible assets.
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• Compare the financial reporting of investment property with that of property, plant, and 
equipment.

• Explain and evaluate the eff ects on financial statements and ratios of leasing assets instead 
of purchasing them.

• Explain and evaluate the eff ects on financial statements and ratios of finance leases and op-
erating leases from the perspectives of both the lessor and the lessee.

1. INTRODUCTION

Long-lived assets, also referred to as noncurrent assets or long-term assets, are assets that 
are expected to provide economic benefits over a future period of time, typically greater 
than one year.1 Long-lived assets may be tangible, intangible, or financial assets. Examples 
of long-lived tangible assets, typically referred to as property, plant, and equipment and 
sometimes as fixed assets, include land, buildings, furniture and fixtures, machinery and 
equipment, and vehicles; examples of long-lived intangible assets (assets lacking physi-
cal substance) include patents and trademarks; and examples of long-lived financial assets 
include investments in equity or debt securities issued by other companies. Th e scope of 
this reading is limited to long-lived tangible and intangible assets (hereafter, referred to for 
simplicity as long-lived assets).

Th e first issue in accounting for a long-lived asset is determining its cost at acquisition. 
Th e second issue is how to allocate the cost to expense over time. Th e costs of most long-lived 
assets are capitalized and then allocated as expenses in the profit or loss (income) statement 
over the period of time during which they are expected to provide economic benefits. Th e two 
main types of long-lived assets with costs that are typically not allocated over time are land, 
which is not depreciated, and those intangible assets with indefinite useful lives. Additional 
issues that arise are the treatment of subsequent costs incurred related to the asset, the use of 
the cost model versus the revaluation model, unexpected declines in the value of the asset, 
classification of the asset with respect to intent (for example, held for use or held for sale), and 
the derecognition of the asset.

Th is chapter is organized as follows. Section 2 describes and illustrates accounting for the 
acquisition of long-lived assets, with particular attention to the impact of capitalizing versus 
expensing expenditures. Section 3 describes the allocation of the costs of long-lived assets over 
their useful lives. Section 4 discusses the revaluation model that is based on changes in the fair 
value of an asset. Section 5 covers the concepts of impairment (unexpected decline in the value 
of an asset). Section 6 describes accounting for the derecognition of long-lived assets. Section 7 
describes financial statement presentation, disclosures, and analysis of long-lived assets. Section 
8 discusses diff erences in financial reporting of investment property compared with property, 
plant, and equipment. Section 9 describes accounting for leases. A summary is followed by 
practice problems.

1 In some instances, industry  practice is to include  as current assets (inventory)  some assets that will be 
held longer than one year (e.g., leaf tobacco, which is cured and aged over a period longer than one year, 
and whiskey, which is barrel aged for a period longer than one year).
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2. ACQUISITION OF LONG-LIVED ASSETS

Upon acquisition, property, plant, and equipment (tangible assets with an economic life 
of longer than one year and intended to be held for the company’s own use) are recorded on 
the balance sheet at cost, which is typically the same as their fair value.2  Accounting for an 
intangible asset depends on how the asset is acquired. If several assets are acquired as part of a 
group, the purchase price is allocated to each asset on the basis of its fair value. An asset’s cost 
potentially includes expenditures additional to the purchase price.

A key concept in accounting for expenditures related to long-lived assets is whether and 
when such expenditures are capitalized (i.e., included in the asset shown on the balance sheet) 
versus expensed (i.e., treated as an expense of the period on the income statement). After 
examining the specific treatment of certain expenditures, we will consider the general finan-
cial statement impact of capitalizing versus expensing and two analytical issues related to the 
decision—namely, the eff ects on an individual company’s trend analysis and on comparability 
across companies.

2.1. Property, Plant, and Equipment

Th is section primarily discusses the accounting treatment for the acquisition of long-lived 
tangible assets (property, plant, and equipment) through purchase. Assets can be acquired by 
methods other than purchase.3 When an asset is exchanged for another asset, the asset acquired 
is recorded at fair value if reliable measures of fair value exist. Fair value is the fair value of the 
asset given up unless the fair value of the asset acquired is more clearly evident. If there is no 
reliable measure of fair value, the acquired asset is measured at the carrying amount of the asset 
given up. In this case, the carrying amount of the assets is unchanged, and no gain or loss is 
reported.

Typically, accounting for the exchange involves removing the carrying amount of the asset 
given up, adding a fair value for the asset acquired, and reporting any diff erence between the 
carrying amount and the fair value as a gain or loss. A gain would be reported when the fair 
value used for the newly acquired asset exceeds the carrying amount of the asset given up. A 
loss would be reported when the fair value used for the newly acquired asset is less than the 
carrying amount of the asset given up.

When property, plant, or equipment is purchased, the buyer records the asset at cost. 
In addition to the purchase price, the buyer also includes, as part of the cost of an asset, all 
the expenditures necessary to get the asset ready for its intended use. For example, freight 
costs borne by the purchaser to get the asset to the purchaser’s place of business and special 
installation and testing costs required to make the asset usable are included in the total cost 
of the asset.

2 Fair value is defined in International  Financial Reporting Standards (IFRS) and under U.S. generally 
accepted accounting principles  (U.S. GAAP) in the Financial Accounting Standards  Board (FASB) 
Accounting Standards Codification (ASC) as “the price that would be received to sell an asset or paid to 
transfer a liability in an orderly transaction between market participants at the measurement date” [IFRS 
13 and FASB ASC Topic 820].
3 IAS 16 Property, Plant and Equipment, paragraphs 24–26 [Measurement of Cost]; IAS 38 Intangible 
Assets,  paragraphs  45–47 [Exchange of Assets];  and FASB ASC Section 845-10-30 [Nonmonetary 
Transactions – Overall – Initial Measurement].
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Subsequent expenditures related to long-lived assets are included as part of the recorded 
value of the assets on the balance sheet (i.e., capitalized) if they are expected to provide benefits 
beyond one year in the future and are expensed if they are not expected to provide benefits in 
future periods. Expenditures that extend the original life of the asset are typically capitalized. 
Example 1 illustrates the diff erence between costs that are capitalized and costs that are ex-
pensed in a period.

EXAMPLE 1 Acquisition of PPE

Assume a (hypothetical) company, Troff erini S. A., incurred the following expenditures 
to purchase a towel and tissue roll machine: €10,900 purchase price including taxes, 
€200 for delivery of the machine, €300 for installation and testing of the machine, 
and €100 to train staff  on maintaining the machine. In addition, the company paid a 
construction team €350 to reinforce the factory floor and ceiling joists to accommodate 
the machine’s weight. Th e company also paid €1,500 to repair the factory roof (a repair 
expected to extend the useful life of the factory by five years) and €1,000 to have the 
exterior of the factory and adjoining offices repainted for maintenance reasons. Th e 
repainting neither extends the life of factory and offices nor improves their usability.

1. Which of these expenditures will be capitalized and which will be expensed?
2. How will the treatment of these expenditures aff ect the company’s financial 

statements?

Solution to 1: Th e company will capitalize as part of the cost of the machine all costs that 
are necessary to get the new machine ready for its intended use: €10,900 purchase price, 
€200 for delivery, €300 for installation and testing, and €350 to reinforce the factory 
floor and ceiling joists to accommodate the machine’s weight (which was necessary to 
use the machine and does not increase the value of the factory). Th e €100 to train staff  
is not necessary to get the asset ready for its intended use and will be expensed.

Th e company will capitalize the expenditure of €1,500 to repair the factory roof 
because the repair is expected to extend the useful life of the factory. Th e company will 
expense the €1,000 to have the exterior of the factory and adjoining offices repainted 
because the painting does not extend the life or alter the productive capacity of the 
buildings.

Solution to 2: Th e costs related to the machine that are capitalized—€10,900 purchase 
price, €200 for delivery, €300 for installation and testing, and €350 to prepare the fac-
tory—will increase the carrying amount of the machine asset as shown on the balance 
sheet and will be included as investing cash outflows. Th e item related to the factory that 
is capitalized—the €1,500 roof repair—will increase the carrying amount of the factory 
asset as shown on the balance sheet and is an investing cash outflow. Th e expenditures 
of €100 to train staff  and €1,000 to paint are expensed in the period and will reduce 
the amount of income reported on the company’s income statement (and thus reduce 
retained earnings on the balance sheet) and the operating cash flow.
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Example 1 describes capitalizing versus expensing in the context of purchasing property, 
plant, and equipment. When a company constructs an asset (or acquires an asset that requires 
a long period of time to get ready for its intended use), borrowing costs incurred directly re-
lated to the construction are generally capitalized. Constructing a building, whether for sale 
(in which case, the building is classified as inventory) or for the company’s own use (in which 
case, the building is classified as a long-lived asset), typically requires a substantial amount 
of time. To finance construction, any borrowing costs incurred prior to the asset being ready 
for its intended use are capitalized as part of the cost of the asset. Th e company determines 
the interest rate to use on the basis of its existing borrowings or, if applicable, on a borrowing 
specifically incurred for constructing the asset. If a company takes out a loan specifically to 
construct a building, the interest cost on that loan during the time of construction would 
be capitalized as part of the building’s cost. Under IFRS, but not under U.S. GAAP, income 
earned on temporarily investing the borrowed monies decreases the amount of borrowing costs 
eligible for capitalization.

Th us, a company’s interest costs for a period are included either on the balance sheet (to 
the extent they are capitalized as part of an asset) or on the income statement (to the extent 
they are expensed). If the interest expenditure is incurred in connection with constructing an 
asset for the company’s own use, the capitalized interest appears on the balance sheet as a part 
of the relevant long-lived asset (i.e., property, plant, and equipment). Th e capitalized interest is 
expensed over time as the property is depreciated and is thus part of subsequent years’ depre-
ciation expense rather than interest expense of the current period. If the interest expenditure is 
incurred in connection with constructing an asset to sell (for example, by a home builder), the 
capitalized interest appears on the company’s balance sheet as part of inventory. Th e capitalized 
interest is expensed as part of the cost of goods sold when the asset is sold. Interest payments 
made prior to completion of construction that are capitalized are classified as an investing cash 
outflow. Expensed interest may be classified as an operating or financing cash outflow under 
IFRS and is classified as an operating cash outflow under U.S. GAAP.

EXAMPLE 2 Capitalized Borrowing Costs

BILDA S. A., a hypothetical company, borrows €1,000,000 at an interest rate of 10 per-
cent per year on 1 January 2010 to finance the construction of a factory that will have a 
useful life of 40 years. Construction is completed after two years, during which time the 
company earns €20,000 by temporarily investing the loan proceeds.

1. What is the amount of interest that will be capitalized under IFRS, and how would 
that amount diff er from the amount that would be capitalized under U.S. GAAP?

2. Where will the capitalized borrowing cost appear on the company’s financial 
statements?

Solution to 1: Th e total amount of interest paid on the loan during construction is 
€200,000 ( = €1,000,000 × 10% × 2 years). Under IFRS, the amount of borrowing cost 
eligible for capitalization is reduced by the €20,000 interest income from temporarily 
investing the loan proceeds, so the amount to be capitalized is €180,000. Under U.S. 
GAAP, the amount to be capitalized is €200,000.
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Solution to 2: Th e capitalized borrowing costs will appear on the company’s balance 
sheet as a component of property, plant, and equipment. In the years prior to com- 
pletion of construction, the interest paid will appear on the statement of cash flows as 
an investment activity. Over time, as the property is depreciated, the capitalized interest 
component is part of subsequent years’ depreciation expense on the company’s income 
statement.

2.2. Intangible Assets

Intangible assets are assets lacking physical substance. Intangible assets include items that in-
volve exclusive rights, such as patents, copyrights, trademarks, and franchises. Under IFRS, 
identifiable intangible assets must meet three definitional criteria. Th ey must be (1) identifiable 
(either capable of being separated from the entity or arising from contractual or legal rights), 
(2) under the control of the company, and (3) expected to generate future economic benefits. 
In addition, two recognition criteria must be met: (1) It is probable that the expected future 
economic benefits of the asset will flow to the company, and (2) the cost of the asset can be 
reliably measured. Goodwill, which is not considered an identifiable intangible asset,4 arises 
when one company purchases another and the acquisition price exceeds the fair value of the 
identifiable assets (both the tangible assets and the identifiable intangible assets) acquired.

Accounting for an intangible asset depends on how it is acquired. Th e following sections 
describe accounting for intangible assets obtained in three ways: purchased in situations other 
than business combinations, developed internally, and acquired in business combinations.

2.2.1. Intangible Assets Purchased in Situations Other Th an Business Combinations
Intangible assets purchased in situations other than business combinations, such as buying 
a patent, are treated at acquisition the same as long-lived tangible assets; they are recorded 
at their fair value when acquired, which is assumed to be equivalent to the purchase price. If 
several intangible assets are acquired as part of a group, the purchase price is allocated to each 
asset on the basis of its fair value.

In deciding how to treat individual intangible assets for analytical purposes, analysts are 
particularly aware that companies must use a substantial amount of judgment and numerous 
assumptions to determine the fair value of individual intangible assets. For analysis, therefore, 
understanding the types of intangible assets acquired can often be more useful than focusing 
on the values assigned to the individual assets. In other words, an analyst would typically 
be more interested in understanding what assets a company acquired (for example, franchise 
rights and a mailing list) than in the precise portion of the purchase price a company allocated 
to each asset. Understanding the types of assets a company acquires can off er insights into the 
company’s strategic direction and future operating potential.

4 Th e IFRS definition of an intangible asset as an “identifiable nonmonetary asset  without physical 
substance” applies to intangible  assets not specifically dealt with in standards other than IAS 38. Th e 
definition of intangible  assets under U.S. GAAP—“assets (other than financial assets) that lack physical 
substance”—includes  goodwill in the definition of an intangible asset.
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2.2.2. Intangible Assets Developed Internally
In contrast with the treatment of construction costs of tangible assets, the costs to internally de-
velop intangible assets are generally expensed when incurred. Th ere are some situations, however, 
in which the costs incurred to internally develop an intangible asset are capitalized. Th e gen-
eral analytical issues related to the capitalizing-versus-expensing decision apply here—namely, 
comparability across companies and the eff ect on an individual company’s trend analysis.

Th e general requirement that costs to internally develop intangible assets be expensed 
should be compared with capitalizing the cost of acquiring intangible assets in situations other 
than business combinations. Because costs associated with internally developing intangible 
assets are usually expensed, a company that has internally developed such intangible assets as 
patents, copyrights, or brands through expenditures on R&D or advertising will recognize a 
lower amount of assets than a company that has obtained intangible assets through external 
purchase. In addition, on the statement of cash flows, costs of internally developing intangible 
assets are classified as operating cash outflows whereas costs of acquiring intangible assets are 
classified as investing cash outflows. Diff erences in strategy (developing versus acquiring intan-
gible assets) can thus impact financial ratios.

IFRS require that expenditures on research (or during the research phase of an inter-
nal project) be expensed rather than capitalized as an intangible asset.5 Research is defined as 
“original and planned investigation undertaken with the prospect of gaining new scientific or 
technical knowledge and understanding.”6 Th e “research phase of an internal project” refers to 
the period during which a company cannot demonstrate that an intangible asset is being creat-
ed—for example, the search for alternative materials or systems to use in a production process. 
IFRS allow companies to recognize an intangible asset arising from development (or the devel-
opment phase of an internal project) if certain criteria are met, including a demonstration of 
the technical feasibility of completing the intangible asset and the intent to use or sell the asset. 
Development is defined as “the application of research findings or other knowledge to a plan 
or design for the production of new or substantially improved materials, devices, products, 
processes, systems or services before the start of commercial production or use.”7

Generally, U.S. GAAP require that both research and development costs be expensed as 
incurred but require capitalization of certain costs related to software development.8 Costs 
incurred to develop a software product for sale are expensed until the product’s technological 
feasibility is established and are capitalized thereafter. Similarly, companies expense costs relat-
ed to the development of software for internal use until it is probable that the project will be 
completed and that the software will be used as intended. Th ereafter, development costs are 
capitalized. Th e probability that the project will be completed is easier to demonstrate than is 
technological feasibility. Th e capitalized costs, related directly to developing software for sale 
or internal use, include the costs of employees who help build and test the software. Th e treat-
ment of software development costs under U.S. GAAP is similar to the treatment of all costs 
of internally developed intangible assets under IFRS.

5 IAS 38 Intangible Assets.
6 IAS 38 Intangible Assets, paragraph 8 [Definitions].
7 IAS 38 Intangible Assets, paragraph 8 [Definitions].
8 FASB ASC Section 350-40-25 [Intangibles—Goodwill and Other – Internal-Use  Software – Recog- 
nition] and FASB ASC Section 985-20-25 [Software – Costs of Software to be Sold, Leased, or Marketed 
– Recognition]  specify U.S. GAAP accounting for software development  costs for software for internal 
use and for software to be sold, respectively.
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2.2.3. Intangible Assets Acquired in a Business Combination
When one company acquires another company, the transaction is accounted for using the 
acquisition method of accounting.9 Under the acquisition method, the company identified 
as the acquirer allocates the purchase price to each asset acquired (and each liability assumed) 
on the basis of its fair value. If the purchase price exceeds the sum of the amounts that can 
be allocated to individual identifiable assets and liabilities, the excess is recorded as goodwill. 
Goodwill cannot be identified separately from the business as a whole.

Under IFRS, the acquired individual assets include identifiable intangible assets that meet 
the definitional and recognition criteria.10 Otherwise, if the item is acquired in a business com-
bination and cannot be recognized as a tangible or identifiable intangible asset, it is recognized 
as goodwill. Under U.S. GAAP, there are two criteria to judge whether an intangible asset 
acquired in a business combination should be recognized separately from goodwill: Th e asset 

EXAMPLE 3 Software Development Costs

Assume REH AG, a hypothetical company, incurs expenditures of €1,000 per month 
during the fiscal year ended 31 December 2009 to develop software for internal use. 
Under IFRS, the company must treat the expenditures as an expense until the software 
meets the criteria for recognition as an intangible asset, after which time the expenditures 
can be capitalized as an intangible asset.

1. What is the accounting impact of the company being able to demonstrate that the 
software met the criteria for recognition as an intangible asset on 1 February versus 
1 December?

2. How would the treatment of expenditures diff er if the company reported under U.S. 
GAAP and it had established in 2008 that the project was likely to be completed?

Solution to 1: If the company is able to demonstrate that the software met the criteria for 
recognition as an intangible asset on 1 February, the company would recognize €1,000 
of expense (on the income statement) during the fiscal year ended 31 December 2009. 
Th e other €11,000 of expenditures would be recognized as an intangible asset (on the 
balance sheet). Alternatively, if the company is not able to demonstrate that the software 
met the criteria for recognition as an intangible asset until 1 December, the company 
would recognize €11,000 of expense during the fiscal year ended 31 December 2009, 
with the other €1,000 of expenditures recognized as an intangible asset.

Solution to 2: Under U.S. GAAP, the company would capitalize the entire €12,000 spent 
to develop software for internal use.

9 Both IFRS and U.S. GAAP require the use of the acquisition method in accounting for business com-
binations (IFRS 3 and FASB ASC Section 805).
10 As previously described, the definitional criteria are identifiability, control by the company, and expect-
ed future benefits. Th e recognition criteria are probable flows of the expected economic benefits to the 
company, and measurability.
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must be either an item arising from contractual or legal rights or an item that can be separated 
from the acquired company. Examples of intangible assets treated separately from goodwill 
include the intangible assets previously mentioned that involve exclusive rights (patents, cop-
yrights, franchises, licenses), as well as such items as Internet domain names and video and 
audiovisual materials.

Exhibit 1 describes how InBev allocated the €40.3 billion purchase price for its acquisition 
of Anheuser-Busch. Th e majority of the identifiable intangible asset valuation (€16.473 bil-
lion) relates to brands with indefinite life. Another €256 million or €0.256 billion was for the 
identifiable intangible assets with definite useful lives—distribution agreements and favorable 
contracts. Th ese assets are being amortized over the life of the associated contracts. In addition, 
€24.7 billion of goodwill was recognized.

EXHIBIT 1 Acquisition of Intangible Assets through a Business Combination

Excerpt from the 2008 annual report of AB InBev (BRU: ABI):
On 18 November, InBev has completed the acquisition of Anheuser-Busch, following approval 
from shareholders of both companies. . . . Eff ective the date of the closing, InBev has changed its 
name to AB InBev to reflect the heritage and traditions of Anheuser-Busch. Under the terms of 
the merger agreement, all shares of Anheuser-Busch were acquired for 70 U.S. dollar per share 
in cash for an aggregate amount of approximately 52.5b U.S. dollar or 40.3b euro.
Th e transaction resulted in 24.7b euro goodwill provisionally allocated primarily to the U.S. 
business on the basis of expected synergies. .  .  . Th e valuation of the property, plant and 
equipment, intangible assets, investment in associates, interest bearing loans and borrowings 
and employee benefits is based on the valuation performed by an independent valuation 
specialist. Th e other assets and liabilities are based on the current best estimates of AB InBev’s 
management.
Th e majority of the intangible asset valuation relates to brands with indefinite life. Th e valu-
ation of the brands with indefinite life is based on a series of factors, including the brand 
history, the operating plan and the countries in which the brands are sold. Th e brands with 
indefinite life include the Budweiser family (including Bud and Bud Light), the Michelob 
brand family, the Busch brand family and the Natural brand family and have been fair valued 
for a total amount of 16,473m euro. Distribution agreements and favorable contracts have 
been fair valued for a total amount of 256m euro. Th ese are being amortized over the term of 
the associated contracts ranging from 3 to 18 years.

Source: AB InBev 2008 Annual Report, pp. 74–75.

2.3. Capitalizing versus Expensing—Impact on Financial Statements and Ratios

Th is section discusses the implications for financial statements and ratios of capitalizing versus 
expensing costs in the period in which they are incurred. We first summarize the general finan-
cial statement impact of capitalizing versus expensing and two analytical issues related to the 
decision—namely the eff ect on an individual company’s trend analysis and on comparability 
across companies.

In the period of the expenditure, an expenditure that is capitalized increases the amount 
of assets on the balance sheet and appears as an investing cash outflow on the statement of cash 
flows. In subsequent periods, a company allocates the capitalized amount over the asset’s useful 
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life as depreciation or amortization expense (except assets that are not depreciated, i.e., land, 
or amortized, e.g., intangible assets with indefinite lives). Th is expense reduces net income on 
the income statement and reduces the value of the asset on the balance sheet. Depreciation 
and amortization are noncash expenses and therefore, apart from their eff ect on taxable income 
and taxes payable, have no impact on the cash flow statement. In the section of the statement 
of cash flows that reconciles net income to operating cash flow, depreciation and amortization 
expenses are added back to net income.

Alternatively, an expenditure that is expensed reduces net income by the after-tax amount 
of the expenditure in the period it is made. No asset is recorded on the balance sheet and 
thus no depreciation or amortization occurs in subsequent periods. Th e lower amount of net 
income is reflected in lower retained earnings on the balance sheet. An expenditure that is ex-
pensed appears as an operating cash outflow in the period it is made. Th ere is no eff ect on the 
financial statements of subsequent periods.

Example 4 illustrates the impact on the financial statements of capitalizing versus expens-
ing an expenditure.

EXAMPLE 4 General Financial Statement Impact of Capitalizing 
versus Expensing

Assume two identical (hypothetical) companies, CAP Inc. (CAP) and NOW Inc. 
(NOW), start with €1,000 cash and €1,000 common stock. Each year the companies 
recognize total revenues of €1,500 cash and make cash expenditures, excluding an 
equipment purchase, of €500. At the beginning of operations, each company pays 
€900 to purchase equipment. CAP estimates the equipment will have a useful life of 
three years and an estimated salvage value of €0 at the end of the three years. NOW 
estimates a much shorter useful life and expenses the equipment immediately. Th e 
companies have no other assets and make no other asset purchases during the three-
year period. Assume the companies pay no dividends, earn zero interest on cash bal-
ances, have a tax rate of 30 percent, and use the same accounting method for financial 
and tax purposes.

Th e left side of Exhibit 2 shows CAP’s financial statements; that is, with the expen-
diture capitalized and depreciated at €300 per year based on the straight-line method of 
depreciation (€900 cost minus €0 salvage value equals €900, divided by a three-year life 
equals €300 per year). Th e right side of the exhibit shows NOW’s financial statements, 
with the entire €900 expenditure treated as an expense in the first year. All amounts are 
in euro.

1. Which company reports higher net income over the three years? Total cash flow? 
Cash from operations?

2. Based on ROE and net profit margin, how does the profitability of the two compa-
nies compare?

3. Why does NOW report change in cash of €70 in Year 1, while CAP reports total 
change in cash of (€110)?



Chapter 9 Long-Lived Assets 431

EXHIBIT 2 Capitalizing versus Expensing

CAP Inc. NOW Inc.

Capitalize €900 as Asset and Depreciate Expense €900 Immediately

For Year 1 2 3 For Year 1 2 3

Revenue 1,500 1,500 1,500 Revenue 1,500 1,500 1,500

Cash expenses 500 500 500 Cash expenses 1,400 500 500

Depreciation 300 300 300 Depreciation 0 0 0

Income before 
tax 700 700 700 

Income before 
tax 100 1,000 1,000

Tax at 30% 210 210 210 Tax at 30% 30 300 300

Net income 490 490 490 Net income 70 700 700

Cash from 
operations 790 790 790 

Cash from 
operations 70 700 700

Cash used in 
investing (900) 0 0 

Cash used in 
investing 0 0 0

Total change in 
cash (110) 790 790 

Total change in 
cash 70 700 700

As of Time 0

End 
of 

Year 1

End 
of 

Year 
2

End 
of 

Year 
3 Time

Time 
0

End 
of 

Year 
1

End 
of 

Year 
2

End 
of 

Year 
3

Cash 1,000 890 1,680 2,470 Cash 1,000 1,070 1,770 2,470

PP & E 
(net) — 600 300 —

PP & E 
(net) — — — —

Total Assets 1,000 1,490 1,980 2,470 Total Assets 1,000 1,070 1,770 2,470

Retained 
earnings 0 490 980 1,470

Retained 
earnings 0 70 770 1,470

Common 
stock 1,000 1,000 1,000 1,000

Common 
stock 1,000 1,000 1,000 1,000

Total 
shareholders’ 
equity

1,000 1,490 1,980 2,470

Total 
shareholders’ 
equity

1,000 1,070 1,770 2,470

Solution to 1: Neither company reports higher total net income or cash flow over the 
three years. Th e sum of net income over the three years is identical (€1,470 total) wheth-
er the €900 is capitalized or expensed. Also, the sum of the change in cash (€1,470 
total) is identical under either scenario. CAP reports higher cash from operations by an 
amount of €900 because, under the capitalization scenario, the €900 purchase is treated 
as an investing cash flow.
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Note: Because the companies use the same accounting method for both financial 
and taxable income, absent the assumption of zero interest on cash balances, expensing 
the €900 would have resulted in higher income and cash flow for NOW because the 
lower taxes paid in the first year (€30 versus €210) would have allowed NOW to earn 
interest income on the tax savings.

Solution to 2: In general, Ending shareholders’ equity = Beginning shareholders’ equity 
+ Net income + Other comprehensive income – Dividends + Net capital contributions 
from shareholders. Because the companies in this example do not have other compre- 
hensive income, did not pay dividends, and reported no capital contributions from 
shareholders, Ending retained earnings = Beginning retained earnings + Net income, 
and Ending shareholders’ equity = Beginning shareholders’ equity + Net income.

ROE is calculated as Net income divided by Average shareholders’ equity, and Net 
profit margin is calculated as Net income divided by Total revenue. For example, CAP 
had Year 1 ROE of 39 percent (€490/[(€1,000 + €1,490)/2]), and Year 1 net profit 
margin of 33 percent (€490/€1,500).

CAP Inc. NOW inc.

Capitalize €900 as Asset and Depreciate Expense €900 Immediately

For Year 1 2 3 For Year 1 2 3

ROE 39% 28% 22% ROE 7% 49% 33%

Net profit margin 33% 33% 33% Net profit margin 5% 47% 47%

As shown, capitalizing results in higher profitability ratios (ROE and net profit 
margin) in the first year, and lower profitability ratios in subsequent years. For example, 
CAP’s Year 1 ROE of 39 percent was higher than NOW’s Year 1 ROE of 7 percent, but 
in Years 2 and 3, NOW reports superior profitability.

Note also that NOW’s superior growth in net income between Year 1 and Year 2 is 
not attributable to superior performance compared to CAP but rather to the accounting 
decision to recognize the expense sooner than CAP. In general, all else equal, accounting 
decisions that result in recognizing expenses sooner will give the appearance of great-
er subsequent growth. Comparison of the growth of the two companies’ net incomes 
without an awareness of the diff erence in accounting methods would be misleading. As 
a corollary, NOW’s income and profitability exhibit greater volatility across the three 
years, not because of more volatile performance but rather because of the diff erent ac-
counting decision.

Solution to 3: NOW reports an increase in cash of €70 in Year 1, while CAP reports a 
decrease in cash of €110 because NOW’s taxes were €180 lower than CAP’s taxes (€30 
versus €210).

Note that this problem assumes the accounting method used by each company for 
its tax purposes is identical to the accounting method used by the company for its finan-
cial reporting. In many countries, companies are allowed to use diff erent depreciation 
methods for financial reporting and taxes, which may give rise to deferred taxes.
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EXAMPLE 5 Impact of Capitalizing versus Expensing 
for Ongoing Purchases

A company buys a £300 computer in Year 1 and capitalizes the expenditure. Th e com-
puter has a useful life of three years and an expected salvage value of £0, so the annual 
depreciation expense using the straight-line method is £100 per year. Compared to ex-
pensing the entire £300 immediately, the company’s pretax profit in Year1 is £200 greater.

1. Assume that the company continues to buy an identical computer each year at the 
same price. If the company uses the same accounting treatment for each of the com-
puters, when does the profit-enhancing eff ect of capitalizing versus expensing end?

2. If the company buys another identical computer in Year 4, using the same account-
ing treatment as the prior years, what is the eff ect on Year 4 profits of capitalizing 
versus expensing these expenditures?

Solution to 1: Th e profit-enhancing eff ect of capitalizing versus expensing would end 
in Year 3. In Year 3, the depreciation expense on each of the three computers bought 
in Years 1, 2, and 3 would total £300 (£100 + £100 + £100). Th erefore, the total de-
preciation expense for Year 3 will be exactly equal to the capital expenditure in Year 3. 
Th e expense in Year 3 would be £300, regardless of whether the company capitalized or 
expensed the annual computer purchases.

Solution to 2: Th ere is no impact on Year 4 profits. As in the previous year, the depreciation 
expense on each of the three computers bought in Years 2, 3, and 4 would total £300 
(£100 + £100 + £100). Th erefore, the total depreciation expense for Year 4 will be exactly 
equal to the capital expenditure in Year 4. Pretax profits would be reduced by £300, re-
gardless of whether the company capitalized or expensed the annual computer purchases.

As shown, discretion regarding whether to expense or capitalize expenditures can impede 
comparability across companies. Example 4 assumes the companies purchase a single asset 
in one year. Because the sum of net income over the three-year period is identical whether 
the asset is capitalized or expensed, it illustrates that although capitalizing results in higher 
profitability compared to expensing in the first year, it results in lower profitability ratios in the 
subsequent years. Conversely, expensing results in lower profitability in the first year but higher 
profitability in later years, indicating a favorable trend.

Similarly, shareholders’ equity for a company that capitalizes the expenditure will be high-
er in the early years because the initially higher profits result in initially higher retained earn-
ings. Example 4 assumes the companies purchase a single asset in one year and report identical 
amounts of total net income over the three-year period, so shareholders’ equity (and retained 
earnings) for the firm that expenses will be identical to shareholders’ equity (and retained earn-
ings) for the capitalizing firm at the end of the three-year period.

Although Example 4 shows companies purchasing an asset only in the first year, 
if a company continues to purchase similar or increasing amounts of assets each year, the 
profitability-enhancing eff ect of capitalizing continues if the amount of the expenditures in a 
period continues to be more than the depreciation expense. Example 5 illustrates this point.
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Compared to expensing an expenditure, capitalizing the expenditure typically results 
in greater amounts reported as cash from operations. Capitalized expenditures are typically 
treated as an investment cash outflow whereas expenses reduce operating cash flows. Because 
cash flow from operating activities is an important consideration in some valuation models, 
companies may try to maximize reported cash flow from operations by capitalizing expen- 
ditures that should be expensed. Valuation models that use free cash flow will consider not 
only operating cash flows but also investing cash flows. Analysts should be alert to evidence of 
companies manipulating reported cash flow from operations by capitalizing expenditures that 
should be expensed.

In summary, holding all else constant, capitalizing an expenditure enhances current profitability 
and increases reported cash flow from operations. Th e profitability-enhancing eff ect of capitalizing 
continues so long as capital expenditures exceed the depreciation expense. Profitability-enhancing 
motivations for decisions to capitalize should be considered when analyzing performance. For ex-
ample, a company may choose to capitalize more expenditures (within the allowable bounds of 
accounting standards) to achieve earnings targets for a given period. Expensing a cost in the period 
reduces current period profits but enhances future profitability and thus enhances the profit trend. 
Profit trend–enhancing motivations should also be considered when analyzing performance. If the 
company is in a reporting environment that requires identical accounting methods for financial re-
porting and taxes (unlike the United States, which permits companies to use depreciation methods 
for reporting purposes that diff er from the depreciation method required by tax purposes), then ex-
pensing will have a more favorable cash flow impact because paying lower taxes in an earlier period 
creates an opportunity to earn interest income on the cash saved.

In contrast with the relatively simple examples given previously, it is generally neither 
possible nor desirable to identify individual instances involving discretion about whether to 
capitalize or expense expenditures. An analyst can, however, typically identify significant items 
of expenditure treated diff erently across companies. Th e items of expenditure giving rise to the 
most relevant diff erences across companies will vary by industry. Th is cross-industry variation 
is apparent in the following discussion of the capitalization of expenditures.

2.4. Capitalization of Interest Costs

As noted earlier, companies generally must capitalize interest costs associated with acquiring 
or constructing an asset that requires a long period of time to get ready for its intended use.11 

As a consequence of this accounting treatment, a company’s interest costs for a period can ap-
pear either on the balance sheet (to the extent they are capitalized) or on the income statement 
(to the extent they are expensed).

If the interest expenditure is incurred in connection with constructing an asset for the com-
pany’s own use, the capitalized interest appears on the balance sheet as a part of the relevant 
long-lived asset. Th e capitalized interest is expensed over time as the property is depreciated—and 
is thus part of depreciation expense rather than interest expense. If the interest expenditure is in-
curred in connection with constructing an asset to sell, for example by a real estate construction 
company, the capitalized interest appears on the company’s balance sheet as part of inventory. Th e 
capitalized interest is then expensed as part of the cost of sales when the asset is sold.

11 IAS 23 [Borrowing Costs] and FASB ASC Subtopic 835-20 [Interest – Capitalization of Interest] spec-
ify respectively IFRS and U.S. GAAP for capitalization of interest costs. Although the standards are not 
completely converged, the standards are in general agreement.
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Th e treatment of capitalized interest poses certain issues that analysts should consider. 
First, capitalized interest appears as part of investing cash outflows, whereas expensed interest 
reduces operating cash flow. Although the treatment is consistent with accounting standards, 
an analyst may want to examine the impact on reported cash flows. Second, interest coverage 
ratios are solvency indicators measuring the extent to which a company’s earnings (or cash flow) 
in a period covered its interest costs. To provide a true picture of a company’s interest coverage, 
the entire amount of interest expenditure, both the capitalized portion and the expensed por-
tion, should be used in calculating interest coverage ratios. Additionally, if a company is depre-
ciating interest that it capitalized in a previous period, income should be adjusted to eliminate 
the eff ect of that depreciation. Example 6 illustrates the calculation.

EXAMPLE 6 Eff ect of Capitalized Interest Costs on Coverage Ratios 
and Cash Flow

MTR Gaming Group, Inc. (NasdaqGS: MNTG) disclosed the following information 
in one of the footnotes to its financial statements: “Interest is allocated and capitalized 
to construction in progress by applying our cost of borrowing rate to qualifying assets. 
Interest capitalized in 2007 and 2006 was $2.2 million and $6.0 million, respectively. 
Th ere was no interest capitalized during 2008.”(Form 10-K filed 13 March 2009).

EXHIBIT 3 MTR Gaming Group Selected Data, as Reported (dollars in thousands)

2008 2007 2006

EBIT (from income statement) 432,686 389,268 268,800

Interest expense (from income statement) 40,764 34,774 17,047

Interest capitalized (from footnote) 0 2,200 6,000

Net cash provided by operating activities 14,693 14,980 42,206

Net cash from (used) in investing activities 41,620 (144,824) (162,415)

1. Calculate and interpret MTR’s interest coverage ratio with and without capitalized 
interest. Assume that capitalized interest increases depreciation expense by $475 
thousand in 2008 and 2007, and by $365 thousand in 2006.

2. Calculate MTR’s percentage change in operating cash flow from 2006 to 2007 and 
from 2007 to 2008. Assuming the financial reporting does not aff ect reporting for 
income taxes, what were the eff ects of capitalized interest on operating and investing 
cash flows?

Solution to 1: MTR did not capitalize any interest during 2008, so the interest coverage 
ratio for this year is aff ected only by depreciation expense related to previously capitalized 
interest. Th e interest coverage ratio, measured as earnings before interest and taxes 
(EBIT) divided by interest expense, was as follows for 2008:

10.61 ($432,686 ÷ $40,764) for 2008 without adjusting for capitalized interest
10.63 [($432,686 + $475) ÷ $40,764] including an adjustment to EBIT for deprecia- 

tion of previously capitalized interest
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For the years 2007 and 2006, interest coverage ratios with and without capitalized in-
terest were as follows:

For 2007

11.19 ($389,268 ÷ $34,774) without adjusting for capitalized interest; and 
10.54 [($389,268 + $475) ÷ ($34,774 + $2,200)] including an adjustment to EBIT for 

depreciation of previously capitalized interest and an adjustment to interest expense 
for the amount of interest capitalized in 2007.

For 2006

15.77 ($268,800 ÷ $17,047) without adjusting for capitalized interest; and 
11.68 [($268,800 + $365) ÷ ($17,047 + $6,000)] including an adjustment to EBIT for 

depreciation of previously capitalized interest and an adjustment to interest expense 
for the amount of interest capitalized in 2006.

Because MTR capitalizes interest in previous years, EBIT is adjusted by adding in 
depreciation expense due to capitalized interest costs.

Th e earlier calculations indicate that MTR’s interest coverage deteriorated over the 
three-year period from 2006 to 2008, even with no adjustments for capitalized interest. 
In both 2006 and 2007, the coverage ratio is lower when adjusted for capitalized in-
terest. For 2006, the interest coverage ratio of 11.68 that includes capitalized interest is 
substantially lower than the ratio without capitalized interest.

Solution to 2: If the interest had been expensed rather than capitalized, operating cash 
flows would have been substantially lower in 2006, slightly lower in 2007, but un-
changed in 2008. If the interest had been expensed rather than capitalized, the trend—
at least in the last two years—would have been more favorable; operating cash flows 
would have increased rather than decreased over the 2007 to 2008 period. On an unad-
justed basis, for 2008 compared with 2007, MTR’s operating cash flow declined by 1.9 
percent [($14,693 ÷ $14,980) – 1]. If the $2,200 of interest had been expensed rather 
than capitalized in 2007, the change in operating cash flow would have been positive, 
15.0 percent {[$14,693 ÷ ($14,980 – $2,200)] – 1}.

If interest had been expensed rather than capitalized, the amount of cash outflow 
for investing activities would have been lower in 2006 and 2007 but unaff ected in 
2008. Th e percentage decline in cash outflows for investing activities from 2006 to 2007 
would have been slightly smaller excluding capitalized interest from investing activities, 
8.8 percent {[($144,824 – $2,200) ÷ ($162,415 – $6,000)] – 1}.

Th e treatment of capitalized interest raises issues for consideration by an analyst. First, capi- 
talized interest appears as part of investing cash outflows, whereas expensed interest reduces op-
erating or financing cash flow under IFRS and operating cash flow under U.S. GAAP. An analyst 
may want to examine the impact on reported cash flows of interest expenditures when comparing 
companies. Second, interest coverage ratios are solvency indicators measuring the extent to which 
a company’s earnings (or cash flow) in a period covered its interest costs. To provide a true picture 
of a company’s interest coverage, the entire amount of interest, both the capitalized portion and 
the expensed portion, should be used in calculating interest coverage ratios.

Generally, including capitalized interest in the calculation of interest coverage ratios pro-
vides a better assessment of a company’s solvency. In assigning credit ratings, rating agencies 
include capitalized interest in coverage ratios. For example, Standard & Poor’s calculates the 
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EBIT interest coverage ratio as EBIT divided by gross interest (defined as interest prior to 
deductions for capitalized interest or interest income).

Maintaining a minimum interest coverage ratio is a financial covenant often included in 
lending agreements, for example, bank loans and bond indentures. Th e definition of the cov-
erage ratio can be found in the company’s credit agreement. Th e definition is relevant because 
treatment of capitalized interest in calculating coverage ratios would aff ect an assessment of 
how close a company’s actual ratios are to the levels specified by its financial covenants and thus 
the probability of breaching those covenants.

2.5. Capitalization of Internal Development Costs

As noted previously, accounting standards require companies to capitalize software develop- 
ment costs after a product’s feasibility is established. Despite this requirement, judgment in 
determining feasibility means that companies’ capitalization practices may diff er. For example, 
as illustrated in Exhibit 4, Microsoft judges product feasibility to be established very shortly 
before manufacturing begins and, therefore, eff ectively expenses—rather than capitalizes—
research and development costs.

EXHIBIT 4 Disclosure on Software Development Costs

Excerpt from Management’s Discussion and Analysis (MD&A) of Microsoft Corporation (NasdaqGS: 
MSFT), Application of Critical Accounting Policies, Research and Development Costs:

SFAS No.86 specifies that costs incurred internally in researching and developing a computer software 
product should be charged to expense until technological feasibility has been established for the product. 
Once technological feasibility is established, all software costs should be capitalized until the product 
is available for general release to customers. Judgment is required in determining when technological 
feasibility of a product is established. We have determined that technological feasibility for our software 
products is reached after all high-risk development issues have been resolved through coding and testing. 
Generally, this occurs shortly before the products are released to manufacturing. Th e amortization of 
these costs is included in cost of revenue over the estimated life of the products.

Source: Microsoft Corporation Annual Report 2009, p. 36.

Expensing rather than capitalizing development costs results in lower net income in the 
current period. Expensing rather than capitalizing will continue to result in lower net income 
so long as the amount of the current-period development expenses is higher than the amortiza-
tion expense that would have resulted from amortizing prior periods’ capitalized development 
costs—the typical situation when a company’s development costs are increasing. On the state-
ment of cash flows, expensing rather than capitalizing development costs results in lower net 
operating cash flows and higher net investing cash flows. Th is is because the development costs 
are reflected as operating cash outflows rather than investing cash outflows.

In comparing the financial performance of a company that expenses most or all software de-
velopment costs, such as Microsoft, with another company that capitalizes software development 
costs, adjustments can be made to make the two comparable. For the company that capitalizes 
software development costs, an analyst can adjust (a) the income statement to include software 
development costs as an expense and to exclude amortization of prior years’ software develop-
ment costs; (b) the balance sheet to exclude capitalized software (decrease assets and equity); and 
(c) the statement of cash flows to decrease operating cash flows and decrease cash used in invest-
ing by the amount of the current period development costs. Any ratios that include income, 
long-lived assets, or cash flow from operations—such as return on equity—will also be aff ected.
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EXAMPLE 7 Software Development Costs

You are working on a project involving the analysis of JHH Software, a (hypothetical) 
software development company that established technical feasibility for its first product 
in 2007. Part of your analysis involves computing certain market-based ratios, which 
you will use to compare JHH to another company that expenses all of its software de-
velopment expenditures. Relevant data and excerpts from the company’s annual report 
are included in Exhibit 5.

EXHIBIT 5 JHH SOFTWARE (dollars in thousands, except per-share amounts)

CONSOLIDATED STATEMENT OF EARNINGS—Abbreviated

For Year Ended 31 December 2009 2008 2007

Total revenue $91,424 $91,134 $96,293

Total operating expenses 78,107 78,908 85,624

Operating income 13,317 12,226 10,669

Provision for income taxes 3,825 4,232 3,172

Net income $  9,492 $  7,934 $  7,479

Earnings per share (EPS) $    1.40 $    0.81 $    0.68

STATEMENT OF CASH FLOWS—Abbreviated

For Year Ended 31 December 2009 2008 2007

Net cash provided by operating activities $15,007 $14,874 $15,266

Net cash used in investing activities* (11,549) (4,423) (5,346)

Net cash used in financing activities (8,003) (7,936) (7,157)

Net change in cash and cash equivalents ($4,545) $2,515 $2,763

*Includes software development expenses of 
and includes capital expenditures of

($6,000
($2,000

)
)

($4,000
($1,600

)
)

($2,000
($1,200

)
)

Additional information:

For Year Ended 31 December 2009 2008 2007

Market value of outstanding debt 0 0 0

Amortization of capitalized software development expenses ($2,000) ($667) 0

Depreciation expense ($2,200) ($1,440) ($1,320)

Market price per share of common stock $     42 $     26 $     17

Shares of common stock outstanding (thousands) 6,780 9,765 10,999

Footnote disclosure of accounting policy for software development:
Expenses that are related to the conceptual formulation and design of software products are 
expensed to research and development as incurred. Th e company capitalizes expenses that are 
incurred to produce the finished product after technological feasibility has been established.
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1. Compute the following ratios for JHH based on the reported financial statements 
for fiscal year ended 31 December 2009, with no adjustments. Next, determine the 
approximate impact on these ratios if the company had expensed rather than cap- 
italized its investments in software. (Assume the financial reporting does not aff ect 
reporting for income taxes. Th ere would be no change in the eff ective tax rate.)
A. P/E: Price/Earnings per share
B. P/CFO: Price/Operating cash flow per share
C. EV/EBITDA: Enterprise value/EBITDA, where enterprise value is defined as the 

total market value of all sources of a company’s financing, including equity and debt, 
and EBITDA is earnings before interest, taxes, depreciation, and amortization.

2. Interpret the changes in the ratios.

Solution to 1: (Dollars are in thousands, except per-share amounts.) JHH’s 2009 ratios 
are presented in the following table:

Ratios As Reported As Adjusted

A. P/E ratio 30.0 42.9
B. P/CFO 19.0 31.6
C. EV/EBITDA 16.3 24.7

A. Based on the information as reported, the P/E ratio was 30.0 ($42 ÷ $1.40). Based 
on EPS adjusted to expense software development costs, the P/E ratio was 42.9 
($42 ÷ $0.98).
• Price: Assuming that the market value of the company’s equity is based on its 

fundamentals, the price per share is $42, regardless of a diff erence in accounting.
• EPS: As reported, EPS was $1.40. Adjusted EPS was $0.98. Expensing software 

development costs would have reduced JHH’s 2009 operating income by $6,000, 
but the company would have reported no amortization of prior years’ software 
costs, which would have increased operating income by $2,000. Th e net change 
of $4,000 would have reduced operating income from the reported $13,317 to 
$9,317. Th e eff ective tax rate for 2009 ($3,825 ÷ $13,317) is 28.72%, and using 
this eff ective tax rate would give an adjusted net income of $6,641 [$9,317 × 
(1 – 0.2872)], compared to $9,492 before the adjustment. Th e EPS would there-
fore be reduced from the reported $1.40 to $0.98 (adjusted net income of $6,641 
divided by 6,780 shares).

B. Based on information as reported, the P/CFO was 19.0 ($42 ÷ $2.21). Based on CFO 
adjusted to expense software development costs, the P/CFO was 31.6 ($42 ÷ $1.33).
• Price: Assuming that the market value of the company’s equity is based on its 

fundamentals, the price per share is $42, regardless of a diff erence in accounting.
• CFO per share, as reported, was $2.21 (total operating cash flows $15,007 ÷ 

6,780 shares).
• CFO per share, as adjusted, was $1.33. Th e company’s $6,000 expenditure on 

software development costs was reported as a cash outflow from investing ac-
tivities, so expensing those costs would reduce cash from operating activities by 
$6,000, from the reported $15,007 to $9,007. Dividing adjusted total operating 
cash flow of $9,007 by 6,780 shares results in cash flow per share of $1.33.
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For the company in Example 7, current period software development expenditures exceed 
the amortization of prior periods’ capitalized software development expenditures. As a result, 
expensing rather than capitalizing software development costs would have the eff ect of lower-
ing income. If, however, software development expenditures slowed such that current expen-
ditures were lower than the amortization of prior periods’ capitalized software development 
expenditures, then expensing software development costs would have the eff ect of increasing 
income relative to capitalizing it.

Th is section illustrated how decisions about capitalizing versus expensing impact financial 
statements and ratios. Earlier expensing lowers current profits but enhances trends, whereas 
capitalizing now and expensing later enhances current profits. Having described the account-
ing for acquisition of long-lived assets, we now turn to the topic of measuring long- lived assets 
in subsequent periods.

3. DEPRECIATION AND AMORTIZATION 
OF LONG-LIVED ASSETS

Under the cost model of reporting long-lived assets, which is permitted under IFRS and 
required under U.S. GAAP, the capitalized costs of long-lived tangible assets (other than 
land, which is not depreciated) and intangible assets with finite useful lives are allocated to 
subsequent periods as depreciation and amortization expenses. Depreciation and amortiza-
tion are eff ectively the same concept, with the term depreciation referring to the process of 

C. Based on information as reported, the EV/EBITDA was 16.3 ($284,760 ÷ 
$17,517). Based on EBITDA adjusted to expense software development costs, the 
EV/EBITDA was 24.7 ($284,760 ÷ $11,517).
• Enterprise Value: Enterprise value is the sum of the market value of the company’s 

equity and debt. JHH has no debt, and therefore the enterprise value is equal to 
the market value of its equity. Th e market value of its equity is $284,760 ($42 
per share × 6,780 shares).

• EBITDA, as reported, was $17,517 (earnings before interest and taxes of $13,317 
plus $2,200 depreciation plus $2,000 amortization).

• EBITDA, adjusted for expensing software development costs by the inclusion of 
$6,000 development expense and the exclusion of $2,000 amortization of prior 
expense, would be $11,517 (earnings before interest and taxes of $9,317 plus 
$2,200 depreciation plus $0 amortization).

Solution to 2: Expensing software development costs would decrease historical profits, 
operating cash flow, and EBITDA, and would thus increase all market multiples. So 
JHH’s stock would appear more expensive if it expensed rather than capitalized the 
software development costs.

If the unadjusted market-based ratios were used in the comparison of JHH to its 
competitor that expenses all software development expenditures, then JHH might ap-
pear to be underpriced when the diff erence is solely related to accounting factors. JHH’s 
adjusted market-based ratios provide a better basis for comparison.
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allocating tangible assets’ costs and the term amortization referring to the process of allocating 
intangible assets’ costs.12 Th e alternative model of reporting long-lived assets is the revaluation 
model, which is permitted under IFRS but not under U.S. GAAP. Under the revaluation mod-
el, a company reports the long-lived asset at fair value rather than at acquisition cost (historical 
cost) less accumulated depreciation or amortization, as in the cost model.

An asset’s carrying amount is the amount at which the asset is reported on the balance 
sheet. Under the cost model, at any point in time, the carrying amount (also called carrying 
value or net book value) of a long-lived asset is equal to its historical cost minus the amount of 
depreciation or amortization that has been accumulated since the asset’s purchase (assuming 
that the asset has not been impaired, a topic which will be addressed in Section 5). Companies 
may present on the balance sheet the total net amount of property, plant, and equipment and 
the total net amount of intangible assets. However, more detail is disclosed in the notes to 
financial statements. Th e details disclosed typically include the acquisition costs, the depre- 
ciation and amortization expenses, the accumulated depreciation and amortization amounts, 
the depreciation and amortization methods used, and information on the assumptions used to 
depreciate and amortize long-lived assets.

3.1. Depreciation Methods and Calculation of Depreciation Expense

Depreciation methods include the straight-line method, in which the cost of an asset is al-
located to expense evenly over its useful life; accelerated methods, in which the allocation of 
cost is greater in earlier years; and the units-of-production method, in which the allocation of 
cost corresponds to the actual use of an asset in a particular period. Th e choice of depreciation 
method aff ects the amounts reported on the financial statements, including the amounts for 
reported assets and operating and net income. Th is, in turn, aff ects a variety of financial ratios, 
including fixed asset turnover, total asset turnover, operating profit margin, operating return 
on assets, and return on assets.

Using the straight-line method, depreciation expense is calculated as depreciable cost divid-
ed by estimated useful life and is the same for each period. Depreciable cost is the historical cost 
of the tangible asset minus the estimated residual (salvage) value.13 A commonly used accelerated 
method is the declining balance method, in which the amount of depreciation expense for a 
period is calculated as some percentage of the carrying amount (i.e., cost net of accumulated 
depreciation at the beginning of the period). When an accelerated method is used, depreciable 
cost is not used to calculate the depreciation expense but the carrying amount should not be 
reduced below the estimated residual value. In the units-of-production method, the amount of 
depreciation expense for a period is based on the proportion of the asset’s production during the 
period compared with the total estimated productive capacity of the asset over its useful life. Th e 
depreciation expense is calculated as depreciable cost times production in the period divided by 
estimated productive capacity over the life of the asset. Equivalently, the company may estimate a 
depreciation cost per unit (depreciable cost divided by estimated productive capacity) and calcu-
late depreciation expense as depreciation cost per unit times production in the period. Regardless 
of the depreciation method used, the carrying amount of the asset is not reduced below the esti-
mated residual value. Example 8 provides an example of these depreciation methods.

12 Depletion is the term applied to a similar concept for natural resources; costs associated with those 
resources are allocated to a period on the basis of the usage or extraction of those resources.
13 Th e residual value is the estimated amount that an entity will obtain from disposal of the asset at the 
end of its useful life.
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EXAMPLE 8 Alternative Depreciation Methods

You are analyzing three hypothetical companies: EVEN-LI Co., SOONER Inc., and 
AZUSED Co. At the beginning of Year 1, each company buys an identical piece of 
box manufacturing equipment for $2,300 and has the same assumptions about useful 
life, estimated residual value, and productive capacity. Th e annual production of each 
company is the same, but each company uses a diff erent method of depreciation. As 
disclosed in each company’s notes to the financial statements, each company’s depre- 
ciation method, assumptions, and production are as follows:

Depreciation method
• EVEN-LI Co.: straight-line method
• SOONER Inc.: double-declining balance method (the rate applied to the carrying 

amount is double the depreciation rate for the straight-line method)
• AZUSED Co.: units-of-production method

Assumptions and production
• Estimated residual value: $100
• Estimated useful life: 4 years
• Total estimated productive capacity: 800 boxes
• Production in each of the four years: 200 boxes in the first year, 300 in the second 

year, 200 in the third year, and 100 in the fourth year

1. Using the following template for each company, record its beginning and ending net 
book value (carrying amount), end-of-year accumulated depreciation, and annual 
depreciation expense for the box manufacturing equipment.

Template:

Beginning Net 
Book Value

Depreciation 
Expense

Accumulated 
Depreciation

Ending Net 
Book Value

Year 1

Year 2

Year 3

Year 4

2. Explain the significant diff erences in the timing of the recognition of the deprecia-
tion expense.

3. For each company, assume that sales, earnings before interest, taxes, and deprecia-
tion, and assets other than the box manufacturing equipment are as shown in the 
following table. Calculate the total asset turnover ratio, the operating profit margin, 
and the operating return on assets for each company for each of the four years. Dis-
cuss the ratios, comparing results within and across companies.
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Sales

Earnings before 
Interest, Taxes, and 

Depreciation

Carrying Amount of Total Assets, 
Excluding the Box Manufacturing 

Equipment, at Year End*

Year 1 $300,000 $36,000 $30,000

Year 2 320,000 38,400 32,000

Year 3 340,000 40,800 34,000

Year 4 360,000 43,200 36,000

*Assume that total assets at the beginning of Year 1, including the box manufacturing equipment, 
had a value of $30,300. Assume that depreciation expense on assets other than the box manufac-
turing equipment totaled $1,000 per year.

Solution to 1: For each company, the following information applies: Beginning 
net book value in Year 1 equals the purchase price of $2,300; accumulated year-
end depreciation equals the balance from the previous year plus the current year’s 
depreciation expense; ending net book value (carrying amount) equals original 
cost minus accumulated year-end depreciation (which is the same as beginning 
net book value minus depreciation expense); and beginning net book value in 
Years 2, 3, and 4 equals the ending net book value of the prior year. The following 
text and filled-in templates describe how depreciation expense is calculated for 
each company.

EVEN-LI Co. uses the straight-line method, so depreciation expense in each year 
equals $550, which is calculated as ($2,300 original cost – $100 residual value)/4 years. 
Th e net book value at the end of Year 4 is the estimated residual value of $100.

EVEN-LI Co.
Beginning Net 

Book Value
Depreciation 

Expense
Accumulated Year-End 

Depreciation
Ending Net 
Book Value

Year 1 $2,300 $550 $550 $1,750

Year 2 1,750 550 1,100 1,200

Year 3 1,200 550 1,650 650

Year 4 650 550 2,200 100

SOONER Inc. uses the double-declining balance method. Th e depreciation rate 
for the double-declining balance method is double the depreciation rate for the straight-
line method. Th e depreciation rate under the straight-line method is 25 percent (100 
percent divided by 4 years). Th us, the depreciation rate for the double-declining balance 
method is 50 percent (2 times 25 percent). Th e depreciation expense for the first year 
is $1,150 (50 percent of $2,300). Note that under this method, the depreciation rate 
of 50 percent is applied to the carrying amount (net book value) of the asset, without 
adjustment for expected residual value. Because the carrying amount of the asset is not 
depreciated below its estimated residual value, however, the depreciation expense in the 
final year of depreciation decreases the ending net book value (carrying amount) to the 
estimated residual value.
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SOONER Inc.
Beginning Net 

Book Value
Depreciation 

Expense
Accumulated Year-End 

Depreciation 
Ending Net 
Book Value

Year 1 $2,300 $1,150 $1,150 $1,150

Year 2 1,150 575 1,725 575

Year 3 575 288 2,013 287

Year 4 287 187 2,200 100

Another common approach (not required in this question) is to use an accelerated meth-
od, such as the double-declining method, for some period (a year or more) and then to 
change to the straight-line method for the remaining life of the asset. If SOONER had 
used the double-declining method for the first year and then switched to the straight-
line method for Years 2, 3, and 4, the depreciation expense would be $350 [($1,150 
– $100 estimated residual value)/3 years] a year for Years 2, 3, and 4. Th e results for 
SOONER under this alternative approach are shown here.

SOONER Inc.
Beginning Net 

Book Value
Depreciation 

Expense
Accumulated Year-End 

Depreciation
Ending Net 
Book Value

Year 1 $2,300 $1,150 $1,150 $1,150

Year 2 1,150 350 1,500 800

Year 3 800 350 1,850 450

Year 4 450 350 2,200 100

AZUSED Co. uses the units-of-production method. Dividing the equipment’s total de-
preciable cost by its total productive capacity gives a cost per unit of $2.75, calculated as 
($2,300 original cost – $100 residual value)/800. Th e depreciation expense recognized 
each year is the number of units produced times $2.75. For Year 1, the amount of de-
preciation expense is $550 (200 units times $2.75). For Year 2, the amount is $825 (300 
units times $2.75). For Year 3, the amount is $550. For Year 4, the amount is $275.

AZUSED Co.
Beginning Net 

Book Value
Depreciation 

Expense
Accumulated Year-End 

Depreciation
Ending Net 
Book Value

Year 1 $2,300 $550 $550 $1,750

Year 2 1,750 825 1,375 925

Year 3 925 550 1,925 375

Year 4 375 275 2,200 100

Solution to 2: All three methods result in the same total amount of accumulated de-
preciation over the life of the equipment. Th e significant diff erences are simply in 
the timing of the recognition of the depreciation expense. Th e straight-line method 
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recognizes the expense evenly, the accelerated method recognizes most of the expense 
in the first year, and the units-of-production method recognizes the expense on the 
basis of production (or use of the asset). Under all three methods, the ending net book 
value is $100. 

Solution to 3: 

Total asset turnover ratio = Total revenue ÷ Average total assets

Operating profi t margin = Earnings before interest and taxes ÷ Total revenue

Operating return on assets = Earnings before interest and taxes ÷ Average total assets

Ratios are shown in the table following, and details of the calculations for Years 1 and 2 
are described after discussion of the ratios.

EVEN-LI Co. SOONER Inc. AZUSED Co.

Ratio* AT PM (%) ROA (%) AT PM (%) ROA (%) AT PM (%) ROA (%)

Year 1 9.67 11.48 111.04 9.76 11.28 110.17 9.67 11.48 111.04

Year 2 9.85 11.52 113.47 10.04 11.51 115.57 9.90 11.43 113.10

Year 3 10.02 11.54 115.70 10.17 11.62 118.21 10.10 11.54 116.64

Year 4 10.18 11.57 117.74 10.23 11.67 119.42 10.22 11.65 118.98

*AT = Total asset turnover ratio. PM = Operating profit margin. ROA = Operating return on 
assets.

For all companies, the asset turnover ratio increased over time because sales grew 
at a faster rate than that of the assets. SOONER had consistently higher asset turnover 
ratios than the other two companies, however, because higher depreciation expense in 
the earlier periods decreased its average total assets. In addition, the higher depreciation 
in earlier periods resulted in SOONER having lower operating profit margin and op-
erating ROA in the first year and higher operating profit margin and operating ROA in 
the later periods. SOONER appears to be more efficiently run, on the basis of its higher 
asset turnover and greater increases in profit margin and ROA over time; however, these 
comparisons reflect diff erences in the companies’ choice of depreciation method. In 
addition, an analyst might question the sustainability of the extremely high ROAs for 
all three companies because such high profitability levels would probably attract new 
competitors, which would likely put downward pressure on the ratios.

EVEN-LI Co.
Year 1:

Total asset turnover ratio = 300,000/[(30,300 + 30,000 + 1,750)/2] = 300,000/ 
31,025 = 9.67

Operating profit margin = (36,000 – 1,000 – 550)/300,000 = 34,450/300,000 =
11.48%

Operating ROA = 34,450/31,025 = 111.04%
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Year 2:

Total asset turnover ratio = 320,000/[(30,000 + 1,750 + 32,000 + 1,200)/2] = 
320,000/32,475 = 9.85

Operating profit margin = (38,400 – 1,000 – 550)/320,000 = 36,850/320,000 = 
11.52%

Operating ROA = 36,850/32,475 = 113.47%

SOONER Inc.
Year 1:

Total asset turnover ratio = 300,000/[(30,300 + 30,000 + 1,150)/2] = 300,000/30,725 
= 9.76

Operating profit margin = (36,000 – 1,000 – 1,150)/300,000 = 33,850/300,000 = 
11.28%

Operating ROA = 33,850/30,725 = 110.17%

Year 2:

Total asset turnover ratio = 320,000/[(30,000 + 1,150 + 32,000 + 575)/2] = 
320,000/31,862.50 = 10.04

Operating profit margin = (38,400 – 1,000 – 575)/320,000 = 36,825/320,000 = 
11.51%

Operating ROA = 36,825/31,862.50 = 115.57%

AZUSED Co.
Year 1:

Total asset turnover ratio = 300,000/[(30,300 + 30,000 + 1,750)/2] = 300,000/
31,025 = 9.67

Operating profit margin = (36,000 – 1,000 – 550)/300,000 = 34,450/300,000 =
11.48%

Operating ROA = 34,450/31,025 = 111.04%

Year 2:

Total asset turnover ratio = 320,000/[(30,000 + 1,750 + 32,000 + 925)/2] = 320,000/
32,337.50 = 9.90

Operating profit margin = (38,400 – 1,000 – 825)/320,000 = 36,575/320,000 = 
11.43%

Operating ROA = 36,575/32,337.50 = 113.10%

In many countries, a company must use the same depreciation methods for both financial 
and tax reporting. In other countries, including the United States, a company need not use the 
same depreciation method for financial reporting and taxes. As a result of using diff erent depre-
ciation methods for financial and tax reporting, pretax income on the income statement and 
taxable income on the tax return may diff er. Th us, the amount of tax expense computed on the 
basis of pretax income and the amount of taxes actually owed on the basis of taxable income may 
diff er. Although these diff erences eventually reverse because the total depreciation is the same 
regardless of the timing of its recognition in financial statements versus on tax returns, during the 
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period of the diff erence, the balance sheet will show what is known as deferred taxes. For instance, 
if a company uses straight-line depreciation for financial reporting and an accelerated deprecia-
tion method for tax purposes, the company’s financial statements will report lower depreciation 
expense and higher pretax income in the first year, compared with the amount of depreciation 
expense and taxable income in its tax reporting. (Compare the depreciation expense in Year 1 for 
EVEN-LI Co. and SOONER Inc. in the previous example.) Tax expense calculated on the basis 
of the financial statements’ pretax income will be higher than taxes payable on the basis of taxable 
income; the diff erence between the two amounts represents a deferred tax liability. Th e deferred 
tax liability will be reduced as the diff erence reverses (i.e., when depreciation for financial report-
ing is higher than the depreciation for tax purposes) and the income tax is paid.

Significant estimates required for calculating depreciation include the useful life of the 
asset (or its total lifetime productive capacity) and its expected residual value at the end of 
that useful life. A longer useful life and higher expected residual value decrease the amount of 
annual depreciation expense relative to a shorter useful life and lower expected residual value. 
Companies should review their estimates periodically to ensure they remain reasonable. IFRS 
require companies to review estimates annually.

Although no significant diff erences exist between IFRS and U.S. GAAP with respect to 
the definition of depreciation and the acceptable depreciation methods, IFRS require com- 
panies to use a component method of depreciation.14 Companies are required to separately 
depreciate the significant components of an asset (parts of an item with a cost that is significant 
in relation to the total cost and/or with diff erent useful lives) and thus require additional esti-
mates for the various components. For instance, it may be appropriate to depreciate separately 
the engine, frame, and interior furnishings of an aircraft. Under U.S. GAAP, the component 
method of depreciation is allowed but is seldom used in practice.15 Th e following example 
illustrates depreciating components of an asset.

14  IAS 16 Property, Plant and Equipment, paragraphs 43–47 [Depreciation].
15  According to the Ernst & Young Academic Resource Center.

EXAMPLE 9 Illustration of Depreciating Components of an Asset

CUTITUP Co., a hypothetical company, purchases a milling machine, a type of 
machine used for shaping metal, at a total cost of $10,000. $2,000 was estimated to 
represent the cost of the rotating cutter, a significant component of the machine. Th e 
company expects the machine to have a useful life of eight years and a residual value of 
$3,000 and that the rotating cutter will need to be replaced every two years. Assume 
the entire residual value is attributable to the milling machine itself, and assume the 
company uses straight-line depreciation for all assets.

1. How much depreciation expense would the company report in Year 1 if it uses the 
component method of depreciation, and how much depreciation expense would the 
company report in Year 1 if it does not use the component method?

2. Assuming a new cutter with an estimated two-year useful life is purchased at the end 
of Year 2 for $2,000, what depreciation expenses would the company report in Year 
3 if it uses the component method and if it does not use the component method?
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3. Assuming replacement of the cutter every two years at a price of $2,000, what is the 
total depreciation expense over the eight years if the company uses the component 
method compared with the total depreciation expense if the company does not use 
the component method?

4. How many diff erent items must the company estimate in the first year to compute depre-
ciation expense for the milling machine if it uses the component method, and how does 
this compare with what would be required if it does not use the component method?

Solution to 1: Depreciation expense in Year 1 under the component method would be 
$1,625. For the portion of the machine excluding the cutter, the depreciable base is total 
cost minus the cost attributable to the cutter minus the estimated residual value = $10,000 – 
$2,000 – $3,000 = $5,000. Depreciation expense for the machine excluding the cutter in the 
first year equals $625 (depreciable cost divided by the useful life of the machine = $5,000/8 
years). For the cutter, the depreciation expense equals $1,000 (depreciable cost divided by 
the useful life of the cutter = $2,000/2 years). Th us, the total depreciation expense for Year 
1 under the component method is $1,625 (the sum of the depreciation expenses of the two 
components = $625 + $1,000). Depreciation expense in Year 2 would also be $1,625.

If the company does not use the component method, depreciation expense in Year 
1 is $875 (the depreciable cost of the total milling machine divided by its useful life = 
[$10,000 – $3,000]/8 years). Depreciation expense in Year 2 would also be $875.

Solution to 2: Assuming that at the end of Year 2, the company purchases a new cutter for 
$2,000 with an estimated two-year life, under the component method, the depreciation ex-
pense in Year 3 will remain at $1,625. If the company does not use the component method 
and purchases a new cutter with an estimated two-year life for $2,000 at the end of Year 2, 
the depreciation expense in Year 3 will be $1,875 [$875 + ($2,000/2) = $875 + $1,000].

Solution to 3: Over the eight years, assuming replacement of the cutters every two years at a 
price of $2,000, the total depreciation expense will be $13,000 [$1,625 × 8 years] when the 
component method is used. When the component method is not used, the total depreciation 
expense will also be $13,000 [$875 × 2 years + $1,875 × 6 years]. Th is amount equals the total 
expenditures of $16,000 [$10,000 + 3 cutters × $2,000] less the residual value of $3,000.

Solution to 4: Th e following table summarizes the estimates required in the first year to 
compute depreciation expense if the company does or does not use the component method:

Estimate
Required Using 

Component Method?
Required If Not Using 
Component Method?

Useful life of milling machine Yes Yes
Residual value of milling machine Yes Yes
Portion of machine cost attributable to cutter Yes No
Portion of residual value attributable to cutter Yes No
Useful life of cutter Yes No

Total depreciation expense may be allocated between the cost of sales and other expenses. 
Within the income statement, depreciation expense of assets used in production is usually 
allocated to the cost of sales, and the depreciation expense of assets not used in production 
may be allocated to some other expense category. For instance, depreciation expense may be 
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allocated to selling, general, and administrative expenses if depreciable assets are used in those 
functional areas. Notes to the financial statements sometimes disclose information regarding 
which income statement line items include depreciation expense, although the exact amount 
of detail disclosed by individual companies varies.

3.2. Amortization Methods and Calculation of Amortization Expense

Amortization is similar in concept to depreciation. Th e term amortization applies to intan- 
gible assets, and the term depreciation applies to tangible assets. Both terms refer to the process 
of allocating the cost of an asset over the asset’s useful life. Only those intangible assets assumed 
to have finite useful lives are amortized over their useful lives, following the pattern in which 
the benefits are used up. Acceptable amortization methods are the same as the methods accept-
able for depreciation. Assets assumed to have an indefinite useful life (in other words, without 
a finite useful life) are not amortized. An intangible asset is considered to have an indefinite 
useful life when there is “no foreseeable limit to the period over which the asset is expected to 
generate net cash inflows” for the company.16

Intangible assets with finite useful lives include an acquired customer list expected to provide 
benefits to a direct-mail marketing company for two to three years, an acquired patent or copyright 
with a specific expiration date, an acquired license with a specific expiration date and no right to 
renew the license, and an acquired trademark for a product that a company plans to phase out over 
a specific number of years. Examples of intangible assets with indefinite useful lives include an ac-
quired license that, although it has a specific expiration date, can be renewed at little or no cost and 
an acquired trademark that, although it has a specific expiration, can be renewed at a minimal cost 
and relates to a product that a company plans to continue selling for the foreseeable future.

As with depreciation for a tangible asset, the calculation of amortization for an intangible 
asset requires the original amount at which the intangible asset is recognized and estimates of 
the length of its useful life and its residual value at the end of its useful life. Useful lives are 
estimated on the basis of the expected use of the asset, considering any factors that may limit 
the life of the asset, such as legal, regulatory, contractual, competitive, or economic factors.

16 IAS 38 Intangible Assets, paragraph 88.

EXAMPLE 10 Amortization Expense

IAS 38 Intangible Assets provides illustrative examples regarding the accounting for in-
tangible assets, including the following:

A direct-mail marketing company acquires a customer list and ex-
pects that it will be able to derive benefit from the information on the 
list for at least one year, but no more than three years. Th e customer 
list would be amortized over management’s best estimate of its useful 
life, say 18 months. Although the direct-mail marketing company 
may intend to add customer names and other information to the 
list in the future, the expected benefits of the acquired customer list 
relate only to the customers on that list at the date it was acquired.
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4. THE REVALUATION MODEL

Th e revaluation model is an alternative to the cost model for the periodic valuation and 
reporting of long-lived assets. IFRS permit the use of either the revaluation model or 
the cost model, but the revaluation model is not allowed under U.S. GAAP. Revaluation 
changes the carrying amounts of classes of long-lived assets to fair value (the fair value 
must be measured reliably). Under the cost model, carrying amounts are historical costs 
less accumulated depreciation or amortization. Under the revaluation model, carrying 
amounts are the fair values at the date of revaluation less any subsequent accumulated 
depreciation or amortization.

IFRS allow companies to value long-lived assets either under a cost model at histor-
ical cost minus accumulated depreciation or amortization or under a revaluation model 
at fair value. In contrast, U.S. accounting standards require that the cost model be used. 
A key difference between the two models is that the cost model allows only decreases in 
the values of long-lived assets compared with historical costs but the revaluation model 
may result in increases in the values of long-lived assets to amounts greater than historical 
costs.

IFRS allow a company to use the cost model for some classes of assets and the revaluation 
model for others, but the company must apply the same model to all assets within a particular 
class of assets and must revalue all items within a class to avoid selective revaluation. Exam-
ples of diff erent classes of assets include land, land and buildings, machinery, motor vehicles, 
furniture and fixtures, and office equipment. Th e revaluation model may be used for classes 
of intangible assets but only if an active market for the assets exists, because the revaluation 

In this example, in what ways would management’s decisions and estimates aff ect the 
company’s financial statements?

Solution: Because the acquired customer list is expected to generate future economic 
benefits for a period greater than one year, the cost of the list should be capitalized 
and not expensed. Th e acquired customer list is determined to not have an in-
definite life and must be amortized. Management must estimate the useful life of 
the customer list and must select an amortization method. In this example, the list 
appears to have no residual value. Both the amortization method and the estimated 
useful life aff ect the amount of the amortization expense in each period. A shorter 
estimated useful life, compared with a longer estimated useful life, results in a high-
er amortization expense each year over a shorter period, but the total accumulated 
amortization expense over the life of the intangible asset is unaff ected by the esti-
mate of the useful life. Similarly, the total accumulated amortization expense over 
the life of the intangible asset is unaff ected by the choice of amortization method. 
Th e amortization expense per period depends on the amortization method. If the 
straight-line method is used, the amortization expense is the same for each year of 
useful life. If an accelerated method is used, the amortization expense will be higher 
in earlier years.
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model may only be used if the fair values of the assets can be measured reliably. For practical 
purposes, the revaluation model is rarely used for either tangible or intangible assets, but its use 
is especially rare for intangible assets.

Under the revaluation model, whether an asset revaluation aff ects earnings depends 
on whether the revaluation initially increases or decreases an asset class’ carrying amount. 
If a revaluation initially decreases the carrying amount of the asset class, the decrease is 
recognized in profit or loss. Later, if the carrying amount of the asset class increases, the 
increase is recognized in profit or loss to the extent that it reverses a revaluation decrease 
of the same asset class previously recognized in profit or loss. Any increase in excess of 
the reversal amount will not be recognized in the income statement but will be recorded 
directly to equity in a revaluation surplus account. An upward revaluation is treated the 
same as the amount in excess of the reversal amount. In other words, if a revaluation ini-
tially increases the carrying amount of the asset class, the increase in the carrying amount 
of the asset class bypasses the income statement and goes directly to equity under the 
heading of revaluation surplus. Any subsequent decrease in the asset’s value first decreases 
the revaluation surplus and then goes to income. When an asset is retired or disposed of, 
any related amount of revaluation surplus included in equity is transferred directly to 
retained earnings.

Asset revaluations off er several considerations for financial statement analyses. First, 
an increase in the carrying amount of depreciable long-lived assets increases total assets 
and shareholders’ equity, so asset revaluations that increase the carrying amount of an asset 
can be used to reduce reported leverage. Defining leverage as average total assets divided 
by average shareholders’ equity, increasing both the numerator (assets) and denominator 
(equity) by the same amount leads to a decline in the ratio. (Mathematically, when a ratio 
is greater than one, as in this case, an increase in both the numerator and the denominator 
by the same amount leads to a decline in the ratio.) Th erefore, the leverage motivation 
for the revaluation should be considered in analysis. For example, a company may revalue 
assets up if it is seeking new capital or approaching leverage limitations set by financial 
covenants.

Second, assets revaluations that decrease the carrying amount of the assets reduce net 
income. In the year of the revaluation, profitability measures such as return on assets and re-
turn on equity decline. However, because total assets and shareholders’ equity are also lower, 
the company may appear more profitable in future years. Additionally, reversals of downward 
revaluations also go through income, thus increasing earnings. Managers can then opportun-
istically time the reversals to manage earnings and increase income. Th ird, asset revaluations 
that increase the carrying amount of an asset initially increase depreciation expense, total as-
sets, and shareholders’ equity. Th erefore, profitability measures, such as return on assets and 
return on equity, would decline. Although upward asset revaluations also generally decrease 
income (through higher depreciation expense), the increase in the value of the long-lived asset 
is presumably based on increases in the operating capacity of the asset, which will likely be 
evidenced in increased future revenues.

Finally, an analyst should consider who did the appraisal—that is, an independent ex-
ternal appraiser or management—and how often revaluations are made. Appraisals of the fair 
value of long-lived assets involve considerable judgment and discretion. Presumably, appraisals 
of assets from independent external sources are more reliable. How often assets are revalued 
can provide an indicator of whether their reported value continues to be representative of their 
fair values.

Th e next two examples illustrate revaluation of long-lived assets under IFRS.
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EXAMPLE 11 Revaluation Resulting in an Increase in Carrying 
Amount Followed by Subsequent Revaluation Resulting in a Decrease 
in Carrying Amount

UPFIRST, a hypothetical manufacturing company, has elected to use the revaluation 
model for its machinery. Assume for simplicity that the company owns a single ma-
chine, which it purchased for €10,000 on the first day of its fiscal period, and that the 
measurement date occurs simultaneously with the company’s fiscal period end.

1. At the end of the first fiscal period after acquisition, assume the fair value of the 
machine is determined to be €11,000. How will the company’s financial statements 
reflect the asset?

2. At the end of the second fiscal period after acquisition, assume the fair value of the 
machine is determined to be €7,500. How will the company’s financial statements 
reflect the asset?

Solution to 1: At the end of the first fiscal period, the company’s balance sheet will show the as-
set at a value of €11,000. Th e €1,000 increase in the value of the asset will appear in other com-
prehensive income and be accumulated in equity under the heading of revaluation surplus.

Solution to 2: At the end of the second fiscal period, the company’s balance sheet will 
show the asset at a value of €7,500. Th e total decrease in the carrying amount of the asset 
is €3,500 (€11,000 – €7,500). Of the €3,500 decrease, the first €1,000 will reduce the 
amount previously accumulated in equity under the heading of revaluation surplus. Th e 
other €2,500 will be shown as a loss on the income statement.

EXAMPLE 12 Revaluation Resulting in a Decrease in Asset’s 
Carrying Amount Followed by Subsequent Revaluation Resulting 
in an Increase in Asset’s Carrying Amount

DOWNFIRST, a hypothetical manufacturing company, has elected to use the revalu-
ation model for its machinery. Assume for simplicity that the company owns a single 
machine, which it purchased for €10,000 on the first day of its fiscal period, and that the 
measurement date occurs simultaneously with the company’s fiscal period end.

1. At the end of the first fiscal period after acquisition, assume the fair value of the 
machine is determined to be €7,500. How will the company’s financial statements 
reflect the asset?

2. At the end of the second fiscal period after acquisition, assume the fair value of the 
machine is determined to be €11,000. How will the company’s financial statements 
reflect the asset?

Solution to 1: At the end of the first fiscal period, the company’s balance sheet will show 
the asset at a value of €7,500. Th e €2,500 decrease in the value of the asset will appear 
as a loss on the company’s income statement.
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Solution to 2: At the end of the second fiscal period, the company’s balance sheet will 
show the asset at a value of €11,000. Th e total increase in the carrying amount of the 
asset is an increase of €3,500 (€11,000 – €7,500). Of the €3,500 increase, the first 
€2,500 reverses a previously reported loss and will be reported as a gain on the income 
statement. Th e other €1,000 will bypass profit or loss and be reported as other compre-
hensive income and be accumulated in equity under the heading of revaluation surplus.

17 On 15 November 2007, the SEC approved rule amendments under which financial statements from 
foreign private issuers in the United States will be accepted without reconciliation to U.S. GAAP if the 
financial statements are prepared in accordance with IFRS as issued by the International Accounting 
Standards Board. Th e new rule is eff ective for the 2007 fiscal year. As a result, companies such as KPN no 
longer need to provide reconciliations to U.S. GAAP.

Exhibit 6 provides an example of a company’s disclosures concerning revaluation. Th e 
exhibit shows an excerpt from the 2006 annual report of KPN, a Dutch telecommunications 
and multimedia company. Th e excerpt is from the section of the annual report in which the 
company explains diff erences between its reporting under IFRS and its reporting under U.S. 
GAAP.17One of these diff erences, as previously noted, is that U.S. GAAP do not allow reval-
uation of fixed assets held for use. KPN elected to report a class of fixed assets (cables) at fair 
value and explained that under U.S. GAAP, using the cost model, the value of the class at the 
end of 2006 would have been €350 million lower.

EXHIBIT 6 Impact of Revaluation

Excerpt from the annual report of Koninklijke KPN N. V. (NYSE: KPN) explaining certain diff erences 
between IFRS and U.S. GAAP regarding “Deemed cost fixed assets”:

KPN elected the exemption to revalue certain of its fixed assets upon the transition to IFRS to 
fair value and to use this fair value as their deemed cost. KPN applied the depreciated replace-
ment cost method to determine this fair value. Th e revalued assets pertain to certain cables, 
which form part of property, plant & equipment. Under U.S. GAAP, this revaluation is not 
allowed and therefore results in a reconciling item. As a result, the value of these assets as of 
December 31, 2006, under U.S. GAAP is EUR 350 million lower (2005: EUR 415 million; 
2004: EUR 487 million) than under IFRS.

Source: KPN’s Form 20-F, p. 168, filed 1 March 2007.

Clearly, the use of the revaluation model as opposed to the cost model can have a signifi-
cant impact on the financial statements of companies. Th is has potential consequences for 
comparing financial performance using financial ratios of companies that use diff erent models.

5. IMPAIRMENT OF ASSETS

In contrast with depreciation and amortization charges, which serve to allocate the depreciable cost 
of a long-lived asset over its useful life, impairment charges reflect an unanticipated decline in the 
value of an asset. Both IFRS and U.S. GAAP require companies to write down the carrying amount 
of impaired assets. Impairment reversals are permitted under IFRS but not under U.S. GAAP.
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An asset is considered to be impaired when its carrying amount exceeds its recoverable 
amount (“the higher of fair value less cost to sell or value in use” according to IAS 36 Impair-
ment of Assets) or under U.S. GAAP when its carrying amount exceeds its fair value. Under 
U.S. GAAP, however, impairment losses are only recognizable when the carrying amount of 
the impaired asset is determined to be not recoverable. Th erefore, in general, impairment 
losses are recognized when the asset’s carrying amount is not recoverable. However, IFRS and 
U.S. GAAP define recoverability diff erently. Th e following paragraphs describe accounting for 
impairment for diff erent categories of assets.

5.1. Impairment of Property, Plant, and Equipment

Accounting standards do not require that property, plant, and equipment be tested annually 
for impairment. Rather, at the end of each reporting period (generally, a fiscal year), a company 
assesses whether there are indications of asset impairment. If there is no indication of impair-
ment, the asset is not tested for impairment. If there is an indication of impairment, such as 
evidence of obsolescence, decline in demand for products, or technological advancements, the 
recoverable amount of the asset should be measured in order to test for impairment. For prop-
erty, plant, and equipment, impairment losses are recognized when the asset’s carrying amount 
is not recoverable; the carrying amount is more than the recoverable amount. Th e amount of 
the impairment loss will reduce the carrying amount of the asset on the balance sheet and will 
reduce net income on the income statement. Th e impairment loss is a noncash item and will 
not aff ect cash from operations.

IFRS and U.S. GAAP diff er somewhat both in the guidelines for determining that im-
pairment has occurred and in the measurement of an impairment loss. Under IAS 36, an 
impairment loss is measured as the excess of carrying amount over the recoverable amount of 
the asset. Th e recoverable amount of an asset is defined as “the higher of its fair value less costs 
to sell and its value in use.” Value in use is a discounted measure of expected future cash flows. 
Under U.S. GAAP, assessing recoverability is separate from measuring the impairment loss. 
An asset’s carrying amount is considered not recoverable when it exceeds the undiscounted 
expected future cash flows. If the asset’s carrying amount is considered not recoverable, the im-
pairment loss is measured as the diff erence between the asset’s fair value and carrying amount.

EXAMPLE 13 Impairment of Property, Plant, and Equipment

Sussex, a hypothetical manufacturing company in the United Kingdom, has a machine 
it uses to produce a single product. Th e demand for the product has declined substan-
tially since the introduction of a competing product. Th e company has assembled the 
following information with respect to the machine:

Carrying amount £18,000

Undiscounted expected future cash flows £19,000

Present value of expected future cash flows £16,000

Fair value if sold £17,000

Costs to sell £2,000

1. Under IFRS, what would the company report for the machine?
2. Under U.S. GAAP, what would the company report for the machine?
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Solution to 1: Under IFRS, the company would compare the carrying amount (£18,000) with 
the higher of its fair value less costs to sell (£15,000) and its value in use (£16,000). Th e carry-
ing amount exceeds the value in use, the higher of the two amounts, by £2,000. Th e machine 
would be written down to the recoverable amount of £16,000, and a loss of £2,000 would be 
reported in the income statement. Th e carrying amount of the machine is now £16,000. A new 
depreciation schedule based on the carrying amount of £16,000 would be developed.

Solution to 2: Under U.S. GAAP, the carrying amount (£18,000) is compared with the un-
discounted expected future cash flows (£19,000). Th e carrying amount is less than the un-
discounted expected future cash flows, so the carrying amount is considered recoverable. 
Th e machine would continue to be carried at £18,000, and no loss would be reported.

5.2. Impairment of Intangible Assets with a Finite Life

Intangible assets with a finite life are amortized (carrying amount decreases over time) and may 
become impaired. As is the case with property, plant, and equipment, the assets are not tested 
annually for impairment. Instead, they are tested only when significant events suggest the need 
to test. Th e company assesses at the end of each reporting period whether a significant event 
suggesting the need to test for impairment has occurred. Examples of such events include a 
significant decrease in the market price or a significant adverse change in legal or economic 
factors. Impairment accounting for intangible assets with a finite life is essentially the same as 
for tangible assets; the amount of the impairment loss will reduce the carrying amount of the 
asset on the balance sheet and will reduce net income on the income statement.

5.3. Impairment of Intangibles with Indefinite Lives

Intangible assets with indefinite lives are not amortized. Instead, they are carried on the balance 
sheet at historical cost but are tested at least annually for impairment. Impairment exists when 
the carrying amount exceeds its fair value.

5.4. Impairment of Long-Lived Assets Held for Sale

A long-lived (noncurrent) asset is reclassified as held for sale rather than held for use when it ceas-
es to be used and management’s intent is to sell it. For instance, if a building ceases to be used and 
management’s intent is to sell it, the building is reclassified from property, plant, and equipment 
to noncurrent assets held for sale. At the time of reclassification, assets previously held for use are 
tested for impairment. If the carrying amount at the time of reclassification exceeds the fair value 
less costs to sell, an impairment loss is recognized and the asset is written down to fair value less 
costs to sell. Long-lived assets held for sale cease to be depreciated or amortized.

5.5. Reversals of Impairments of Long-Lived Assets

After an asset has been deemed impaired and an impairment loss has been reported, the asset’s 
recoverable amount could potentially increase. For instance, a lawsuit appeal may successfully chal-
lenge a patent infringement by another company, with the result that a patent previously written 
down has a higher recoverable amount. IFRS permit impairment losses to be reversed if the re-
coverable amount of an asset increases regardless of whether the asset is classified as held for use or 
held for sale. Note that IFRS permit the reversal of impairment losses only. IFRS do not permit 
the revaluation to the recoverable amount if the recoverable amount exceeds the previous carrying 
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amount. Under U.S. GAAP, the accounting for reversals of impairments depends on whether the 
asset is classified as held for use or held for sale.18 Under U.S. GAAP, once an impairment loss has 
been recognized for assets held for use, it cannot be reversed. In other words, once the value of an 
asset held for use has been decreased by an impairment charge, it cannot be increased. For assets 
held for sale, if the fair value increases after an impairment loss, the loss can be reversed.

6. DERECOGNITION

A company derecognizes an asset (i.e., removes it from the financial statements) when the 
asset is disposed of or is expected to provide no future benefits from either use or disposal. A 
company may dispose of a long-lived operating asset by selling it, exchanging it, or abandoning 
it. As previously described, noncurrent assets that are no longer in use and are to be sold are 
reclassified as noncurrent assets held for sale.

6.1. Sale of Long-Lived Assets

Th e gain or loss on the sale of long-lived assets is computed as the sales proceeds minus the 
carrying amount of the asset at the time of sale. An asset’s carrying amount is typically the net 
book value (i.e., the historical cost minus accumulated depreciation), unless the asset’s carrying 
amount has been changed to reflect impairment and/or revaluation, as previously discussed.

EXAMPLE 14 Calculation of Gain or Loss on the Sale 
of Long-Lived Assets

Moussilauke Diners Inc., a hypothetical company, as a result of revamping its menus to focus 
on healthier food items, sells 450 used pizza ovens and reports a gain on the sale of $1.2 
million. Th e ovens had a carrying amount of $1.9 million (original cost of $5.1 million less 
$3.2 million of accumulated depreciation). At what price did Moussilauke sell the ovens?

A. $0.7 million
B. $3.1 million
C. $6.3 million

Solution: B is correct. Th e ovens had a carrying amount of $1.9 million, and Moussi-
lauke recognized a gain of $1.2 million. Th erefore, Moussilauke sold the ovens at a price 
of $3.1 million. Th e gain on the sale of $1.2 million is the selling price of $3.1 million 
minus the carrying amount of $1.9 million. Ignoring taxes, the cash flow from the sale 
is $3.1 million, which would appear as a cash inflow from investing.

18 FASB ASC Section 360-10-35 [Property, Plant, and Equipment – Overall – Subsequent Measurement].

A gain or loss on the sale of an asset is disclosed on the income statement, either as a compo-
nent of other gains and losses or in a separate line item when the amount is material. A company 
typically discloses further detail about the sale in the management discussion and analysis and/or 
financial statement footnotes. In addition, a statement of cash flows prepared using the indirect 
method adjusts net income to remove any gain or loss on the sale from operating cash flow and 



Chapter 9 Long-Lived Assets 457

to include the amount of proceeds from the sale in cash from investing activities. Recall that the 
indirect method of the statement of cash flows begins with net income and makes all adjustments 
to arrive at cash from operations, including removal of gains or losses from nonoperating activities.

6.2. Long-Lived Assets Disposed of Other Th an by a Sale

Long-lived assets to be disposed of other than by a sale (e.g., abandoned, exchanged for anoth-
er asset, or distributed to owners in a spin-off  ) are classified as held for use until disposal.19 
Th us, the long-lived assets continue to be depreciated and tested for impairment, unless their 
carrying amount is zero, as required for other long-lived assets owned by the company.

When an asset is retired or abandoned, the accounting is similar to a sale, except that the 
company does not record cash proceeds. Assets are reduced by the carrying amount of the asset at 
the time of retirement or abandonment, and a loss equal to the asset’s carrying amount is recorded.

When an asset is exchanged, accounting for the exchange typically involves removing the carrying 
amount of the asset given up, adding a fair value for the asset acquired, and reporting any diff erence 
between the carrying amount and the fair value as a gain or loss. Th e fair value used is the fair value 
of the asset given up unless the fair value of the asset acquired is more clearly evident. If no reliable 
measure of fair value exists, the acquired asset is measured at the carrying amount of the asset given up. 
A gain is reported when the fair value used for the newly acquired asset exceeds the carrying amount of 
the asset given up. A loss is reported when the fair value used for the newly acquired asset is less than 
the carrying amount of the asset given up. If the acquired asset is valued at the carrying amount of the 
asset given up because no reliable measure of fair value exists, no gain or loss is reported.

When a spin-off  occurs, typically, an entire cash-generating unit of a company with all its 
assets is spun off . As an illustration of a spin-off , Altria Group Inc. eff ected a spin-off  of Kraft 
Foods on 30 March 2007 by distributing about 89 percent of Kraft’s shares to Altria’s share-
holders. Th e company prepared unaudited pro forma income statements and balance sheets 
(for illustrative purposes only) as if the spin-off  had occurred at the beginning of the year. 
Exhibit 7 summarizes information from the asset portion of the company’s pro forma balance 
sheets. Th e items in the column labeled “Spin-Off  of Kraft” reflect Kraft’s assets being removed 
from Altria’s balance sheet at the time of the spin-off . For example, Kraft’s property, plant, and 
equipment (net of depreciation) totaled $9.7 billion.

EXHIBIT 7 Altria Group, Inc. and Subsidiaries Pro Forma Condensed Consolidated Balance 
Sheet [partial]

As of 31 December 2006 (unaudited)

Assets ($ in millions)
Historical 

Altriaa
Spin-Off  
of Kraftb Adjustmentsc

Pro Forma 
Altria

Cash and cash equivalents $  5,020 ($239) $369 $  5,150

Receivables, net 6,070 (3,869) 2,201

Inventories 12,186 (3,506) 8,680

Other current assets 2,876 (640) 2,236

Total current assets $26,152 ($8,254) $369 $18,267

19 In a spin-off , shareholders of the parent company receive a proportional number of shares in a new, 
separate entity.

(continued)
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EXHIBIT 7 (Continued)

Assets ($ in millions)
Historical 

Altriaa
Spin-Off  
of Kraftb Adjustmentsc

Pro Forma 
Altria

Property, plant, and equipment, net 17,274 (9,693) 7,581

Goodwill 33,235 (25,553) (1,485) 6,197

Other intangible assets, net 12,085 (10,177) 1,908

Other assets 8,734 (1,897) 305 7,142

Total consumer products assets $  97,480 ($55,574) ($811) $41,095

Financial services assets 6,790 0 6,790

Total assets $104,270 ($55,574) ($811) $47,885
aHistorical consolidated balance sheet of Altria.
bReflects the removal of Kraft’s consolidated balance sheet from the Altria historical consolidated balance sheet.
cRepresents adjustments, such as for proforma cash payments by Kraft to Altria, arising from modifications to existing 
stock awards and tax contingencies, adjustments to goodwill, etc.
Source: Altria’s Form 8-K filed with the SEC on 5 April 2007.

7. PRESENTATION AND DISCLOSURES

Under IFRS, for each class of property, plant, and equipment, a company must disclose the 
measurement bases, the depreciation method, the useful lives (or, equivalently, the deprecia-
tion rate) used, the gross carrying amount and the accumulated depreciation at the beginning 
and end of the period, and a reconciliation of the carrying amount at the beginning and end of 
the period.20 In addition, disclosures of restrictions on title and pledges as security of property, 
plant, and equipment and contractual agreements to acquire property, plant, and equipment 
are required. If the revaluation model is used, the date of revaluation, details of how the fair 
value was obtained, the carrying amount under the cost model, and the revaluation surplus 
must be disclosed.

Th e disclosure requirements under U.S. GAAP are less exhaustive.21 A company must 
disclose the depreciation expense for the period, the balances of major classes of depreciable 
assets, accumulated depreciation by major classes or in total, and a general description of the 
depreciation method(s) used in computing depreciation expense with respect to the major 
classes of depreciable assets.

Under IFRS, for each class of intangible assets, a company must disclose whether the use-
ful lives are indefinite or finite. If finite, for each class of intangible asset, a company must dis-
close the useful lives (or, equivalently, the amortization rate) used, the amortization methods 
used, the gross carrying amount and the accumulated amortization at the beginning and end 
of the period, where amortization is included on the income statement, and a reconciliation of 
the carrying amount at the beginning and end of the period.22 If an asset has an indefinite life, 
the company must disclose the carrying amount of the asset and why it is considered to have 

20 IAS 16 Property, Plant and Equipment, paragraphs 73–78 [Disclosure].
21 FASB ASC Section 360-10-50 [Property, Plant, and Equipment – Overall – Disclosure].
22 IAS 38 Intangible Assets, paragraphs 118–128 [Disclosure].
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an indefinite life. Similar to property, plant, and equipment, disclosures of restrictions on title 
and pledges as security of intangible assets and contractual agreements to acquire intangible 
assets are required. If the revaluation model is used, the date of revaluation, details of how the 
fair value was obtained, the carrying amount under the cost model, and the revaluation surplus 
must be disclosed.

Under U.S. GAAP, companies are required to disclose the gross carrying amounts and 
accumulated amortization in total and by major class of intangible assets, the aggregate amor-
tization expense for the period, and the estimated amortization expense for the next five fiscal 
years.23

Th e disclosures related to impairment losses also diff er under IFRS and U.S. GAAP. Un-
der IFRS, a company must disclose for each class of assets the amounts of impairment losses 
and reversals of impairment losses recognized in the period and where those are recognized on 
the financial statements.24 Th e company must also disclose in aggregate the main classes of 
assets aff ected by impairment losses and reversals of impairment losses and the main events and 
circumstances leading to recognition of these impairment losses and reversals of impairment 
losses. Under U.S. GAAP, there is no reversal of impairment losses. Th e company must disclose 
a description of the impaired asset, what led to the impairment, the method of determining 
fair value, the amount of the impairment loss, and where the loss is recognized on the financial 
statements.25

Disclosures about long-lived assets appear throughout the financial statements: in the 
balance sheet, the income statement, the statement of cash flows, and the notes. Th e balance 
sheet reports the carrying value of the asset. For the income statement, depreciation expense 
may or may not appear as a separate line item. Under IFRS, whether the income statement 
discloses depreciation expense separately depends on whether the company is using a “nature 
of expense” method or a “function of expense” method. Under the nature of expense meth-
od, a company aggregates expenses “according to their nature (for example, depreciation, 
purchases of materials, transport costs, employee benefits and advertising costs), and does 
not reallocate them among functions within the entity.”26 Under the function of expense 
method, a company classifies expenses according to the function, for example as part of 
cost of sales or of SG&A (selling, general, and administrative expenses). At a minimum, a 
company using the function of expense method must disclose cost of sales, but the other 
line items vary.

Th e statement of cash flows reflects acquisitions and disposals of fixed assets in the invest-
ing section. In addition, when prepared using the indirect method, the statement of cash flows 
typically shows depreciation expense (or depreciation plus amortization) as a line item in the 
adjustments of net income to cash flow from operations. Th e notes to the financial statements 
describe the company’s accounting method(s), the range of estimated useful lives, historical 
cost by main category of fixed asset, accumulated depreciation, and annual depreciation ex-
pense.

To illustrate financial statement presentation and disclosures, the following example pro-
vides excerpts relating to intangible assets and property, plant, and equipment from the annual 
report of Vodafone Group Plc for the year ended 31 March 2009.

23 FASB ASC Section 350-30-50 [Intangibles – General – Disclosure].
24 IAS 36 Impairment  of Assets, paragraphs 126–131 [Disclosure].
25 FASB ASC Section 360-10-50 [Property, Plant, and Equipment – Overall – Disclosure] and FASB 
ASC Section 350-30-50 [Intangibles – General – Disclosure].
26 IAS 1 paragraph 102.
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EXAMPLE 15 Financial Statement Presentation and Disclosures 
for Long-Lived Assets

Th e following exhibits include excerpts from the annual report for the year ended 31 
March 2009 of Vodafone Group Plc (London: VOD), a global mobile telecommunica-
tions company headquartered in the United Kingdom.

EXHIBIT 8 Vodafone Group Plc Excerpts from the Consolidated Financial Statements

Excerpt from the Consolidated Income Statement
For the Years Ended 31 March (currency in £ millions)

Note 2009 2008

Revenue 3 41,017 35,478

Impairment losses 10* (5,900) —

Operating profit/(loss) 4 5,857 10,047

Profit/(loss) before taxation 4,189 9,001

Income tax expense 6 (1,109) (2,245)

Profit/(loss) for the financial year 
from continuing operations 3,080 6,756

Loss for the year from discontinued operations 30 — —

Profit/(loss) for the financial year 3,080 6,756

Attributable to:

– Equity shareholders 23 3,078 6,660

– Minority interests 2 96

3,080 6,756

*Notes relating to property, plant, and equipment and intangible assets are underlined.

Excerpt from the Consolidated Statement of Recognized Income and Expense for the Years
Ended 31 March (currency in £ millions)

Note 2009 2008

(Losses)/gains on revaluation of available-for-sale 
investments, net of tax 22 (2,383) 1,949
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EXHIBIT 8 (Continued)

Excerpt from the Consolidated Statement of Recognized Income and Expense for the Years Ended 
31 March (currency in £ millions)

Note 2009 2008

Revaluation gain 22 68 —

Net gain/(loss) recognized directly in equity 9,854 6,909

Profit/(loss) for the financial year 3,080 6,756

Total recognized income and expense relating to the year 12,934 13,665

Attributable to:

– Equity shareholders 13,037 13,912

– Minority interests (103) (247)

12,934 13,665

Excerpt from the Consolidated Balance Sheet at 31 March (currency in £ millions)

Note 2009 2008

Noncurrent assets

Goodwill 9 53,958 51,336

Other intangible assets 9 20,980 18,995

Property, plant and equipment 11 19,250 16,735

139,670 118,546

Current assets 13,029 8,724

Total assets 152,699 127,270

Equity

Accumulated other recognized income and expense 22 20,517 10,588

Total equity 84,777 76,471

Noncurrent liabilities 39,975 28,826

Current liabilities 27,947 21,973

Total equity and liabilities 152,699 127,270
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EXHIBIT 9 Vodafone Group Plc Excerpts from the Notes to the Consolidated Financial 
Statements

Excerpt from Note 9. Intangible Assets (currency in £ millions)

Intangible Assets Goodwill
Licenses and 

Spectrum
Computer 
Software Other Total

Cost:

31 March 2008 91,762 22,040 5,800 1,188 120,790

Exchange movements 14,298 2,778 749 153 17,978

Arising on acquisition 613 199 69 130 1,011

Additions — 1,138 1,144 — 2,282

Disposals — (1) (403) — (404)

Transfer to investments in 
associated undertakings (9) (16) — — (25)

31 March 2009 106,664 26,138 7,359 1,471 141,632

Accumulated impairment losses and amortization:

31 March 2008 40,426 5,132 4,160 741 50,459

Exchange movements 6,630 659 569 126 7,984

Amortization charge for the year — 1,522 885 346 2,753

Impairment losses 5,650 250 — — 5,900

Disposals — — (391) — (391)

Transfers to investments in 
associated undertakings — (11) — — (11)

31 March 2009 52,706 7,552 5,223 1,213 66,694

Net book value:

31 March 2008 51,336 16,908 1,640 447 70,331

31 March 2009 53,958 18,586 2,136 258 74,938

For licenses and spectrum and other intangible assets, amortization is included within 
the cost of sales line within the consolidated income statement. Licenses and spectrum 
with a net book value of £2,765m (2008: £nil) have been pledged as security against 
borrowings.

Excerpt from Note 10. Impairment
Impairment losses
Impairment losses recognized in the consolidated income statement as a separate line 
item within operating profit, in respect of goodwill and licenses and spectrum fees are 
as follows (£m):
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Cash Generating Unit Reportable Segment 2009 2008 2007

— —

Turkey Other Africa and Central Europe 2,250 — —

— —

Total 5,900 — 11,600

. . . Th e impairment losses were based on value in use calculations. . . .

Turkey
. . . At 30 September 2008, the goodwill was impaired by £1,700 million. . . . During 
the second half of the 2009 financial year, impairment losses of £300 million in relation 
to goodwill and £250 million in relation to licenses and spectrum resulted from adverse 
changes in both the discount rate and a fall in the long-term GDP growth rate. Th e cash 
flow projections .  .  . were substantially unchanged from those used at 30 September 
2008. . . .

Sensitivity to changes in assumptions
. . . Th e estimated recoverable amount of the Group’s operations in Spain, Turkey, and 
Ghana equaled their respective carrying value and, consequently, any adverse change in 
key assumption would, in isolation, cause a further impairment loss to be recognized. . . .

Th e changes in the following table to assumptions used in the impairment review 
would, in isolation, lead to an (increase)/decrease to the aggregate impairment loss rec-
ognized in the year ended 31 March 2009:

Spain Turkey Ghana All Other

Increase by 2%
£bn

Decrease by 2%
£bn

Pretax adjusted discount rate (0.4) 0.6

Long-term growth rate 0.3 (0.2)

Budgeted EBITDA 0.1 (0.1)

Budgeted capital expenditure (0.1) 0.1

Excerpt from Note 11. Property, Plant, and Equipment
Th e net book value of land and buildings and equipment, fixtures, and fittings includes 
£106 million and £82 million, respectively (2008: £110 million and £51 million) in 
relation to assets held under finance leases. Included in the net book value of land and 
buildings and equipment, fixtures and fittings are assets in the course of construction, 
which are not depreciated, with a cost of £44 million and £1,186 million, respectively 
(2008: £28 million and £1,013 million). Property, plant, and equipment with a net 
book value of £148 million (2008: £1,503 million) has been pledged as security against 
borrowings.
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Excerpt from Note 22. Movements in Accumulated Other Recognized Income and 
Expense (currency in £ millions)

Translation
Reserve

Pensions
Reserve

Available-for-Sale 
Investments Reserve

Asset
Revaluation

Surplus Other Total

31 March 2008 5,974 (96) 4.531 112 37 10,558

Gains/(losses) arising 
in the year

68 10,023

Transfer to the income 
statement on disposal

— (3)

Tax eff ect — (61)

31 March 2009 18,451 (259 ) 2,148 180 (3 ) 20,517

1. As of 31 March 2009, what percentage of other intangible assets and property, 
plant, and equipment is pledged as security against borrowings?

2. What caused the £250 million impairment losses in relation to licenses and spec-
trum during the year ended 31 March 2009?

3. By what amount would impairment losses related to Turkey change if the pretax 
adjusted discount rate decreased by 2 percent?

4. Where are impairment losses reported on the financial statements? Where is amor-
tization included within the consolidated income statement?

5. What percentage of property, plant, and equipment, based on net book value, is 
held under finance leases rather than owned as of 31 March 2009?

6. Th e gains and losses arising in the year on asset revaluation most likely are:
A. reflected on the consolidated income statement.
B. reported in the notes to the financial statements only.
C. recognized directly in equity and shown on the consolidated statement of rec- 

ognized income and expense.

Solution to 1: Assets that have been pledged as security against borrowings are licenses 
and spectrum, with a net book value of £2,765 million (Note 9), and property, plant, 
and equipment, with a net book value of £148 million (Note 11). Th ese assets repre-
sent 7.24 percent [(2,765 + 148)/(20,980 + 19,250)] of the other intangible assets and 
property, plant, and equipment.

Solution to 2: Th e £250 million impairment losses in relation to licenses and spectrum 
resulted from an increase in the pretax adjusted discount rate and a decrease in the long- 
term growth rate in Turkey (Note 10).

Solution to 3: A 2 percent decrease in the pretax adjusted discount rate related to Turkey 
would reduce impairment losses by £0.6 billion or £600 million (Note 10).
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Solution to 4: Impairment losses are reported on the consolidated income statement 
(Exhibit 8). Impairment losses reduce the value of the assets impaired (Note 9) and are 
thus recognized within the consolidated balance sheet. Amortization is included within 
the cost of sales line within the consolidated income statement (Note 9).

Solution to 5: Th e net book value of land and buildings and equipment, fixtures, and 
fittings includes £106 million and £82 million, respectively, in relation to assets held 
under finance leases (Note 22). Th e sum of these values represents 0.98 percent of the 
property, plant, and equipment [(106 + 82)/19,250].

Solution to 6: C is correct. Th e gains and losses arising in the year on asset revaluation 
are recognized directly in equity and shown on the consolidated statement of recognized 
income and expense. Th ey are also reported in the notes to the financial statements 
(Note 22).

Note that the exhibits in the previous example contain relatively brief excerpts from the 
company’s disclosures. Th e complete text of the disclosures concerning the company’s noncur-
rent assets spans seven diff erent footnotes, most of which are several pages long. In addition 
to information about the discount rate and other assumptions used to calculate impairment 
charges, the disclosures provide information about the sensitivity of impairment charges to 
changes in the assumptions.

Overall, an analyst can use the disclosures to understand a company’s investments in 
tangible and intangible assets, how those investments changed during a reporting period, how 
those changes aff ected current performance, and what those changes might indicate about 
future performance.

Ratios used in analyzing fixed assets include the fixed asset turnover ratio and several asset 
age ratios. Th e fixed asset turnover ratio (total revenue divided by average net fixed assets) 
reflects the relationship between total revenues and investment in PPE. Th e higher this ratio, 
the higher the amount of sales a company is able to generate with a given amount of invest-
ment in fixed assets. A higher asset turnover ratio is often interpreted as an indicator of greater 
efficiency.

Asset age ratios generally rely on the relationship between historical cost and depreciation. 
Under the revaluation model (permitted under IFRS but not U.S. GAAP), the relationship be-
tween carrying amount, accumulated depreciation, and depreciation expense will diff er when 
the carrying amount diff ers significantly from the depreciated historical cost. Th erefore, the 
following discussion of asset age ratios applies primarily to PPE reported under the cost model.

Asset age and remaining useful life, two asset age ratios, are important indicators of a 
company’s need to reinvest in productive capacity. Th e older the assets and the shorter the 
remaining life, the more a company may need to reinvest to maintain productive capacity. Th e 
average age of a company’s asset base can be estimated as accumulated depreciation divided by 
depreciation expense. Th e average remaining life of a company’s asset base can be estimated as 
net PPE divided by depreciation expense. Th ese estimates simply reflect the following relation-
ships for assets accounted for on a historical cost basis: total historical cost minus accumulated 
depreciation equals net PPE; and, under straight-line depreciation, total historical cost less 
salvage value divided by estimated useful life equals annual depreciation expense. Equivalently, 
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total historical cost less salvage value divided by annual depreciation expense equals estimated 
useful life. Assuming straight-line depreciation and no salvage value (for simplicity), we have 
the following:

Estimated total useful life = Time elapsed since purchase 
(Age) + Estimated remaining life

Historical cost ÷ annual 
depreciation expense = Estimated total useful life

Historical cost = Accumulated depreciation + Net PPE

Equivalently,

Estimated total useful life = Estimated age of equipment + Estimated remaining life

Historical cost ÷
annual depreciation expense = Accumulated depreciation ÷

annual depreciation expense + Net PPE ÷
annual depreciation expense

Th e application of these estimates can be illustrated by a hypothetical example of a com-
pany with a single depreciable asset. Assume the asset initially cost $100, had an estimated 
useful life of 10 years, and an estimated salvage value of $0. Each year, the company records a 
depreciation expense of $10, so accumulated depreciation will equal $10 times the number of 
years since the asset was acquired (when the asset is 7 years old, accumulated depreciation will 
be $70). Equivalently, the age of the asset will equal accumulated depreciation divided by the 
annual depreciation expense.

In practice, such estimates are difficult to make with great precision. Companies use de-
preciation methods other than the straight-line method and have numerous assets with varying 
useful lives and salvage values, including some assets that are fully depreciated, so this approach 
produces an estimate only. Moreover, fixed asset disclosures are often quite general. Conse- 
quently, these estimates may be primarily useful to identify areas for further investigation.

One further measure compares a company’s current reinvestment in productive capacity. 
Comparing annual capital expenditures to annual depreciation expense provides an indication 
of whether productive capacity is being maintained. It is a very general indicator of the rate at 
which a company is replacing its PPE relative to the rate at which PPE is being depreciated.

EXAMPLE 16 Using Fixed Asset Disclosure to Compare Companies’ 
Fixed Asset Turnover and Average Age of Depreciable Assets

You are analyzing the property, plant, and equipment of three international paper and 
paper products companies:

• AbitibiBowater Inc. (NYSE: ABY) is a Canadian company that manufactures news-
print, commercial printing papers, and other wood products.

• International Paper Company (NYSE: IP) is a U.S. paper and packaging company.
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• UPM-Kymmene Corporation (UPM) is a Finnish company that manufactures fine 
and specialty papers, newsprint, magazine papers, and other related products. Th e 
company’s common stock is listed on the Helsinki and New York stock exchanges.

Exhibit 10 presents selected information from the companies’ financial statements.

EXHIBIT 10

Currency
(in millions):

ABY 
Canadian $

IP 
U.S. $

UPM 
Euro €

Historical cost total 
PPE, end of year $9,013 $29,815 €16,382

Accumulated 
depreciation, end 
of year 4,553 15,613 10,694

Net PPE, end of year 4,460 14,202 5,688

Land included in PPE 161 Not separated 347

Average Net PPE 5,067 12,172 5,934

Net Sales 6,771 24,829 9,461

Annual depreciation 
expense (annual 
impairment) 726 1,347 (182)

Capital expenditure 186 1,002 558

Accounting standards Canadian GAAP U.S. GAAP IFRS

PPE measurement Historical cost Historical cost Historical cost

Depreciation method Straight-line Units-of-production for 
pulp and paper mills;* 
straight-line for other

Straight-line

Useful life of assets, in 
years, except as noted

20–40 (buildings);
5–20 (machinery 
and equipment); 40 
(power plants)

Straight-line depreciation 
rates are 2.5% to 8.5% 
(buildings) and 5% to 33% 
(machinery and equipment)

25–40 (buildings);
15–20 (heavy 
equip.); 5–15 
(light equip.)

* Pulp and paper mills historical cost as disclosed in a footnote total $21,819 million. Depreciation 
expense and accumulated depreciation is not separately reported for mills.
Sources: For ABY, Form 10-K for the year ended 31 December 2008, filed 31 March 2009. For 
IP, Form 10-K for the year ended 31 December 2008, filed 20 February 2009. For UPM, annual 
report for the year ended 31 December 2008.

1. Based on the earlier data for each company, estimate the total useful life, age, and 
remaining useful life of PPE.

2. Interpret the estimates. What items might aff ect comparisons across these companies?
3. How does each company’s 2008 depreciation expense compare to its capital expen-

ditures for the year?
4. Calculate and compare fixed asset turnover for each company.
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Solution to 1: Th e following table presents the estimated total useful life, estimated age, 
and estimated remaining useful life of PPE for each of the companies.

Estimates ABY IP UPM

Estimated total useful life (years) 12.4 22.1 22.0

Estimated age (years) 6.3 11.6 14.4

Estimated remaining life (years) 6.1 10.5 7.6

Th e computations are explained using UPM’s data. Th e estimated total useful life 
of PPE is total historical cost of PPE of €16,382 divided by annual depreciation expense 
of €745, giving 22.0 years. Estimated age and estimated remaining life are obtained by 
dividing accumulated depreciation of €10,694 and net PPE of €5,688 by the annual 
depreciation expense of €745, giving 14.4 years and 7.6 years, respectively.

Ideally, the estimates of asset lives illustrated in this example should exclude land, 
which is not depreciable, when the information is available; however, IP does not sep-
arately disclose land. We will use UPM, for which land appeared to be disclosed sep-
arately in the previous table, to illustrate the estimates with adjusting for land. As an 
illustration of the calculations to exclude land, excluding UPM’s land would give an 
estimated total useful life for the nonland PPE of 21.5 years [(total cost €16,382 minus 
land cost of €347) divided by annual depreciation expense of €745 million].

Solution to 2: Th e estimated total useful life suggests that IP and UPM depreciate PPE 
over a much longer period than ABY: 22.1 and 22.0 years for IP and UPM, respectively, 
versus 12.4 years for ABY. Th is result can be compared, to an extent, to the useful life of 
assets noted by the companies, and the composition of fixed assets. For instance, ABY 
and UPM depreciate their buildings over similar periods and their equipment over the 
same period (5 to 20 years). Th at the estimated useful life of PPE overall diff ers so much 
between the companies suggests that equipment reflects a higher proportion of ABY’s 
assets. An inspection of the companies’ footnoted information (not shown) on asset 
composition confirms that equipment accounts for a larger portion of ABY gross fixed 
assets (86%) compared to UPM (76%).

Th e estimated age of the equipment suggests that ABY has the newest PPE with 
an estimated age of 6.3 years. Additionally, the estimates suggest that around 50 per-
cent of ABY’s assets’ useful lives have passed (6.3 years ÷ 12.4 years, or equivalently, 
C$4,553 million ÷ C$9,013 million). In comparison, around 67 percent of the useful 
lives of the PPE of UPM have passed. Items that can aff ect comparisons across the 
companies include business diff erences, such as diff erences in composition of the com-
panies’ operations and diff erences in acquisition and divestiture activity. In addition, the 
companies all report under diff erent accounting standards, and IP discloses that it uses 
the units-of-production method for the largest component of its PPE. Diff erences in 
disclosures, for example, in the categories of assets disclosed, also can aff ect comparisons.

Solution to 3: Capital expenditure as a percentage of depreciation is 26 percent for ABY, 
74 percent for IP, and 75 percent for UPM. Based on this measure, IP and UPM are 
replacing their PPE at rates closer to the rate PPE are being depreciated. ABY’s measure 
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suggests the company is replacing its PPE at a slower rate than the PPE is being depre-
ciated, consistent with the company’s apparently newer asset base.

Solution to 4: Fixed asset turnover for each company is presented here, calculated as 
total revenues divided by average net PPE. Net sales is used as an approximation for total 
revenues, because diff erences like sales returns are not consistently disclosed by compa-
nies. We can see that IP’s fixed asset turnover is highest, implying it is able to generate 
more sales from each unit of investment in fixed assets.

ABY IP UPM

Fixed Asset Turnover 1.3 2.0 1.6

Currency, millions of: Canadian $ U.S. $ Euro €

Net Sales 6,771 24,829 9,461

Average Net PPE 5,067 12,172 5,934

8. INVESTMENT PROPERTY

Investment property is defined under IFRS as property that is owned (or, in some cases, leased 
under a finance lease) for the purpose of earning rentals or capital appreciation or both.27 An 
example of investment property is a building owned by a company and leased out to tenants. 
In contrast, other long-lived tangible assets (i.e., property considered to be property, plant, 
and equipment) are owner-occupied properties used for producing the company’s goods and 
services or for housing the company’s administrative activities. Investment properties do not 
include long-lived tangible assets held for sale in the ordinary course of business. For example, 
the houses and property owned by a housing construction company are considered to be its 
inventory.

Under IFRS, companies are allowed to value investment properties using either a cost 
model or a fair value model. Th e cost model is identical to the cost model used for property, 
plant, and equipment. Th e fair value model, however, diff ers from the revaluation model used 
for property, plant, and equipment. Under the revaluation model, whether an asset revaluation 
aff ects net income depends on whether the revaluation initially increases or decreases the carry-
ing amount of the asset. In contrast, under the fair value model, all changes in the fair value of 
the asset aff ect net income. To use the fair value model, a company must be able to reliably de-
termine the property’s fair value on a continuing basis.28 Under U.S. GAAP, there is no specific 
definition of investment property. Most operating companies and real estate companies in the 
United States that hold investment-type property use the historical cost model.

Example 17 presents an excerpt from the annual report of a property company reporting 
under IFRS.

27 IAS 40 Investment Property prescribes the accounting treatment for investment property.
28 Fair value of investment property is defined as the price at which the property could be exchanged 
between knowledgeable,  willing parties in an arm’s length transaction  (IAS 40 Investment Property, 
paragraph 36).



470 International Financial Statement Analysis

EXAMPLE 17 Financial Statement Presentation and Disclosures 
for Long-Lived Assets

Th e following exhibit presents an excerpt from the annual report for the year ended 
31 March 2009 of Daejan Holdings PLC (London: DJAN), a property company head- 
quartered in the United Kingdom.

EXHIBIT 11 Excerpt from the Consolidated Income Statements at 31 March (Currency in 
£ thousands)

2009 2008
Gross rental income 83,918 73,590
Service charge income 12,055 13,362
Total Rental and Related Income from Investment Properties 95,973 86,952
Property operating expenses (53,470) (46,464)
Net Rental and Related Income from Investment Properties 42,503 40,488
Profit on Disposal of Investment Properties 6,758 6,578
Valuation gains on investment properties 6,646 46,646
Valuation losses on investment properties (268,249) (25,982)
Net Valuation (Losses)/Gains on Investment Properties (261,603) 20,664
Administrative expenses (12,039) (8,629)
Net Operating (Loss)/Profit before Net Financing Costs (224,381) 59,101

1. What was the primary cause of the company’s £224,381 thousand net operating loss 
before net financing costs for the year ended 31 March 2009?

2. What was the primary cause of the company’s £59,101 thousand net operating 
profit before financing costs for the year ended 31 March 2008?

3. What was the primary cause of the change from a £59,101 thousand net operating 
profit in 2008 to a £224,381 thousand net operating loss in 2009?

4. Do the valuation gains and losses on investment properties indicate that the proper-
ties have been sold?

Solution to 1: Th e primary cause of the company’s net operating loss for the year ended 
31 March 2009 was the net valuation loss on investment properties. Th e net valuation 
loss of £262 million (valuation gain of £6,646 thousand minus the valuation loss of 
£268,249 thousand) exceeded the company’s net rental income plus its profit on dispos-
al of investment properties.

Solution to 2: Th e primary cause of the company’s net operating profit for the year end-
ed 31 March 2008 was the £40 million net rental income. Additionally, the company 
reported net valuation gains on investment properties of £21 million (valuation gain of 
£46,646 thousand minus the valuation loss of £25,982 thousand) and profit on disposal 
of investment properties of £7 million.
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Solution to 3: Th e change from a net operating profit to a net operating loss was primar-
ily due to valuation gains exceeding valuation losses (net valuation gains) in 2008 and 
valuation losses significantly exceeding valuation gains (net valuation losses) in 2009.

Solution to 4: No. Th e valuation gains and losses on investment properties arise from 
changes in the fair value of properties that are owned by the company. Th e gains and 
losses on properties that have been sold are reported as Profit (Loss) on Disposal of 
Investment Properties. In neither 2008 nor 2009 did the company experience a loss on 
disposal of investment properties so the line item was reported as Profit on Disposal of 
Investment Properties.

In general, a company must apply its chosen model (cost or fair value) to all of its invest-
ment property. If a company chooses the fair value model for its investment property, it must 
continue to use the fair value model until it disposes of the property or changes its use such 
that it is no longer considered investment property (e.g., it becomes owner-occupied property 
or part of inventory). Th e company must continue to use the fair value model for that property 
even if transactions on comparable properties, used to estimate fair value, become less frequent.

Certain valuation issues arise when a company changes the use of property such that it 
moves from being an investment property to owner-occupied property or part of inventory. 
If a company’s chosen model for investment property is the cost model, such transfers do not 
change the carrying amount of the property transferred. If a company’s chosen model is the fair 
value model, transfers from investment property to owner-occupied property or to inventory 
are made at fair value. In other words, the property’s fair value at the time of transfer is con-
sidered to be its cost for ongoing accounting for the property. If a company’s chosen model for 
investment property is the fair value model and it transfers a property from owner-occupied 
to investment property, the change in measurement of the property from depreciated cost to 
fair value is treated like a revaluation. If a company’s chosen model is the fair value model 
and it transfers a property from inventory to investment property, any diff erence between the 
inventory carrying amount and the property’s fair value at the time of transfer is recognized as 
profit or loss.

Investment property appears as a separate line item on the balance sheet. Companies are 
required to disclose whether they use the fair value model or the cost model for their invest-
ment property. If the company uses the fair value model, it must make additional disclosures 
about how it determines fair value and must provide reconciliation between the beginning and 
ending carrying amounts of investment property. If the company uses the cost model, it must 
make additional disclosures similar to those for property, plant, and equipment—for example, 
the depreciation method and useful lives must be disclosed. In addition, if the company uses 
the cost model, it must also disclose the fair value of investment property.

9. LEASING

A lease is a contract between the owner of an asset—the lessor—and another party seeking 
use of the assets—the lessee. Th rough the lease, the lessor grants the right to use the asset to 
the lessee. Th e right to use the asset can be a long period, such as 20 years, or a much shorter 
period, such as a month. In exchange for the right to use the asset, the lessee makes periodic 
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lease payments to the lessor. A lease, then, is a form of financing to the lessee provided by the 
lessor that enables the lessee to purchase the use of the leased asset.

9.1. Th e Lease versus Buy Decision

Th ere are several advantages to leasing an asset compared to purchasing it. Leases can provide 
less costly financing, usually require little, if any, down payment, and are often at fixed interest 
rates. Th e negotiated lease contract may contain less restrictive provisions than other forms of 
borrowing. A lease can also reduce the risks of obsolescence, residual value, and disposition 
to the lessee because the lessee does not own the asset. Th e lessor may be better positioned 
to manage servicing the asset and to take advantage of tax benefits of ownership. As a result, 
leasing the asset may be less costly than owning the asset for the lessee.

Leases also have perceived financial and tax reporting advantages. While providing a form 
of financing, certain types of leases are not reported as debt on the balance sheet. Th e items 
leased under these types of leases also do not appear as assets on the balance sheet. Th erefore, 
no interest expense or depreciation expense is included in the income statement. Additionally, 
in some countries such as the United States, financial reporting standards may diff er from re-
porting under tax regulations; thus, in some cases, a company may own an asset for tax purpos-
es (and thus obtain deductions for depreciation expense for tax purposes) while not reflecting 
the ownership in its financial statements. A lease that is structured to provide a company with 
the tax benefits of ownership while not requiring the asset to be reflected on the company’s 
financial statements is known as a synthetic lease.

9.2. Finance versus Operating Leases

Diff erences in economic substance and accounting exist for two main types of leases—finance 
and operating. Th e economic substance of a finance (or capital)29 lease is diff erent from an op-
erating lease, as are the implications of each for the financial statements of the lessee and lessor. 
In substance, a finance lease is equivalent to the purchase of some asset (lease to own) by the 
buyer (lessee) that is directly financed by the seller (lessor). An operating lease is an agreement 
allowing the lessee to use the asset for a period of time, essentially a rental.

Under IFRS, if substantially all the risks and rewards incidental to ownership are trans-
ferred to the lessee, the lease is classified as a finance lease and the lessee reports a leased asset 
and a lease obligation on the balance sheet.30 Otherwise, the lease is reported as an operating 
lease. While a similar principle of the transfer of benefits and risks guides U.S. GAAP, U.S. 
accounting standards are currently more prescriptive in their criteria for classifying finance and 
operating leases. Under U.S. GAAP, a lease that meets any one of four specific requirements is 
classified as a finance lease; however, recently proposed accounting standards would eliminate 
those criteria.31

29 Finance lease is IFRS terminology and capital  lease is U.S. GAAP terminology.  IAS 17 [Leases] and 
FASB ASC Topic 840 [Leases].
30 International accounting for leases is prescribed under IAS 17 [Leases].
31 Th e four criteria are: (1) ownership of the leased asset transfers to lessee at end of lease, (2) the lease con-
tains an option for the lessee to purchase the leased asset cheaply  (bargain purchase option), (3) the lease 
term is 75 percent or more of the useful life of the leased asset, and (4) the present value of lease payments 
is 90 percent or more of the fair value of the leased asset (ASC 840-10-25-1). An Exposure Draft, Leasing, 
issued jointly by the FASB and IASB in August 2010 would eliminate these criteria from U.S. GAAP.
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Th e example following illustrates and compares the accounting and financial statement 
eff ects of buying an asset using debt, leasing an asset under an operating lease, and leasing an 
asset under a finance lease.

EXAMPLE 18 Comparison of Accounting and Financial Statement 
Eff ects of the Buy versus Lease Decision

Bi-ly Company is considering the following alternatives in obtaining the use of a new 
piece of equipment at the beginning of Year 1:

Alternative 1: Buy the equipment and finance the purchase with new debt.
Alternative 2: Lease the equipment under an operating lease (the equipment is not re-

ported as an asset, the lease payments each period are treated as an operating ex-
pense on the income statement).

Alternative 3: Lease the equipment under a finance lease (the equipment is reported 
as an asset and an obligation is recorded equal to the present value of future lease 
payments).

Th e fair value of the equipment, having a five-year useful life and no salvage value, is 
$1,000. If Bi-ly leases the equipment, annual lease payments would be $264 due at the 
end of each year. Bi-ly’s discount rate is 10 percent. Th e company uses straight-line de-
preciation. (For illustration, assume the company can record the lease as either operating 
or financing.)

1. For each alternative under consideration, determine the eff ect on assets and liabili-
ties at the beginning of Year 1.

2. For each alternative, determine the eff ect on the income statement in Year 1.
3. For each alternative, calculate Bi-ly’s return on assets and debt-to-asset ratio at the 

end of Year 1. For simplicity, assume that—excluding any eff ects of Bi-ly’s choice 
among the three alternatives for obtaining the assets—total assets at the beginning 
and end of the year are $4,500, total liabilities at the beginning and end of the year 
are $3,000, and net income for the year is $800.

Solution to 1: At the beginning of Year 1, Bi-ly would show the following assets and 
debt:

Alternative 1 2 3

Buy/Lease Buy Lease Lease

Finance/Accounting Issue new debt Operating Finance*

Long-lived asset $1,000 $1,000

Debt/lease obligation  1,000  1,000

*Under a finance lease, the present value of five future lease payments of $264 discounted at 
10 percent is reported on the balance sheet as a lease obligation and an asset of $1,000 (rounded).
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Solution to 2: For Year 1, Bi-ly would show the following expenses related to the 
equipment:

Alternative 1 2 3

Rent expense $264

Depreciation expense $200 $200

Interest expense  100  100

Total expenses $300 $264 $300

For Alternatives 1 and 3, depreciation expense is the acquisition cost of $1,000 
divided by the 5-year useful life. Salvage value is 0.

For Alternatives 1 and 3, interest expense is the beginning balance of debt, $1,000 
times the discount rate of 10 percent. Each year the interest expense will decline.

For Alternative 2, rent expense is the lease payment of $264.

Solution to 3: To calculate the return on assets:

Alternative 1 2 3

Net income, excluding new asset $800 $800 $800

Add additional expenses (solution to 2) $300 $264 $300

Net income, adjusted $500 $536 $500

Total assets, beginning, excluding new asset $4,500 $4,500 $4,500

Add additional asset (solution to 1) 1,000 1,000

Total assets, beginning, adjusted $5,500 $4,500 $5,500

Total assets, end, excluding new asset $4,500 $4,500 $4,500
Add additional asset* 800 800
Total assets, end, adjusted $5,300 $4,500 $5,300
Average total assets $5,400 $4,500 $5,400
Return on assets, adjusted 9.3% 11.9% 9.3%

*Th e book value of the new asset at the end of the year is its beginning balance of $1,000 less 
$200 accumulated depreciation.

In this example, the highest return on assets is found when the equipment is leased 
under an operating lease which is expected because net income is highest and the asset 
base is lowest. Buying an asset and seeking to finance it with new debt and leasing it 
under a finance lease result in the same return on assets.

To calculate the debt-to-asset ratio at the end of the year:

Alternative 1 2 3

Total assets, end, excluding new asset $4,500 $4,500 $4,500

Add additional asset 800 800

Total assets, end, adjusted $5,300 $4,500 $5,300
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Alternative 1 2 3

Total liabilities, end, excluding new asset $3,000 $3,000 $3,000

Add additional debt* 837 837

Total liabilities, end, adjusted $3,837 $3,000 $3,837

Debt-to-asset ratio 0.724 0.667 0.724

*Additional debt at the end of the first year is the present value of the four remaining debt/lease 
payments of $264 discounted at 10 percent (and rounded).

In this example, the lowest debt-to-asset ratio is found when the equipment is 
financed through an operating lease. Buying an asset and seeking to finance it with new 
debt and leasing it under a finance lease result in the same return on assets.

9.2.1. Accounting and Reporting by the Lessee
A finance lease is economically similar to borrowing money and buying an asset; therefore, a 
company that enters into a finance lease as the lessee reports an asset (leased asset) and related 
debt (lease payable) on the balance sheet. Th e initial value of both the leased asset and the 
lease payable is the lower of the fair value of the leased asset or the present value of future lease 
payments. On the income statement, the company reports interest expense on the debt; and if 
the asset acquired is depreciable, the company reports depreciation expense. (Th e lessor, as we 
illustrate in Section 9.2.2, reports the sale of an asset and the lease as a receivable.)

Because an operating lease is economically similar to renting an asset, the lessee records a 
lease expense on its income statement during the period it uses the asset. No asset or liability 
is recorded on its balance sheet. Th e main accounting diff erences between a finance lease and 
an operating lease are that under a finance lease, reported debt and assets are higher and ex-
penses are generally higher in the early years. Because of the higher reported assets, debt, and 
expenses—and therefore the lower ROA, all else equal—lessees often prefer operating leases to 
finance leases. As we illustrate in the next section, lessors’ preferences generally diff er. Lessors 
would prefer a finance lease because, under an operating lease, lessors continue to show the 
asset and its associated financing on their balance sheets.

On the lessee’s statement of cash flows, for an operating lease, the full lease payment is 
shown as an operating cash outflow. For a finance lease, only the portion of the lease payment 
relating to interest expense potentially reduces operating cash flows,32 the portion of the lease 
payment that reduces the lease liability appears as a cash outflow in the financing section.

A company reporting a lease as an operating lease will typically show higher profits in early 
years, higher return measures in early years, and a stronger solvency position than an identical 
company reporting an identical lease as a finance lease. However, the company reporting the 
lease as a finance lease will show higher operating cash flows because a portion of the lease 
payment will be reflected as a financing cash outflow rather than an operating cash outflow.

Th e following example illustrates the eff ect on a lessee’s income, debt, and cash flows when 
reporting a lease as a finance lease versus an operating lease.

32 Interest expense may be classified as a financing cash flow or an operating cash flow under IFRS (IAS 
7 paragraph 33) but is classified  as an operating cash flow under U.S. GAAP (FASB ASC paragraph 
230-10-45-17).
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In summary, a company reporting a lease as an operating lease will typically show higher 
profits in early years, higher return measures in early years, and a stronger solvency position 
than an identical company reporting an identical lease as a finance lease.34 However, the com-
pany reporting the lease as a finance lease will show higher operating cash flows because a por-
tion of the lease payment will be reflected as a financing cash outflow rather than an operating 
cash outflow.

Th e precisely defined accounting standards in the United States that determine when a 
company should report a capital (finance) versus an operating lease enable a company to struc-
ture a lease so as to avoid meeting any of the four capital lease criteria and thereby record an 
operating lease. Similar to debt disclosures, lease disclosures show payments under both capital 
and operating leases for the next five years and afterwards. Future payments under U.S. GAAP 
are disclosed year by year for the first five years and then aggregated for all subsequent years. 
Under IFRS, future payments are disclosed for the first year, in aggregate for years two through 
five, and then in aggregate for all subsequent years. Th ese disclosures can help to estimate the 
extent of a company’s off -balance-sheet lease financing through operating leases. Example 20 
illustrates the disclosures and how these disclosures can be used to determine the eff ect on the 
financial statements if all operating leases were capitalized.

EXAMPLE 20 Financial Statement Impact of Treating Operating 
Leases as Finance Leases for the Lessee

CEC Entertainment, Inc. (NYSE: CEC) has significant commitments under capital 
(finance) and operating leases. Following is selected financial statement information and 
note disclosure to the financial statements for the company.

Commitments and Contingencies Footnote from CEC’s Financial Statements:
8. Commitments and contingencies:
Th e company leases certain restaurants and related property and equipment 
under operating and capital leases. All leases require the company to pay prop-
erty taxes, insurance, and maintenance of the leased assets. Th e leases generally 
have initial terms of 10 to 20 years with various renewal options.

Scheduled annual maturities of the obligations for capital and operating leases as of 
28 December 2008 are as follows (US$ thousands):

34 Example 11 assumes the company uses the straight-line depreciation method, which is common un-
der IFRS and U.S. GAAP. If the company estimated  depreciation expense  based on the “economic” 
depreciation of the leased asset, there would be no diff erence in reported income under a finance lease 
and operating lease.
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Years Capital Operating

2009 $  1,683 $  66,849

2010 1,683 66,396

2011 1,683 66,558

2012 1,600 65,478

2013 1,586 63,872

Th ereafter 9,970 474,754

Minimum future lease payments 18,205 $803,907

Less amounts representing interest (5,997)

Present value of future minimum lease payments 12,208

Less current portion (806)

Long-term finance lease obligation $11,402

Selected Financial Statement Information for CEC:

28 December 2008 30 December 2007

Total liabilities $608,854 $519,900

Shareholders’ equity $128,586 $217,993

1. A.  Calculate the implicit interest rate used to discount the “scheduled annual ma-
turities” under capital leases to obtain the “present value of future minimum 
lease payments” of $12,208 disclosed in the Commitments and Contingencies 
footnote. To simplify the calculation, assume that future minimum lease pay-
ments on the company’s capital leases for the “thereafter” lump sum are as fol-
lows: $1,586 on 31 December of each year from 2014 to 2019, and $454 in 
2020. Assume annual lease payments are made at the end of each year.

B.  Why is the implicit interest rate estimate in Part A important in assessing a 
company’s leases?

2. If the operating lease agreements had been treated as capital leases, what additional 
amount would be reported as a lease obligation on the balance sheet at 28 December 
2008? To simplify the calculation, assume that future minimum lease payments on 
the company’s operating leases for the “thereafter” lump sum are as follows: $63,872 
on 31 December each year from 2014 to 2020, and $27,650 in 2021. Based on the 
implicit interest rate obtained in Part 1A, use 7.245 percent to discount future cash 
flows on the operating leases.

3. What would be the eff ect on the debt-to-equity ratio of treating all operating leases 
as finance leases (i.e., the ratio of total liabilities to equity) at 28 December 2008?

Solution to 1A: Th e implicit interest rate on finance leases is 7.245 percent. Th e implicit 
interest rate used to discount the finance lease payments is the internal rate of return 
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on the stream of cash flows; that is, the interest rate that will make the present value of 
the lease payments equal to $12,208. You can use an Excel spreadsheet or a financial 
calculator for the computations. Set the cash flow at time zero equal to $12,208 (note 
on Excel and on most financial calculators, you will input this amount as a negative 
number), input each of the annual payments on the finance leases, and solve for the 
internal rate of return.

To demonstrate how the internal rate of return corresponds to the individual pres-
ent values, refer to the following schedule of the undiscounted minimum lease payments 
based on information from footnote 8 and the assumptions given. Exhibit 12 presents 
the present value computations.

EXHIBIT 12 Present Value Computations

Implicit Interest Rate (Internal Rate of Return) based on Capital Leases (7.245%)

Fiscal Year
Years to 

Discount
Minimum Capital 

Lease Payment
Times Present Value 

Factor
Equals 

Present Value

2009 1 1,683 1/(1 + interest rate)1 1,569

2010 2 1,683 1/(1 + interest rate)2 1,463

2011 3 1,683 1/(1 + interest rate)3 1,364

2012 4 1,600 1/(1 + interest rate)4 1,210

2013 5 1,586 1/(1 + interest rate)5 1,118

2014 6 1,586 1/(1 + interest rate)6 1,042

2015 7 1,586 1/(1 + interest rate)7 972

2016 8 1,586 1/(1 + interest rate)8 906

2017 9 1,586 1/(1 + interest rate)9 845

2018 10 1,586 1/(1 + interest rate)10 788

2019 11 1,586 1/(1 + interest rate)11 735

2020 12 454 1/(1 + interest rate)12 196

Undiscounted sums of 
minimum future lease 
payments $18,205

Present value of future 
minimum lease payments $12,208 $12,208

Th e interest rate of 7.245 percent approximately equates the future minimum lease 
payments with the present value of future minimum lease payments of $12,208 that 
CEC reports.

Solution to 1B: Th e implicit interest rate is important because it will be used to estimate 
the present value of the lease obligations reported as a liability, the value of the leased 
assets on the balance sheet, the interest expense, and the lease amortization on the in-
come statement. For instance, by selecting a higher rate a company could, if desired, 
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opportunistically reduce the present value of its finance leases and thus its reported 
debt. Th e reasonableness of the implicit interest rate can be gauged by comparing it 
to the interest rates of the company’s other debt instruments outstanding, which are 
disclosed in financial statement footnotes, and by considering recent market conditions. 
Note, however, that the interest rate implicit in capitalization of the finance lease obli-
gations reflects the interest rate at the time the lease occurred and thus may diff er from 
current rates.

Solution to 2: If the operating leases had been treated as finance leases, the additional 
amount that would be reported as a lease obligation on the balance sheet at 28 Decem-
ber 2008, using a discount rate of 7.245 percent determined in Part 1 given earlier, is 
$520,256. Exhibit 13 presents the present value computations. An alternative short 
cut approach is to divide the discounted finance lease cash flows of $12,208 by the 
undiscounted finance lease cash flows of $18,205 and then apply the resulting per-
centage of 67.06 percent to the undiscounted operating lease cash flows of $803,907. 
Th e shortcut approach estimates the present value of the operating lease payments as 
$539,100, which is close to the estimate obtained using the longer method. It is likely 
to be most accurate when the timing and relative quantities of the two sets of cash flows 
are similar.

EXHIBIT 13 Present Value Computations

(Implicit Interest Rate: 7.245%)

Fiscal Year
Years to 

Discount
Operating 

Lease Payments
Times Present 
Value Factor

Equals Present 
Value

2009 1 66,849 1/(1 + 0.07245)1 $62,333

2010 2 66,396 1/(1 + 0.07245)2 57,728

2011 3 66,558 1/(1 + 0.07245)3 53,960

2012 4 65,478 1/(1 + 0.07245)4 49,498

2013 5 63,872 1/(1 + 0.07245)5 45,022

2014 6 63,872 1/(1 + 0.07245)6 41,981

2015 7 63,872 1/(1 + 0.07245)7 39,145

2016 8 63,872 1/(1 + 0.07245)8 36,500

2017 9 63,872 1/(1 + 0.07245)9 34,034

2018 10 63,872 1/(1 + 0.07245)10 31,735

2019 11 63,872 1/(1 + 0.07245)11 29,591

2020 12 63,872 1/(1 + 0.07245)12 27,592

2021 13 27,650 1/(1 + 0.07245)13 11,138

Undiscounted sum of 
future operating lease 
payment $803,907

Present value of future 
operating lease payments $520,256
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9.2.2. Accounting and Reporting by the Lessor
Lessors that report under U.S. GAAP determine whether a lease is a finance (also called “capital 
lease”) or operating lease using the same four criteria as a lessee, plus additional revenue rec-
ognition criteria. If a lessor enters into an operating lease, the lessor records any lease revenue 
when earned. Th e lessor also continues to report the leased asset on the balance sheet and the 
asset’s associated depreciation expense on the income statement.

Under a finance lease, the lessor reports a lease receivable based on the present value of 
future lease payments, and the lessor also reduces its assets by the carrying amount of the asset 
leased. Under U.S. GAAP, the carrying amount of the asset leased relative to the present value 
of lease payments distinguishes a direct financing lease from a sales-type lease. Th e income 
statement will show interest revenue on the lease.

Solution to 3: Th e debt-to-equity ratio almost doubles, increasing to 8.78x from 4.74x 
when capitalizing the operating leases. Th e adjusted debt-to-equity ratio is computed 
as follows:

Unadjusted 
for Operating 

Leases

Adjustment 
to Capitalize 

Operating Leases

Adjusted to 
Capitalize 

Operating Leases

Total liabilities $608,854 $520,256 $1,129,110

Common shareholders’ equity 128,586 128,586

Debt-to-equity ratio 4.74x 8.78x
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U.S. GAAP make a further distinction in defining two types of nonoperating leases: 
(1) direct financing leases, and (2) sales-type leases from the lessor’s perspective.36 A direct 
financing lease results when the present value of lease payments (and thus the amount recorded 
as a lease receivable) equals the carrying amount of the leased asset. Because there is no “profit” 
on the asset itself, the lessor is essentially providing financing to the lessee, and the revenues 
earned by the lessor are financing in nature (i.e., interest revenue). If, however, the present val-
ue of lease payments (and thus the amount recorded as a lease receivable) exceeds the carrying 
value of the leased asset, the lease is treated as a sale.

When a company enters into a sales-type lease, a lease agreement where the present value 
of lease payment is greater than the value of the leased asset to the lessor, it will show a profit 
on the transaction in the year of inception and interest revenue over the life of the lease.

36 IFRS does not make the distinction between a sales-type lease and a direct financing lease. However, 
a similar treatment to “sales-type” is allowed for finance leases originated by “manufacturer or dealer 
lessors,” within the general provisions for finance leases.

EXAMPLE 22 Financial Statement Impact of a Sales-Type Lease 
for the Lessor

Assume a (hypothetical) company, Selnow Inc., owns a piece of machinery and enters 
into an agreement to lease the machinery on 1 January Year 1. In the lease contract, the 
company requires four annual payments of €28,679 starting on 1 January Year 1. Th e 
present value of the lease payments (using a 10 percent discount rate) is €100,000, and 
the fair value of the equipment is €90,000. Th e useful life of the machinery is four years 
and its salvage value is zero.

1. Is the lease a direct financing or sales-type lease?
2. What is Selnow’s income related to the lease in Year 1? In Year 2? Ignore taxes.

Solution to 1: Th is is a sales-type lease: Th e present value of lease payments is more than 
the lessor’s carrying amount of the leased asset. Th e diff erence between the present value 
of the lease payments and the carrying amount of the leased asset is the lessor’s profit 
from selling the machinery. Th e lessor will record a profit of €10,000 on the sale of the 
leased equipment in Year 1 (€100,000 present value of lease payments receivable less 
€90,000 value of leased equipment).

Solution to 2: In Year 1, Selnow shows income of €17,132 related to the lease. One part 
of this is the €10,000 gain on the sale of the lease equipment (sales revenues of €100,000 
less costs of goods sold of €90,000). Selnow also shows interest revenue of €7,132 on 
its financing of the lease (lease receivable of €71,321 after the initial lease payment is 
received times the 10 percent discount rate). In Year 2, Selnow reports only the interest 
revenue of €4,977 (lease receivable of €49,774 after the 1 January lease payment is 
received times the 10 percent discount rate). Th e table following shows lease payments 
received, interest revenue, and reduction of the lease receivable for Selnow’s sales-type 
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10. SUMMARY

Understanding the reporting of long-lived assets at inception requires distinguishing between 
expenditures that are capitalized (i.e., reported as long-lived assets) and those that are expensed. 
Once a long-lived asset is recognized, it is reported under the cost model at its historical cost 
less accumulated depreciation (amortization) and less any impairment or under the revaluation 
model at its fair value. IFRS permit the use of either the cost model or the revaluation model, 
whereas U.S. GAAP require the use of the cost model. Most companies reporting under IFRS 
use the cost model. Th e choice of diff erent methods to depreciate (amortize) long-lived assets 
can create challenges for analysts comparing companies.

Key points include the following:

• Expenditures related to long-lived assets are capitalized as part of the cost of assets if they 
are expected to provide future benefits, typically beyond one year. Otherwise, expenditures 
related to long-lived assets are expensed as incurred.

• Although capitalizing expenditures, rather than expensing them, results in higher reported 
profitability in the initial year, it results in lower profitability in subsequent years; however, 
if a company continues to purchase similar or increasing amounts of assets each year, the 
profitability-enhancing eff ect of capitalization continues.

• Capitalizing an expenditure rather than expensing it results in a greater amount reported 
as cash from operations because capitalized expenditures are classified as an investing cash 
outflow rather than an operating cash outflow.

• Companies must capitalize interest costs associated with acquiring or constructing an asset 
that requires a long period of time to prepare for its intended use.

• Including capitalized interest in the calculation of interest coverage ratios provides a better 
assessment of a company’s solvency.

• IFRS require research costs be expensed but allow all development costs (not only software 
development costs) to be capitalized under certain conditions. Generally, U.S. accounting 

lease. Note that this table is the same as DIRFIN’s table in the previous example with the 
direct financing lease. Th ey are the same because the present value of the lease payments 
in both cases is the same. It is the fair value of the equipment that diff ers between the 
two examples.

Year

Lease 
Receivable, 
1 January 

(a)

Annual Lease 
Payment 
Received, 
1 January

(b)

Interest 
(at 10%; 

accrued in 
previous year)

(c)

Reduction 
of Lease 

Receivable, 
1 January

(d)

Lease Receivable on 
31 December after 
Lease Payment on 

1 January of Same year 
(e)

1 €100,000 €28,679 €0 €28,679 €71,321

2 71,321 28,679 7,132 21,547 49,774

3 49,774 28,679 4,977 23,702 26,072

4 26,072 28,679 2,607 26,072 0

€114,717 €14,717 €100,000
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standards require that research and development costs be expensed; however, certain costs 
related to software development are required to be capitalized.

• When one company acquires another company, the transaction is accounted for using the 
acquisition method of accounting in which the company identified as the acquirer allocates 
the purchase price to each asset acquired (and each liability assumed) on the basis of its fair 
value. Under acquisition accounting, if the purchase price of an acquisition exceeds the sum 
of the amounts that can be allocated to individual identifiable assets and liabilities, the excess 
is recorded as goodwill.

• Th e capitalized costs of long-lived tangible assets and of intangible assets with finite useful 
lives are allocated to expense in subsequent periods over their useful lives. For tangible as-
sets, this process is referred to as depreciation, and for intangible assets, it is referred to as 
amortization.

• Long-lived tangible assets and intangible assets with finite useful lives are reviewed for im-
pairment whenever changes in events or circumstances indicate that the carrying amount of 
an asset may not be recoverable.

• Intangible assets with an indefinite useful life are not amortized but are reviewed for impair-
ment annually.

• Impairment disclosures can provide useful information about a company’s expected cash 
flows.

• Methods of calculating depreciation or amortization expense include the straight-line meth-
od, in which the cost of an asset is allocated to expense in equal amounts each year over its 
useful life; accelerated methods, in which the allocation of cost is greater in earlier years; and 
the units-of-production method, in which the allocation of cost corresponds to the actual 
use of an asset in a particular period.

• Estimates required for depreciation and amortization calculations include the useful life of the 
equipment (or its total lifetime productive capacity) and its expected residual value at the end of 
that useful life. A longer useful life and higher expected residual value result in a smaller amount 
of annual depreciation relative to a shorter useful life and lower expected residual value.

• IFRS permit the use of either the cost model or the revaluation model for the valuation and 
reporting of long-lived assets, but the revaluation model is not allowed under U.S. GAAP.

• Under the revaluation model, carrying amounts are the fair values at the date of revaluation 
less any subsequent accumulated depreciation or amortization.

• In contrast with depreciation and amortization charges, which serve to allocate the cost of a 
long-lived asset over its useful life, impairment charges reflect an unexpected decline in the 
fair value of an asset to an amount lower than its carrying amount.

• IFRS permit impairment losses to be reversed, with the reversal reported in profit. U.S. 
GAAP do not permit the reversal of impairment losses.

• Th e gain or loss on the sale of long-lived assets is computed as the sales proceeds minus the 
carrying amount of the asset at the time of sale.

• Estimates of average age and remaining useful life of a company’s assets reflect the relation-
ship between assets accounted for on a historical cost basis and depreciation amounts.

• Th e average remaining useful life of a company’s assets can be estimated as net PPE divided 
by depreciation expense, although the accounting useful life may not necessarily correspond 
to the economic useful life.

• Long-lived assets reclassified as held for sale cease to be depreciated or amortized. Long- 
lived assets to be disposed of other than by a sale (e.g., by abandonment, exchange for an-
other asset, or distribution to owners in a spin-off ) are classified as held for use until disposal. 
Th us, they continue to be depreciated and tested for impairment.
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• Investment property is defined as property that is owned (or, in some cases, leased under a 
finance lease) for the purpose of earning rentals, capital appreciation, or both.

• Under IFRS, companies are allowed to value investment properties using either a cost mod-
el or a fair value model. Th e cost model is identical to the cost model used for property, 
plant, and equipment, but the fair value model diff ers from the revaluation model used for 
property, plant, and equipment. Under the fair value model, all changes in the fair value of 
investment property aff ect net income.

• Under U.S. GAAP, investment properties are generally measured using the cost model.
• Accounting standards generally define two types of leases: operating leases and finance (or 

capital) leases. Current U.S. GAAP specify four criteria to determine when a lease is classified 
as a capital lease, although proposed standards would eliminate those specific criteria. IFRS 
are less prescriptive in determining the classification of a lease as a finance lease.

• When a lessee reports a lease as an operating lease rather than a finance lease, it usually ap-
pears more profitable in early years of the lease and less so later, and it appears less leveraged 
over the entire lease period.

• When a lessor reports a lease as a finance lease rather than an operating lease, it usually ap-
pears more profitable in early years of the lease.

PROBLEMS

 1. JOOVI Inc. has recently purchased and installed a new machine for its manufacturing 
plant. Th e company incurred the following costs:

Purchase price $12,980

Freight and insurance $1,200

Installation $700

Testing $100

Maintenance staff  training costs $500

Th e total cost of the machine to be shown on JOOVI’s balance sheet is closest to:
A. $14,180.
B. $14,980.
C. $15,480.

 2. BAURU, S.A., a Brazilian corporation, borrows capital from a local bank to finance the 
construction of its manufacturing plant. Th e loan has the following conditions:

Borrowing date 1 January 2009

Amount borrowed 500 million Brazilian real (BRL) 

Annual interest rate 14 percent

Term of the loan 3 years

Payment method Annual payment of interest only. Principal amortization 
is due at the end of the loan term.
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Th e construction of the plant takes two years, during which time BAURU earned BRL 10 
million by temporarily investing the loan proceeds. Which of the following is the amount 
of interest related to the plant construction (in BRL million) that can be capitalized in 
BAURU’s balance sheet?
A. 130
B. 140
C. 210

 3. After reading the financial statements and footnotes of a company that follows IFRS, an 
analyst identified the following intangible assets:
• product patent expiring in 40 years
• copyright with no expiration date
• goodwill acquired 2 years ago in a business combination

Which of these assets is an intangible asset with a finite useful life?

Product Patent Copyright Goodwill

A. Yes Yes No

B. Yes No No

C. No Yes Yes

 4. Intangible assets with finite useful lives mostly diff er from intangible assets with infinite 
useful lives with respect to accounting treatment of:
A. revaluation.
B. impairment.
C. amortization.

 5. A financial analyst is studying the income statement eff ect of two alternative depreciation 
methods for a recently acquired piece of equipment. She gathers the following informa-
tion about the equipment’s expected production life and use:

Year 1 Year 2 Year 3 Year 4 Year 5 Total

Units of production 2,000 2,000 2,000 2,000 2,500 10,500

Compared with the units-of-production method of depreciation, if the company uses the 
straight-line method to depreciate the equipment, its net income in Year 1 will most likely be:
A. lower.
B. higher.
C. the same.

 6. Juan Martinez, CFO of VIRMIN, S.A., is selecting the depreciation method to use for 
a new machine. Th e machine has an expected useful life of six years. Production is ex-
pected to be relatively low initially but to increase over time. Th e method chosen for tax 
reporting must be the same as the method used for financial reporting. If Martinez wants 
to minimize tax payments in the first year of the machine’s life, which of the following 
depreciation methods is Martinez most likely to use?
A. Straight-line method
B. Units-of-production method
C. Double-declining balance method
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Th e following information relates to Questions 7 and 8.

Miguel Rodriguez of MARIO, S.A., an Uruguayan corporation, is computing the depreciation 
expense of a piece of manufacturing equipment for the fiscal year ended 31 December 2009. 
Th e equipment was acquired on 1 January 2009. Rodriguez gathers the following information 
(currency in Uruguayan pesos, UYP):

Cost of the equipment UYP 1,200,000

Estimated residual value UYP 200,000

Expected useful life 8 years

Total productive capacity 800,000 units

Production in FY 2009 135,000 units

Expected production for the next 7 years 95,000 units each year

 7. If MARIO uses the straight-line method, the amount of depreciation expense on 
MARIO’s income statement related to the manufacturing equipment is closest to:
A. 125,000.
B. 150,000.
C. 168,750.

 8. If MARIO uses the units-of-production method, the amount of depreciation expense (in 
UYP) on MARIO’s income statement related to the manufacturing equipment is closest to:
A. 118,750.
B. 168,750.
C. 202,500.

 9. Which of the following amortization methods is most likely to evenly distribute the cost of 
an intangible asset over its useful life?
A. Straight-line method
B. Units-of-production method
C. Double-declining balance method

10. Which of the following will cause a company to show a lower amount of amortization of 
intangible assets in the first year after acquisition?
A. A higher residual value
B. A higher amortization rate
C. A shorter useful life

11. An analyst in the finance department of BOOLDO, S.A., a French corporation, is com-
puting the amortization of a customer list, an intangible asset, for the fiscal year ended 31 
December 2009. She gathers the following information about the asset:

Acquisition cost €2,300,000

Acquisition date 1 January 2008

Expected residual value at time of acquisition €500,000

Th e customer list is expected to result in extra sales for three years after acquisition. 
Th e present value of these expected extra sales exceeds the cost of the list.
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If the analyst uses the straight-line method, the amount of accumulated amortization 
related to the customer list as of 31 December 2009 is closest to:
A. €600,000.
B. €1,200,000.
C. €1,533,333.

12. A financial analyst is analyzing the amortization of a product patent acquired by MAKETTI 
S.p.A., an Italian corporation. He gathers the following information about the patent:

Acquisition cost €5,800,000

Acquisition date 1 January 2009

Patent expiration date 31 December 2015

Total plant capacity of patented product 40,000 units per year

Production of patented product in fi scal year ended 31 December 2009 20,000 units

Expected production of patented product during life of the patent 175,000 units

If the analyst uses the units-of-production method, the amortization expense on the pat-
ent for fiscal year 2009 is closest to:
A. €414,286.
B. €662,857.
C. €828,571.

13. MARU S.A. de C.V., a Mexican corporation that follows IFRS, has elected to use the 
revaluation model for its property, plant, and equipment. One of MARU’s machines was 
purchased for 2,500,000 Mexican pesos (MXN) at the beginning of the fiscal year ended 
31 March 2010. As of 31 March 2010, the machine has a fair value of MXN 3,000,000. 
Should MARU show a profit for the revaluation of the machine?
A. Yes.
B. No, because this revaluation is recorded directly in equity.
C. No, because value increases resulting from revaluation can never be recognized as a 

profit.

14. An analyst is studying the impairment of the manufacturing equipment of WLP Corp., 
a U.K.-based corporation that follows IFRS. He gathers the following information about 
the equipment:

Fair value £16,800,000

Costs to sell £800,000

Value in use £14,500,000

Net carrying amount £19,100,000

Th e amount of the impairment loss on WLP Corp.’s income statement related to its man-
ufacturing equipment is closest to:
A. £2,300,000.
B. £3,100,000.
C. £4,600,000.
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15. A financial analyst at BETTO, S.A. is analyzing the result of the sale of a vehicle for 
85,000 Argentine pesos (ARP) on 31 December 2009. Th e analyst compiles the following 
information about the vehicle:

Acquisition cost of the vehicle ARP 100,000

Acquisition date 1 January 2007

Estimated residual value at acquisition date ARP 10,000

Expected useful life 9 years

Depreciation method Straight-line

Th e result of the sale of the vehicle is most likely:
A. a loss of ARP 15,000.
B. a gain of ARP 15,000.
C. a gain of ARP 18,333.

16. CROCO S.p.A. sells an intangible asset with a historical acquisition cost of €12 million 
and an accumulated depreciation of €2 million and reports a loss on the sale of €3.2 mil-
lion. Which of the following amounts is most likely the sale price of the asset?
A. €6.8 million
B. €8.8 million
C. €13.2 million

17. According to IFRS, all of the following pieces of information about property, plant, and 
equipment must be disclosed in a company’s financial statements and footnotes except for:
A. useful lives.
B. acquisition dates.
C. amount of disposals.

18. According to IFRS, all of the following pieces of information about intangible assets must 
be disclosed in a company’s financial statements and footnotes except for:
A. fair value.
B. impairment loss.
C. amortization rate.

19. Which of the following characteristics is most likely to diff erentiate investment property 
from property, plant, and equipment?
A. It is tangible.
B. It earns rent.
C. It is long-lived.

20. If a company uses the fair value model to value investment property, changes in the fair 
value of the asset are least likely to aff ect:
A. net income.
B. net operating income.
C. other comprehensive income.

21. Investment property is most likely to:
A. earn rent.
B. be held for resale.
C. be used in the production of goods and services.
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22. A company is most likely to:
A. use a fair value model for some investment property and a cost model for other invest-

ment property.
B. change from the fair value model when transactions on comparable properties become 

less frequent.
C. change from the fair value model when the company transfers investment property to 

property, plant, and equipment.

Th e following information relates to Questions 23 through 28.37

Melanie Hart, CFA, is a transportation analyst. Hart has been asked to write a research report 
on Altai Mountain Rail Company (AMRC). Like other companies in the railroad industry, 
AMRC’s operations are capital intensive, with significant investments in such long-lived tangi-
ble assets as property, plant, and equipment. In November of 2008, AMRC’s board of directors 
hired a new team to manage the company. In reviewing the company’s 2009 annual report, 
Hart is concerned about some of the accounting choices that the new management has made. 
Th ese choices diff er from those of the previous management and from common industry prac-
tice. Hart has highlighted the following statements from the company’s annual report:

Statement 1: “In 2009, AMRC spent significant amounts on track replacement and similar improvements. 
AMRC expensed rather than capitalized a significant proportion of these expenditures.”

Statement 2: “AMRC uses the straight-line method of depreciation for both financial and tax reporting 
purposes to account for plant and equipment.”

Statement 3: “In 2009, AMRC recognized an impairment loss of €50 million on a fleet of locomotives. 
Th e impairment loss was reported as ‘other income’ in the income statement and reduced 
the carrying amount of the assets on the balance sheet.”

Statement 4: “AMRC acquires the use of many of its assets, including a large portion of its fleet of rail cars, 
under long-term lease contracts. In 2009, AMRC acquired the use of equipment with a fair 
value of €200 million under 20-year lease contracts. Th ese leases were classified as operating 
leases. Prior to 2009, most of these lease contracts were classified as finance leases.”

Exhibits A and B contain AMRC’s 2009 consolidated income statement and balance 
sheet. AMRC prepares its financial statements in accordance with International Financial Re-
porting Standards.

EXHIBIT A Consolidated Statement of Income

2009 2008

For the years ended 31 December € in millions % Revenues € in millions % Revenues

Operating revenues 2,600 100.0% 2,300 100.0%

Operating expenses

Depreciation (200) (7.7%) (190) (8.3%)

Lease payments (210) (8.1%) (195) (8.5%)

Other operating expense (1,590) (61.1%) (1,515) (65.9%)

Total operating expenses (2,000) (76.9%) (1,900) (82.6%)

37 Item set developed by Christopher Anderson, CFA (Lawrence, Kansas, U.S.A.)
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2009 2008

For the years ended 31 December € in millions % Revenues € in millions % Revenues

Operating income 600 23.1% 400 17.4%

Other income (50) (1.9%) — 0.0%

Interest expense (73) (2.8%) (69) (3.0%)

Income before taxes 477 18.4% 331 14.4%

Income taxes (189) (7.3%) (125) (5.4%)

Net income 288 11.1% 206 9.0%

EXHIBIT B Consolidated Balance Sheet

2009 2008

As of 31 December € in millions % Assets € in millions % Assets

Assets

Current assets 500 9.4% 450 8.5%

Property & equipment:

Land 700 13.1% 700 13.2%

Plant & equipment 6,000 112.1% 5,800 109.4%

Total property & equipment 6,700 125.2% 6,500 122.6%

Accumulated depreciation (1,850) (34.6%) (1,650) (31.1%)

Net property & equipment 4,850 90.6% 4,850 91.5%

Total assets 5,350 100.0% 5,300 100.0%

Liabilities and Shareholders’ Equity

Current liabilities 480 9.0% 430 8.1%

Long-term debt 1,030 19.3% 1,080 20.4%

Other long-term provisions and liabilities 1,240 23.1% 1,440 27.2%

Total liabilities 2,750 51.4% 2,950 55.7%

Shareholders’ equity

Common stock and paid-in-surplus 760 14.2% 760 14.3% 

Retained earnings 1,888 35.3% 1,600 30.2%

Other comprehensive losses (48) (0.9%) (10) (0.2%)

Total shareholders’ equity 2,600 48.6% 2,350 44.3%

Total liabilities & shareholders’ equity 5,350 100.0% 5,300 100.0%

23. With respect to Statement 1, which of the following is the most likely eff ect of manage-
ment’s decision to expense rather than capitalize these expenditures?
A. 2009 net profit margin is higher than if the expenditures had been capitalized.
B. 2009 total asset turnover is lower than if the expenditures had been capitalized.
C. Future profit growth will be higher than if the expenditures had been capitalized.

EXHIBIT A (Continued)
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24. With respect to Statement 2, what would be the most likely eff ect in 2010 if AMRC were 
to switch to an accelerated depreciation method for both financial and tax reporting?
A. Net profit margin would decrease.
B. Total asset turnover would increase.
C. Cash flow from operating activities would increase.

25. With respect to Statement 3, what is the most likely eff ect of the impairment loss?
A. Net income in years prior to 2009 was likely understated.
B. Net profit margins in years after 2009 will likely exceed the 2009 net profit margin.
C. Cash flow from operating activities in 2009 was likely lower due to the impairment 

loss.

26. Based on Exhibits A and B, the best estimate of the average remaining useful life of the 
company’s plant and equipment at the end of 2009 is:
A. 20.75 years.
B. 24.25 years.
C. 30.00 years.

27. With respect to Statement 4, if AMRC had used its old classification method for its leases 
instead of its new classification method, its 2009 total asset turnover ratio would most 
likely be:
A. lower.
B. higher.
C. the same.

28. With respect to Statement 4 and Exhibit A, if AMRC had used its old classification meth-
od for its leases instead of its new classification method, the most likely eff ect on its 2009 
ratios would be a:
A. higher net profit margin.
B. higher fixed asset turnover.
C. higher total liabilities-to-total assets ratio.

Th e following information relates to Questions 29 through 35.38

Brian Jordan is interviewing for a junior equity analyst position at Orion Investment Ad-
visors. As part of the interview process, Mary Benn, Orion’s Director of Research, provides 
Jordan with information about two hypothetical companies, Alpha and Beta, and asks him to 
comment on the information on their financial statements and ratios. Both companies pre-
pare their financial statements in accordance with International Financial Reporting Standards 
(IFRS) and are identical in all respects except for their accounting choices.

Jordan is told that at the beginning of the current fiscal year, both companies purchased a 
major new computer system and began building new manufacturing plants for their own use. 
Alpha capitalized and Beta expensed the cost of the computer system; Alpha capitalized and 
Beta expensed the interest costs associated with the construction of the manufacturing plants. 
In mid-year, both companies leased new office headquarters. Alpha classified the lease as an 
operating lease, and Beta classified it as a finance lease.

38 Item set developed by Philip Fanara Jr., CFA (Hyattsville, Maryland, U.S.A)
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Benn asks Jordan, “What was the impact of these decisions on each company’s current 
fiscal year financial statements and ratios?”

Jordan responds, “Alpha’s decision to capitalize the cost of its new computer system in-
stead of expensing it results in lower net income, lower total assets, and higher cash flow from 
operating activities in the current fiscal year. Alpha’s decision to capitalize its interest costs 
instead of expensing them results in a lower fixed asset turnover ratio and a higher interest 
coverage ratio. Alpha’s decision to classify its lease as an operating lease instead of a finance lease 
results in higher net income, higher cash flow from operating activities, and stronger solvency 
and activity ratios compared to Beta.”

Jordan is told that Alpha uses the straight-line depreciation method and Beta uses an 
accelerated depreciation method; both companies estimate the same useful lives for long-lived 
assets. Many companies in their industry use the units-of-production method.

Benn asks Jordan, “What are the financial statement implications of each depreciation 
method, and how do you determine a company’s need to reinvest in its productive capacity?”

Jordan replies, “All other things being equal, the straight-line depreciation method results 
in the least variability of net profit margin over time, while an accelerated depreciation method 
results in a declining trend in net profit margin over time. Th e units-of-production can result 
in a net profit margin trend that is quite variable. I use a three-step approach to estimate a 
company’s need to reinvest in its productive capacity. First, I estimate the average age of the 
assets by dividing net property, plant, and equipment by annual depreciation expense. Second, 
I estimate the average remaining useful life of the assets by dividing accumulated depreciation 
by depreciation expense. Th ird, I add the estimates of the average remaining useful life and the 
average age of the assets in order to determine the total useful life.”

Jordan is told that at the end of the current fiscal year, Alpha revalued a manufacturing 
plant; this increased its reported carrying amount by 15 percent. Th ere was no previous down-
ward revaluation of the plant. Beta recorded an impairment loss on a manufacturing plant; this 
reduced its carrying by 10 percent.

Benn asks Jordan “What was the impact of these decisions on each company’s current 
fiscal year financial ratios?”

Jordan responds, “Beta’s impairment loss increases its debt to total assets and fixed asset 
turnover ratios, and lowers its cash flow from operating activities. Alpha’s revaluation increases 
its debt to capital and return on assets ratios, and reduces its return on equity.”

At the end of the interview, Benn thanks Jordan for his time and states that a hiring deci-
sion will be made shortly.

29. Jordan’s response about the financial statement impact of Alpha’s decision to capitalize the 
cost of its new computer system is most likely correct with respect to:
A. lower net income.
B. lower total assets.
C. higher cash flow from operating activities.

30. Jordan’s response about the ratio impact of Alpha’s decision to capitalize interest costs is 
most likely correct with respect to the:
A. interest coverage ratio.
B. fixed asset turnover ratio.
C. interest coverage and fixed asset turnover ratios.
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31. Jordan’s response about the impact of Alpha’s decision to classify its lease as an operating 
lease instead of finance lease is most likely incorrect with respect to:
A. net income.
B. solvency and activity ratios.
C. cash flow from operating activities.

32. Jordan’s response about the impact of the diff erent depreciation methods on net profit 
margin is most likely incorrect with respect to:
A. accelerated depreciation.
B. straight-line depreciation.
C. units-of-production depreciation.

33. Jordan’s response about his approach to estimating a company’s need to reinvest in its 
productive capacity is most likely correct regarding:
A. estimating the average age of the asset base.
B. estimating the total useful life of the asset base.
C. estimating the average remaining useful life of the asset base.

34. Jordan’s response about the eff ect of Beta’s impairment loss is most likely incorrect with 
respect to the impact on its:
A. debt to total assets.
B. fixed asset turnover.
C. cash flow from operating activities.

35. Jordan’s response about the eff ect of Alpha’s revaluation is most likely correct with respect 
to the impact on its:
A. return on equity.
B. return on assets.
C. debt to capital ratio.



505

 CHAPTER   10   

 NON-CURRENT 
(LONG-TERM) LIABILITIES   

     Elizabeth A.     Gordon     
     Elaine     Henry   ,   CFA   

               LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         determine the initial recognition, initial measurement, and subsequent measurement of 
bonds;  

•         describe the eff ective interest method and calculate interest expense, amortisation of bond 
discounts/premiums, and interest payments;  

•         explain the derecognition of debt;  
•         describe the role of debt covenants in protecting creditors;  
•         describe the fi nancial statement presentation of and disclosures relating to debt;  
•         explain motivations for leasing assets instead of purchasing them;  
•         distinguish between a fi nance lease and an operating lease from the perspectives of the lessor 

and the lessee;  
•         determine the initial recognition, initial measurement, and subsequent measurement of 

fi nance leases;  
•         compare the disclosures relating to fi nance and operating leases;  
•         compare the presentation and disclosure of defi ned contribution and defi ned benefi t 

pension plans;  
•         calculate and interpret leverage and coverage ratios.       
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    1. INTRODUCTION 

 A  non-current liability  (long-term liability) broadly represents a probable sacrifi ce of economic 
benefi ts in periods generally greater than one year in the future. Common types of non-current 
liabilities reported in a company’s fi nancial statements include long-term debt (e.g., bonds 
payable, long-term notes payable), fi nance leases, pension liabilities, and deferred tax liabilities. 
Th is chapter focuses on bonds payable and leases. Pension liabilities are also introduced. 

 Th is chapter is organised as follows. Section 2 describes and illustrates the accounting for long-
term bonds, including the issuance of bonds, the recording of interest expense and interest pay-
ments, the amortisation of any discount or premium, the derecognition of debt, and the disclosure 
of information about debt fi nancings. In discussing the fi nancial statement eff ects and analyses of 
these issues, we focus on solvency and coverage ratios. Section 3 discusses leases, including benefi ts 
of leasing and accounting for leases by both lessees and lessors. Section 4 provides an introduction 
to pension accounting and the resulting non-current liabilities. Section 5 discusses the use of lever-
age and coverage ratios in evaluating solvency. Section 6 concludes and summarises the chapter. 
Practice problems in the CFA Institute format are included after the summary.    

 2. BONDS PAYABLE 

 Th is section discusses accounting for bonds payable—a common form of long-term debt. In 
some contexts (e.g., some government debt obligations), the word “bond” is used only for a 
debt security with a maturity of 10 years or longer; “note” refers to a debt security with a ma-
turity between 2 and 10 years; and “bill” refers to a debt security with a maturity of less than 2 
years. In this chapter, we use the terms bond and note interchangeably because the accounting 
treatments of bonds payable and long-term notes payable are similar. In the following sections, 
we discuss bond issuance (initial recognition and measurement); bond amortisation, interest 
expense, and interest payments; market rates and fair value (subsequent measurement); re-
payment of bonds, including retirements and redemptions (derecognition); and other issues 
concerning disclosures related to debt. We also discuss debt covenants.  

 2.1.     Accounting for Bond Issuance 

 Bonds are contractual promises made by a company (or other borrowing entity) to pay cash in 
the future to its lenders (i.e., bondholders) in exchange for receiving cash in the present. Th e 
terms of a bond contract are contained in a document called an indenture. Th e cash or sales 
proceeds received by a company when it issues bonds is based on the value (price) of the bonds 
at the time of issue; the price at the time of issue is determined as the present value of the future 
cash payments promised by the company in the bond agreement. 

 Ordinarily, bonds contain promises of two types of future cash payments: (1) the face value 
of the bonds, and (2) periodic interest payments. Th e  face value  of the bonds is the amount of 
cash payable by the company to the bondholders when the bonds mature. Th e face value is also 
referred to as the principal, par value, stated value, or maturity value. Th e date of maturity of the 
bonds (the date on which the face value is paid to bondholders) is stated in the bond contract 
and typically is a number of years in the future. Periodic interest payments are made based on 
the interest rate promised in the bond contract applied to the bonds’ face value. Th e interest rate 
promised in the contract, which is the rate used to calculate the periodic interest payments, is re-
ferred to as the  coupon rate , nominal rate, or stated rate. Similarly, the periodic interest payment 
is referred to as the coupon payment or simply the coupon. For fi xed rate bonds (the primary 
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focus of our discussion here), the coupon rate remains unchanged throughout the life of the 
bonds. Th e frequency with which interest payments are made is also stated in the bond contract. 
For example, bonds paying interest semi-annually will make two interest payments per year.  1    

 Th e future cash payments are discounted to the present to arrive at the market value of the 
bonds. Th e  market rate of interest  is the rate demanded by purchasers of the bonds given the 
risks associated with future cash payment obligations of the particular bond issue. Th e market 
rate of interest at the time of issue often diff ers from the coupon rate because of interest rate 
fl uctuations that occur between the time the issuer establishes the coupon rate and the day 
the bonds are actually available to investors. If the market rate of interest when the bonds are 
issued equals the coupon rate, the market value (price) of the bonds will equal the face value of 
the bonds. Th us, ignoring issuance costs, the issuing company will receive sales proceeds (cash) 
equal to the face value of the bonds. When a bond is issued at a price equal to its face value, 
the bond is said to have been issued at par. 

 If the coupon rate when the bonds are issued is higher than the market rate, the market value 
of the bonds—and thus the amount of cash the company receives—will be higher than the face 
value of the bonds. In other words, the bonds will sell at a premium to face value because they are 
off ering an attractive coupon rate compared to current market rates. If the coupon rate is lower 
than the market rate, the market value and thus the sale proceeds from the bonds will be less than 
the face value of the bonds; the bond will sell at a discount to face value. Th e market rate at the 
time of issuance is the  eff ective interest rate  or borrowing rate that the company incurs on the 
debt. Th e eff ective interest rate is the discount rate that equates the present value of the two types 
of promised future cash payments to their selling price. For the issuing company, interest expense 
reported for the bonds in the fi nancial statements is based on the eff ective interest rate. 

 On the issuing company’s statement of cash fl ows, the cash received (sales proceeds) from 
issuing bonds is reported as a fi nancing cash infl ow. On the issuing company’s balance sheet at 
the time of issue, bonds payable normally are measured and reported at the sales proceeds. In 
other words, the bonds payable are initially reported at the face value of the bonds minus any 
discount, or plus any premium. 

 Using a three-step approach, the following two examples illustrate accounting for bonds 
issued at face value and then accounting for bonds issued at a discount to face value. Account-
ing for bonds issued at a premium involves steps similar to the steps followed in the examples 
below. For simplicity, these examples assume a fl at interest rate yield curve (i.e., that the market 
rate of interest is the same for each period). More precise bond valuations use the interest rate 
applicable to each time period in which a payment of interest or principal occurs.  

  1   Interest rates are stated on an annual basis regardless of the frequency of payment. 

 EXAMPLE 1    Bonds Issued at Face Value 

 Debond Corp. (a hypothetical company) issues £1,000,000 worth of fi ve-year bonds, 
dated 1 January 2010, when the market interest rate on bonds of comparable risk and 
terms is 5 percent per annum. Th e bonds pay 5 percent interest annually on 31 De-
cember. What are the sales proceeds of the bonds when issued, and how is the issuance 
refl ected in the fi nancial statements?  

 Solution:   Calculating the value of the bonds at issuance and thus the sales proceeds 
involves three steps: (1) identifying key features of the bonds and the market interest 
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rate, (2) determining future cash outfl ows, and (3) discounting the future cash fl ows to 
the present. 

 First, identify key features of the bonds and the market interest rate necessary to 
determine sales proceeds: 

Face value (principal): £1,000,000

Time to maturity: 5 years

Coupon rate: 5%

Market rate at issuance: 5%

Frequency of interest 
payments:

annual

Interest payment: £50,000 Each annual interest payment is the face value times 
the coupon rate (£1,000,000 × 5%). If interest is paid 
other than annually, adjust the interest rate to match the 
interest payment period (e.g., divide the annual coupon 
rate by two for semi-annual interest payments).

 Second, determine future cash outfl ows. Debond will pay bondholders £1,000,000 
when the bonds mature in fi ve years. On 31 December of each year until the bonds 
mature, Debond will make an interest payment of £50,000. 

 Th ird, sum the present value  2    of the future payments of interest and principal to 
obtain the value of the bonds and thus the sales proceeds from issuing the bonds. In this 
example, the sum is £1,000,000 = (£216,474 + £783,526). 

Date
Interest 
Payment

Present Value 
at Market 
Rate     (5%)

Face Value 
Payment

Present Value 
at Market 
Rate     (5%)

Total 
   Present Value

31 December 2010 £50,000 £47,619

31 December 2011 50,000 45,352

31 December 2012 50,000 43,192

31 December 2013 50,000 41,135

31 December 2014 50,000 39,176 £1,000,000 £783,526

Total £216,474 £783,526 £1,000,000

Sales Proceeds

   Th e sales proceeds of the bonds when issued are £1,000,000. Th ere is no discount 
or premium because these bonds are issued at face value. Th e issuance is refl ected on 
the balance sheet as an increase of cash and an increase in a long-term liability, bonds 
payable, of £1,000,000. Th e issuance is refl ected in the statement of cash fl ows as a 
fi nancing cash infl ow of £1,000,000.   

  2    Alternative ways to calculate the present value include (1) to treat the fi ve annual interest payments as an 
annuity and use the formula for fi nding the present value of an annuity and then add the present value of 
the principal payment, or (2) to use a fi nancial calculator to calculate the total present value. 
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 Th e price of bonds is often expressed as a percentage of face value. For example, the 
price of bonds issued at par, as in  Example 1 , is 100 (i.e., 100 percent of face value). In 
 Example 2 , in which bonds are issued at a discount, the price is 95.79 (i.e., 95.79 percent 
of face value).  

 EXAMPLE 2    Bonds Issued at a Discount 

 Debond Corp. issues £1,000,000 worth of fi ve-year bonds, dated 1 January 2010, when 
the market interest rate on bonds of comparable risk and terms is 6 percent. Th e bonds 
pay 5 percent interest annually on 31 December. What are the sales proceeds of the 
bonds when issued, and how is the issuance refl ected in the fi nancial statements?  

 Solution:   Th e key features of the bonds and the market interest rate are: 

Face value (principal): £1,000,000

Time to maturity: 5 years

Coupon rate: 5%

Market rate at issuance: 6%

Frequency of interest 
payments:

annual

Interest payment: £50,000 Each annual interest payment is the face value times 
the coupon rate (£1,000,000 × 5%).

 Th e future cash outfl ows (interest payments and face value payment), the present 
value of the future cash outfl ows, and the total present value are: 

Date
Interest 
Payment

Present Value 
at Market 
Rate     (6%)

Face Value 
Payment

Present Value 
at Market 
Rate     (6%)

Total 
   Present Value

31 December 2010 £50,000 £47,170

31 December 2011 50,000 44,500

31 December 2012 50,000 41,981

31 December 2013 50,000 39,605

31 December 2014 50,000 37,363 £1,000,000 £747,258

Total £210,618 £747,258 £957,876

Sales Proceeds

 Th e sales proceeds of the bonds when issued are £957,876. Th e bonds sell at a dis-
count of £42,124 = (£1,000,000 – £957,876) because the market rate when the bonds 
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are issued (6 percent) is greater than the bonds’ coupon rate (5 percent). Th e issuance 
is refl ected on the balance sheet as an increase of cash and an increase in a long-term 
liability, bonds payable, of £957,876. Th e bonds payable is composed of the face value 
of £1,000,000 minus a discount of £42,124. Th e issuance is refl ected in the statement 
of cash fl ows as a fi nancing cash infl ow of £957,876.   

 In  Example 2 , the bonds were issued at a discount to face value because the bonds’ coupon 
rate of 5 percent was less than the market rate. Bonds are issued at a premium to face value 
when the bonds’ coupon rate exceeds the market rate. 

 Bonds issued with a coupon rate of zero (zero-coupon bonds) are always issued at a dis-
count to face value. Th e value of zero-coupon bonds is based on the present value of the prin-
cipal payment only because there are no periodic interest payments. 

 Such issuance costs as printing, legal fees, commissions, and other types of charges are 
costs incurred when bonds are issued. Under International Financial Reporting Standards 
(IFRS), all debt issuance costs are included in the measurement of the liability, bonds payable. 
Under US generally accepted accounting principles (US GAAP), companies generally show 
these debt issuance costs as an asset (a deferred charge), which is amortised on a straight-line 
basis to the relevant expense (e.g., legal fees) over the life of the bonds.  3    Under IFRS and US 
GAAP, cash outfl ows related to bond issuance costs are included in the fi nancing section of the 
statement of cash fl ows, usually netted against bond proceeds.   

 2.2.     Accounting for Bond Amortisation, Interest Expense, and Interest Payments 

 In this section, we discuss accounting and reporting for bonds after they are issued. Most 
companies maintain the historical cost (sales proceeds) of the bonds after issuance, and they 
amortise any discount or premium over the life of the bond. Th e amount reported on the 
balance sheet for bonds is thus the historical cost plus or minus the cumulative amortisation, 
which is referred to as amortised cost. Companies also have the option to report the bonds at 
their current fair values. 

 Th e rationale for reporting the bonds at amortised historical cost is the company’s in-
tention to retain the debt until it matures. Th erefore, changes in the underlying economic 
value of the debt are not relevant from the issuing company’s perspective. From an investor’s 
perspective, however, analysis of a company’s underlying economic liabilities and solvency is 
more diffi  cult when debt is reported at amortised historical cost. Th e rest of this section illus-
trates accounting and reporting of bonds at amortised historical cost. Section 2.3 discusses the 
alternative of reporting bonds at fair value. 

 Companies initially report bonds as a liability on their balance sheet at the amount of the 
sales proceeds net of issuance costs under IFRS and at the amount of the sales proceeds under 
US GAAP, ignoring any bond issuance costs. Th e amount at which bonds are reported on the 
company’s balance sheet is referred to as the carrying amount, carrying value, book value, or 

  3    Th e Financial Accounting Standards Board (FASB), as part of the convergence project with the Interna-
tional Accounting Standards Board (IASB), has proposed that the treatment of issuance costs be amended 
to that under IFRS. 
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net book value. If the bonds are issued at par, the initial carrying amount will be identical to 
the face value, and usually the carrying amount will not change over the life of the bonds.  4    
For bonds issued at face value, the amount of periodic interest  expense  will be the same as the 
amount of periodic interest  payment  to bondholders. 

 If, however, the market rate diff ers from the bonds’ coupon rate at issuance such that 
the bonds are issued at a premium or discount, the premium or discount is amortised sys-
tematically over the life of the bonds as a component of interest expense. For bonds issued at 
a premium to face value, the carrying amount of the bonds is initially greater than the face 
value. As the premium is amortised, the carrying amount (amortised cost) of the bonds will 
decrease to the face value. Th e reported interest expense will be less than the coupon payment. 
For bonds issued at a discount to face value, the carrying amount of the bonds is initially less 
than the face value. As the discount is amortised, the carrying amount (amortised cost) of the 
bonds will increase to the face value. Th e reported interest expense will be higher than the 
coupon payment. 

 Th e accounting treatment for bonds issued at a discount refl ects the fact that the com-
pany essentially paid some of its borrowing costs at issuance by selling its bonds at a dis-
count. Rather than there being an actual cash transfer in the future, this “payment” was 
made in the form of accepting less than the face value for the bonds at the date of issuance. 
Th e remaining borrowing cost occurs as a cash interest payment to investors each period. 
Th e total interest expense refl ects both components of the borrowing cost: the periodic in-
terest payments plus the amortisation of the discount. Th e accounting treatment for bonds 
issued at a premium refl ects the fact that the company essentially received a reduction on 
its borrowing costs at issuance by selling its bonds at a premium. Rather than there being 
an actual reduced cash transfer in the future, this “reduction” was made in the form of re-
ceiving more than face value for the bonds at the date of issuance. Th e total interest expense 
refl ects both components of the borrowing cost: the periodic interest payments less the 
amortisation of the premium. When the bonds mature, the carrying amount will be equal 
to the face value regardless of whether the bonds were issued at face value, a discount, or a 
premium. 

 Two methods for amortising the premium or discount of bonds that were issued at 
a price other than par are the eff ective interest rate method and the straight-line meth-
od. Th e eff ective interest rate method is required under IFRS and preferred under US 
GAAP because it better refl ects the economic substance of the transaction. Th e eff ective 
interest rate method applies the market rate in eff ect when the bonds were issued (histor-
ical market rate or eff ective interest rate) to the current amortised cost (carrying amount) 
of the bonds to obtain interest expense for the period. Th e diff erence between the interest 
expense (based on the eff ective interest rate and amortised cost) and the interest pay-
ment (based on the coupon rate and face value) is the  amortisation  of the discount or 
premium. Th e straight-line method of amortisation evenly amortises the premium or dis-
count over the life of the bond, similar to straight-line depreciation on long-lived assets. 
Under either method, as the bond approaches maturity, the amortised cost approaches 
face value. 

  Example 3  illustrates both methods of amortisation for bonds issued at a discount. 
 Example 4  shows amortisation for bonds issued at a premium.  

  4    If a company reports debt at fair value, rather than amortised cost, the carrying value may change.  
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 EXAMPLE 3    Amortising a Bond Discount 

 Debond Corp. issues £1,000,000 face value of fi ve-year bonds, dated 1 January 2010, 
when the market interest rate is 6 percent. Th e sales proceeds are £957,876. Th e bonds 
pay 5 percent interest annually on 31 December.  

  1  .     What is the interest  payment  on the bonds each year?  
  2  .     What amount of interest  expense  on the bonds would be reported in 2010 and 2011 

using the eff ective interest rate method?  
  3  .     Determine the reported value of the bonds (i.e., the carrying amount) at 31 Decem-

ber 2010 and 2011, assuming the eff ective interest rate method is used to amortise 
the discount.  

  4  .     What amount of interest expense on the bonds would be reported under the 
straight-line method of amortising the discount?    

 Solution to 1:   Th e interest payment equals £50,000 annually (£1,000,000 × 5%).   

 Solution to 2:   The sales proceeds of £957,876 are less than the face value of 
£1,000,000; the bonds were issued at a discount of £42,124. The bonds are ini-
tially reported as a long-term liability, bonds payable, of £957,876, which com-
prises the face value of £1,000,000 minus a discount of £42,124. The discount is 
amortised over time, ultimately, increasing the carrying amount (amortised cost) 
to face value. 

 Under the eff ective interest rate method, interest expense on the bonds is cal-
culated as the bonds’ carrying amount times the market rate in eff ect when the 
bonds are issued (eff ective interest rate). For 2010, interest expense is £57,473 = 
(£957,876 × 6%). Th e amount of the discount amortised in 2010 is the diff erence 
between the interest expense of £57,473 and the interest payment of £50,000 (i.e., 
£7,473). Th e bonds’ carrying amount increases by the discount amortisation; at 31 
December 2010, the bonds’ carrying amount is £965,349 (beginning balance of 
£957,876 plus £7,473 discount amortisation). At this point, the carrying amount 
refl ects a remaining unamortised discount of £34,651 (£42,124 discount at issuance 
minus £7,473 amortised). 

 For 2011, interest expense is £57,921 = (£965,349 × 6%), the carrying amount 
of the bonds on 1 January 2011 times the eff ective interest rate. Th e amount of the 
discount amortised in 2011 is the diff erence between the interest expense of £57,921 
and the interest payment of £50,000 (i.e., £7,921). At 31 December 2011, the bonds’ 
carrying amount is £973,270 (beginning balance of £965,349 plus £7,921 discount 
amortisation). 

 Th e following table illustrates interest expense, discount amortisation, and carrying 
amount (amortised cost) over the life of the bonds. 
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Year

Carrying Amount 
(beginning of 

year)

Interest Expense 
(at eff ective 

interest rate of 
6%)

Interest 
Payment 

(at coupon rate 
of 5%)

Amortisation 
of Discount

Carrying 
Amount (end 

of year)

(a) (b) (c) (d) (e)

2010 £957,876 £57,473 £50,000 £7,473 £965,349

2011 965,349 57,921 50,000 7,921 973,270

2012 973,270 58,396 50,000 8,396 981,666

2013 981,666 58,900 50,000 8,900 990,566

2014 990,566 59,434 50,000 9,434 1,000,000

Total £292,124 £250,000 £42,124

 Solution to 3:   Th e carrying amounts of the bonds at 31 December 2010 and 2011 are 
£965,349 and £973,270, respectively. Observe that the carrying amount of the bonds 
issued at a discount increases over the life of the bonds. At maturity, 31 December 
2014, the carrying amount of the bonds equals the face value of the bonds. Th e carrying 
amount of the bonds will be reduced to zero when the principal payment is made.   

 Solution to 4:   Under the straight-line method, the discount (or premium) is evenly 
amortised over the life of the bonds. In this example, the £42,124 discount would be 
amortised by £8,424.80 (£42,124 divided by 5 years) each year under the straight-
line method. So, the annual interest expense under the straight-line method would be 
£58,424.80 (£50,000 plus £8,424.80).   

 Th e accounting and reporting for zero-coupon bonds is similar to the example above ex-
cept that no interest payments are made; thus, the amount of interest expense each year is the 
same as the amount of the discount amortisation for the year.  

 EXAMPLE 4    Amortising a Bond Premium 

 Prembond Corp. issues £1,000,000 face value of fi ve-year bonds, dated 1 January 2010, 
when the market interest rate is 4 percent. Th e sales proceeds are £1,044,518. Th e bonds 
pay 5 percent interest annually on 31 December.  

  1  .     What is the interest  payment  on the bonds each year?  
  2  .     What amount of interest  expense  on the bonds would be reported in 2010 and 2011 

using the eff ective interest rate method?  
  3  .     Determine the reported value of the bonds (i.e., the carrying amount) at 31 December 

2010 and 2011, assuming the eff ective interest rate method is used to amortise the 
premium.  
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  4  .     What amount of interest expense on the bonds would be reported under the 
straight-line method of amortising the premium?    

 Solution to 1:   Th e interest payment equals £50,000 annually (£1,000,000 × 5%).   

 Solution to 2:   Th e sales proceeds of £1,044,518 are more than the face value of 
£1,000,000; the bonds were issued at a premium of £44,518. Th e bonds are initially re-
ported as a long-term liability, bonds payable, of £1,044,518, which comprises the face 
value of £1,000,000 plus a premium of £44,518. Th e premium is amortised over time, 
ultimately decreasing the carrying amount (amortised cost) to face value. 

 Under the eff ective interest rate method, interest expense on the bonds is calculated 
as the bonds’ carrying amount times the market rate in eff ect when the bonds are issued 
(eff ective interest rate). For 2010, interest expense is £41,781 = (£1,044,518 × 4%). 
Th e amount of the premium amortised in 2010 is the diff erence between the interest 
expense of £41,781 and the interest payment of £50,000 (i.e., £8,219). Th e bonds’ car-
rying amount decreases by the premium amortisation; at 31 December 2010, the bonds’ 
carrying amount is £1,036,299 (beginning balance of £1,044,518 less £8,219 premium 
amortisation). At this point, the carrying amount refl ects a remaining unamortised pre-
mium of £36,299 (£44,518 premium at issuance minus £8,219 amortised). 

 For 2011, interest expense is £41,452 = (£1,036,299 × 4%). Th e amount of the 
premium amortised in 2011 is the diff erence between the interest expense of £41,452 
and the interest payment of £50,000 (i.e., £8,548). At 31 December 2011, the bonds’ 
carrying amount is £1,027,751 (beginning balance of £1,036,299 less £8,548 premium 
amortisation). 

 Th e following table illustrates interest expense, premium amortisation, and carry-
ing amount (amortised cost) over the life of the bonds. 

Year 

Carrying Amount 
(beginning of 

year)

Interest Expense 
(at eff ective 

interest rate of 
4%)

Interest 
Payment (at 
coupon rate 

of 5%)
Amortisation 
of Premium

Carrying 
Amount (end 

of year)

(a) (b) (c) (d) (e)

2010 £1,044,518 £41,781 £50,000 £8,219 £1,036,299

2011 1,036,299 41,452 50,000 8,548 1,027,751

2012 1,027,751 41,110 50,000 8,890 1,018,861

2013 1,018,861 40,754 50,000 9,246 1,009,615

2014 1,009,615 40,385 50,000 9,615 1,000,000

Total £44,518

 Solution to 3:   Th e carrying amounts of the bonds at 31 December 2010 and 2011 are 
£1,036,299 and £1,027,751, respectively. Observe that the carrying amount of the 
bonds issued at a premium decreases over the life of the bonds. At maturity, 31 Decem-
ber 2014, the carrying amount of the bonds equals the face value of the bonds. Th e car-
rying amount of the bonds will be reduced to zero when the principal payment is made.   
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 Th e reporting of interest payments on the statement of cash fl ows can diff er under IFRS 
and US GAAP. Under IFRS, interest payments on bonds can be included as an outfl ow 
in either the operating section or the fi nancing section of the statement of cash fl ows. US 
GAAP require interest payments on bonds to be included as an operating cash outfl ow. (Some 
fi nancial statement users consider the placement of interest payments in the operating section 
to be inconsistent with the placement of bond issue proceeds in the fi nancing section of the 
statement of cash fl ows.) Typically, cash interest paid is not shown directly on the statement of 
cash fl ows, but companies are required to disclose interest paid separately. 

 Amortisation of a discount (premium) is a non-cash item and thus, apart from its eff ect 
on taxable income, has no eff ect on cash fl ow. In the section of the statement of cash fl ows that 
reconciles net income to operating cash fl ow, amortisation of a discount (premium) is added 
back to (subtracted from) net income.   

 2.3.     Current Market Rates and Fair Value Reporting Option 

 Reporting bonds at amortised historical costs (historical cost plus or minus the cumulative am-
ortisation) refl ects the market rate at the time the bonds were  issued  (i.e., historical market rate 
or eff ective interest rate). As market interest rates change, the bonds’ carrying amount diverges 
from the bonds’ fair market value. When market interest rates decline, the fair value of a bond 
with a fi xed coupon rate increases. As a result, a company’s economic liabilities may be higher 
than its reported debt based on amortised historical cost. Conversely, when market interest 
rates increase, the fair value of a bond with a fi xed coupon rate decreases and the company’s 
economic liability may be lower than its reported debt. Using fi nancial statement amounts 
based on amortised cost may underestimate (or overestimate) a company’s debt-to-total-capital 
ratio and similar leverage ratios. 

 Companies recently have been given the option to report fi nancial liabilities at fair val-
ues. Financial liabilities reported at fair value are designated as fi nancial liabilities at fair value 
through profi t or loss. Even if a company does not opt to report fi nancial liabilities at fair value, 
the availability of fair value information in the fi nancial statements has increased. IFRS and 
US GAAP require fair value disclosures in the fi nancial statements unless the carrying amount 
approximates fair value or the fair value cannot be reliably measured.  5    

 A company selecting the fair value option for a liability with a fi xed coupon rate will 
report gains (losses) when market interest rates increase (decrease). When market interest rates 
increase or other factors cause the fair value of a company’s bonds to decline, the company 
reports a decrease in the fair value of its liability and a corresponding gain. When interest rates 
decrease or other factors cause the fair value of a company’s bonds to increase, the company 

 Solution to 4:   Under the straight-line method, the premium is evenly amortised over 
the life of the bonds. In this example, the £44,518 premium would be amortised by 
£8,903.64 (£44,518 divided by 5 years) each year under the straight-line method. 
So, the annual interest expense under the straight-line method would be £41,096.36 
(£50,000 less £8,903.64).   

  5     IFRS (IAS 32, IAS 39, and IFRS 7) and US GAAP (FASB ASC 820 and 825). 
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reports an increase in the fair value of its liability and a corresponding loss. Th e gains or losses 
resulting from changes in fair values are recognised in profi t or loss. 

 Few companies have selected the option to report fi nancial liabilities at fair value. Th ose 
that have are primarily companies in the fi nancial sector. Reporting standards for fi nancial 
investments and derivatives already required these companies to report a signifi cant portion 
of their assets at fair values. Measuring fi nancial liabilities at other than fair value, when 
fi nancial assets are measured at fair value, results in earnings volatility. Th is volatility is the 
result of using diff erent bases of measurement for fi nancial assets and fi nancial liabilities. 
Goldman Sachs (NYSE:GS) elected to account for some fi nancial liabilities at fair value 
under the fair value option. In its fi scal year 2008 10-K fi ling (page 74), Goldman explains 
this choice: 

  Th e primary reasons for electing the fair value option are to refl ect economic events 
in earnings on a timely basis, to mitigate volatility in earnings from using diff erent 
measurement attributes and to address simplifi cation and cost-benefi t considerations.  

 Most companies, as required under IFRS and US GAAP, disclose the fair values of fi -
nancial liabilities. Th e primary exception to the disclosure occurs when fair value cannot be 
reliably measured.  Example 5  illustrates Sony’s fair value disclosures, including the fair values 
of long-term debt.    

 EXAMPLE 5    Fair Value Disclosures of Debt and Financial Instruments 

 Th e following are excerpts from Notes 2 and 13 of Sony Corporation’s (NYSE: SNE) 
20-F fi ling for the fi scal year ended 31 March 2009. Th ese discuss the option for re-
porting fair values in the balance sheet and illustrate fi nancial statement disclosures of 
fair values.   

    Excerpt from  Note 2:  Summary of signifi cant accounting policies   

 . . . “Th e Fair Value Option for Financial Assets and Financial Liabilities.” 
.  .  .  permits companies to choose to measure, on an instrument-by-instrument 
basis, various fi nancial instruments and certain other items at fair value that are 
not currently required to be measured at fair value. Th e fair value measurement 
election is irrevocable and subsequent changes in fair value must be recorded in 
earnings. .  .  . Sony did not elect the fair value option for any assets or liabilities 
that were not previously carried at fair value.     

    Excerpt from  Note 13:  Fair value measurements   

 Th e estimated fair values of Sony’s fi nancial instruments are summarised as 
follows. Th e following summary excludes cash and cash equivalents, call loans, 
time deposits, notes and accounts receivable, trade, call money, short-term 
borrowings, notes and accounts payable, trade and deposits from customers in 
the banking business because the carrying values of these fi nancial instruments 
approximated their fair values due to their short-term nature.    
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 Yen in millions 

 March 31, 2008  March 31, 2009 

 Carrying 
Amount 

 Estimated 
Fair Value 

 Carrying 
Amount 

 Estimated 
Fair Value 

Long-term debt including the 
current portion 

1,020,938 1,024,879 807,687 809,377

Investment contracts included in 
policyholders’ account in the life 
insurance business

274,779 275,967 286,104 289,905

  Th e fair values of long-term debt including the current portion and investment 
contracts included in policyholders’ account in the life insurance business were 
estimated based on either the market value or the discounted future cash fl ows 
using Sony’s current incremental borrowing rates for similar liabilities.  

 Use the excerpts from the notes to Sony’s fi nancial statements to address the following 
questions:  

  1  .     Does Sony report the fair values of its long-term debt on the balance sheet?  
  2  .     How does Sony measure the long-term debt reported on the balance sheet?  
  3  .     As of 31 March 2008 and 31 March 2009, what is the percent diff erence in the 

carrying amount and fair value of Sony’s long-term debt?    

 Solution to 1:   Sony does not report the fair values of its long-term debt on the balance 
sheet; Sony discloses that it did not elect the fair value option for any assets or liabilities 
that were not previously carried at fair value in Note 2. In Note 13, we also observe that 
Sony discloses the estimated fair value of long-term debt separately from its carrying 
amount.   

 Solution to 2:   Notes 2 and 13 indicate that Sony did not elect the fair value option. 
Th erefore, the carrying amount of its debt must be its amortised historical cost.   

 Solution to 3:   In each year, the fair value of Sony’s long-term debt is less than 0.5% 
greater than its carrying amount: 0.4% [= (1,024,879/1,020,938) – 1] on 31 March 
2008 and 0.2% [= (809,377/807,687) – 1] on 31 March 2009. Although the estimated 
fair values are higher, the diff erence is small and would most likely not materially aff ect 
an analysis of the company.   

 2.4.     Derecognition of Debt 

 Once bonds are issued, a company may leave the bonds outstanding until maturity or 
redeem the bonds before maturity either by calling the bonds (if the bond issue includes 
a call provision) or by purchasing the bonds in the open market. If the bonds remain out-
standing until the maturity date, the company pays bondholders the face value of the bonds 
at maturity. Th e discount or premium on the bonds would be fully amortised at maturity; 
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the carrying amount would equal face value. Upon repayment, bonds payable is reduced by 
the carrying amount at maturity (face value) of the bonds and cash is reduced by an equal 
amount. Repayment of the bonds appears in the statement of cash fl ows as a fi nancing cash 
outfl ow. 

 If a company decides to redeem bonds before maturity and thus extinguish the liability 
early, bonds payable is reduced by the carrying amount of the redeemed bonds. Th e diff erence 
between the cash required to redeem the bonds and the carrying amount of the bonds is a gain 
or loss on the extinguishment of debt. Under IFRS, debt issuance costs are included in the 
measurement of the liability and are thus part of its carrying amount. Under US GAAP, debt 
issuance costs are accounted for separately from bonds payable and are amortised over the life 
of the bonds. Any unamortised debt issuance costs must be written off  at the time of redemp-
tion and included in the gain or loss on debt extinguishment. 

 For example, a company reporting under IFRS has a £10 million bond issuance with a 
carrying amount equal to its face value and fi ve years remaining until maturity. Th e company 
redeems the bonds at a call price of 103. Th e redemption cost is £10.3 million (= £10 million × 
103%). Th e company’s loss on redemption would be £300 thousand (£10 million carrying 
amount minus £10.3 million cash paid to redeem the callable bonds). 

 A gain or loss on the extinguishment of debt is disclosed on the income statement, in a 
separate line item, when the amount is material. A company typically discloses further detail 
about the extinguishment in the management discussion and analysis (MD&A) and/or notes 
to the fi nancial statements.  6    In addition, in a statement of cash fl ows prepared using the indi-
rect method, net income is adjusted to remove any gain or loss on the extinguishment of debt 
from operating cash fl ows and the cash paid to redeem the bonds is classifi ed as cash used for 
fi nancing activities. (Recall that the indirect method of the statement of cash fl ows begins with 
net income and makes necessary adjustments to arrive at cash from operations, including re-
moval of gains or losses from non-operating activities.) 

 To illustrate the fi nancial statement impact of the extinguishment of debt, consider the 
notes payable repurchase by B+H Ocean Carriers in  Example 6  below.    

  6    We use the term MD&A generally to refer to any management commentary provided on a company’s 
fi nancial condition, changes in fi nancial condition, and results of operations. In the United States, the 
Securities and Exchange Commission (SEC) requires a management discussion and analysis for compa-
nies listed on US public markets. Reporting requirements for such a commentary as the SEC-required 
MD&A vary across exchanges, but some are similar to the SEC requirements. Currently, the IASB is 
developing a standard for a management commentary that would be consistent for all companies report-
ing under IFRS. 

 EXAMPLE 6    Debt Extinguishment Disclosure 

 Th e following excerpts are from the 2008 20-F fi ling of B+H Ocean Carriers (NYSE 
Alternext:  BHO ). In its statement of cash fl ows, the company uses the indirect method 
to reconcile net income with net cash (used in) provided by operations. 
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      Excerpt from  Consolidated Statements of Income 
   For the years ended 31 December 2008, 2007, and 2006 

2008 2007 2006

Revenues:

⋮ ⋮ ⋮ ⋮

Total revenues 104,908,915 112,416,831 96,879,051

⋮ ⋮ ⋮ ⋮

Total operating expenses 100,279,906 96,140,562 71,018,929

Income from vessel operations 4,629,009 16,276,269 25,860,122

Other income (expense):

⋮ ⋮ ⋮ ⋮

Gain on debt extinguishment 2,345,000 — —

⋮ ⋮ ⋮ ⋮

Total other income (expense), net 11,236,107 (14,257,092) (7,085,809)

Net income $15,865,116 $2,019,177 $18,774,313

      Excerpt from  Consolidated Statements of Cash Flows 
   For the years ended 31 December 2008, 2007, and 2006 

2008 2007 2006

CASH FLOWS FROM OPERATING 
ACTIVITIES:

Net Income $15,865,116 $2,019,177 $18,774,313

Adjustments to reconcile net income to net 
cash (used in) provided by operating activities:

⋮ ⋮ ⋮ ⋮

Gain on debt extinguishment (2,345,000) — —

⋮ ⋮ ⋮ ⋮

Total adjustments (16,635,993) 38,842,386 19,815,773

Net cash (used in) provided by operating 
activities

(770,877) 40,861,563 38,590,086

⋮ ⋮ ⋮

(continued)
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2008 2007 2006

CASH FLOWS FROM FINANCING 
ACTIVITIES:

Payments for debt fi nancing costs (294,999) (1,526,501) (1,481,505)

⋮ ⋮ ⋮ ⋮

Purchase of debt securities (2,155,000) — (5,000,000)

⋮ ⋮ ⋮ ⋮

Payments of unsecured debt — (31,402,960) (1,356,092)

    Excerpt from  NOTE 2: SUMMARY OF SIGNIFICANT ACCOUNTING 
POLICIES  

 .  .  . Th e carrying amount of the Company’s variable rate long-term debt 
approximates fair value.    

    Excerpt from  NOTE 8: BONDS PAYABLE  

 On December 12, 2006, the Company issued $25 million of unsecured 
bonds. . . . Interest on the bonds is equal to Libor plus 4%, payable quarterly in 
arrears. . . . During the 4th quarter of 2008, the Company repurchased the un-
secured bonds with a face value of $4.5 million and realized a $2.3 million gain.    

  1  .     Th e balance in bonds payable was reduced at redemption by:  
  A  .   $2,155,000.  
  B  .   $2,345,000.  
  C  .   $4,500,000.      

 Solution to 1:   C is correct. Th e bonds payable is reduced at redemption by the carrying 
amount of the bonds redeemed. Th e cash paid to extinguish the bonds plus the gain on 
redemption equals the carrying amount of the bonds. Th e carrying amount of the bonds 
was $4,500,000. In this case, the carrying amount equals the face value. Th e company 
recognised a gain of $2,345,000 when it extinguished the debt of $4,500,000 by paying 
only $2,155,000.   

 2.5.     Debt Covenants 

 Borrowing agreements (the bond indenture) often include restrictions called covenants that 
protect creditors by restricting activities of the borrower. Debt covenants benefi t borrowers to 
the extent that they lower the risk to the creditors and thus reduce the cost of borrowing. Af-
fi rmative covenants restrict the borrower’s activities by requiring certain actions. For instance, 
covenants may require that the borrower maintain certain ratios above a specifi ed amount or 
perform regular maintenance on real assets used as collateral. Negative covenants require that 

(Continued)
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the borrower not take certain actions. Covenants may restrict the borrower’s ability to invest, 
pay dividends, or make other operating and strategic decisions that might adversely aff ect the 
company’s ability to pay interest and principal. 

 Common covenants include limitations on how borrowed monies can be used, mainte-
nance of collateral pledged as security (if any), restrictions on future borrowings, requirements 
that limit dividends, and requirements to meet specifi c working capital requirements. Cove-
nants may also specify minimum acceptable levels of fi nancial ratios, such as debt-to-equity, 
current, or interest coverage. 

 When a company violates a debt covenant, it is a breach of contract. Depending on the 
severity of the breach and the terms of the contract, lenders may choose to waive the covenant, 
be entitled to a penalty payment or higher interest rate, renegotiate, or call for payment of the 
debt. Bond contracts typically require that the decision to call for immediate repayment be 
made, on behalf of all the bondholders, by holders of some minimum percentage of the prin-
cipal amount of the bond issue. 

  Example 7  illustrates common disclosures related to debt covenants included in fi nancial 
statement disclosures (notes to the fi nancial statements).    

 EXAMPLE 7    Illustration of Debt Covenant Disclosures 

 Th e following excerpt is from TORM A/S (NASDAQ: TORM) from the Risk Factors 
section of Item 3, Key Information, in its fi scal year 2008 20-F fi ling. Th e excerpt illus-
trates debt covenants and their disclosure: 

  Certain of our loan agreements contain restrictive covenants, which may limit 
our liquidity and corporate activities and prevent proper service of debt, which 
could result in the loss of our vessels. 

 Some loan agreements impose operating and fi nancial restrictions upon 
us. Th ese restrictions may limit our ability to:  

•    change the management of our vessels without the lenders’ consent (which they 
are not entitled to unreasonably withhold); and  

•    enter into mergers or corporate restructurings, or eff ect material divestments, if 
such would be materially adverse to the company.   

 Our lenders’ interests may be diff erent from ours and we cannot guaran-
tee that we will be able to obtain our lenders’ permission when needed. Th is 
may prevent us from taking actions that are in our best interest.   

 Th e following excerpt is an additional excerpt from “Note 8: Bonds Payable” of B+H 
Ocean Carriers that was referenced in  Example 6 . 

  Th e bond facility contains certain restrictive covenants which restrict the pay-
ment of dividends. Th e facility requires a minimum value adjusted equity ratio 
(as defi ned) of 25%. At December 31, 2008, the Company was in compliance 
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with these covenants and is likely to remain in compliance throughout 2009. 
However, the bond agreement contains a cross default provision that essential-
ly enables the lender to call the bonds if the Company defaults on a separate 
loan facility. Th e Company reclassifi ed its long term debt because of a deter-
mination prospectively that certain covenants in certain long term agreements 
may be breached during 2009. As such, the Company has recorded the entire 
balance of the bonds as current as of December 31, 2008.   

  1  .     Which of the covenants described in the above excerpts is an affi  rmative covenant?  
  2  .     Based on the excerpt from B+H Ocean Carriers, what is the implied consequence of 

breaching certain covenants?    

 Solution to 1:   Th e requirement that “a minimum value adjusted equity ratio (as defi ned) 
of 25%” be maintained by B+H Ocean Carriers is an example of an affi  rmative cov-
enant. It requires the issuer to do something. Th e covenants on TORM A/S require 
that TORM not take certain actions (e.g., not change management of vessels without 
lenders’ consent and not enter into mergers that would be materially adverse) and are 
negative covenants.   

 Solution to 2:   If B+H Ocean Carriers breaches certain covenants, it seems that the entire 
balance of bonds payable becomes due. Th e bonds payable have been prospectively 
moved from non-current to current liabilities.   

 2.6.     Presentation and Disclosure of Long-Term Debt 

 Th e non-current (long-term) liabilities section of the balance sheet usually includes a single 
line item of the total amount of a company’s long-term debt due after one year, with the por-
tion of long-term debt due in the next twelve months shown as a current liability. Notes to the 
fi nancial statements provide more information on the types and nature of a company’s debt. 
Th ese note disclosures can be used to determine the amount and timing of future cash out-
fl ows. Th e notes generally include stated and eff ective interest rates, maturity dates, restrictions 
imposed by creditors (covenants), and collateral pledged (if any). Th e amount of scheduled 
debt repayments for the next fi ve years also is shown in the notes. 

  Example 8  contains an excerpt from Johnson & Johnson’s 2008 10-K fi ling that illustrates 
common long-term debt disclosures.  

 EXAMPLE 8    Illustration of Long-Term Debt Disclosures 

  Exhibit 1  is an excerpt from Note 6 of Johnson & Johnson’s (NYSE: JNJ) 2008 fi nancial 
statements that illustrates fi nancial statement disclosure for long-term debt, including 
type and nature of long-term debt, eff ective interest rates, and required payments over 
the next fi ve years. Johnson & Johnson reports its debt at amortised cost. 
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    EXHIBIT 1       Johnson & Johnson  

  Excerpt from 6. Borrowings  
 Th e components of long-term debt are as follows: 

(Dollars in Millions) 2008
Eff ective 
   Rate % 2007

Eff ective 
   Rate %

3% Zero Coupon Convertible 
Subordinated Debentures due 2020 $183 3 178 3

4.95% Debentures due 2033 500 4.95 500 4.95

3.80% Debentures due 2013 500 3.82 500 3.82

6.95% Notes due 2029 294 7.14 294 7.14

6.73% Debentures due 2023 250 6.73 250 6.73

6.625% Notes due 2009 199 6.8 199 6.8

5.55% Debentures due 2017 1,000 5.55 1,000 5.55

5.95% Notes due 2037 995 5.99 995 5.99

5.50% Notes due 2024 
   (500 GBP 1.4759) b (500 GBP 1.9944) c 731 5.71 989 5.71

4.75% Notes due 2019     (1B Euro 
1.4000) b ( 1B Euro 1.4573) c 1,390 5.35 1,447 5.35

5.15% Debentures due 2012 599 5.18 599 5.18

5.86% Debentures due 2038 700 5.86

5.15% Debentures due 2018 898 5.15

Other (Includes Industrial Revenue Bonds) 102 132

 8,341 d   5.46 a   7,083 d   5.47 a  

Less current portion 221 9 —

 $8,120  7,074 

 a Weighted average eff ective rate. 
    b Translation rate at December 28, 2008. 
    c Translation rate at December 30, 2007. 
    d Th e excess of the fair value over the carrying value of debt was $1.4 billion in 2008 and $0.3 
billion in 2007.

 Th e Company has access to substantial sources of funds at numerous banks 
worldwide. In September 2008, the Company secured a new 364-day and 5-year 
Credit Facility. Total credit available to the Company approximates $7.7 billion of 
which $6.3 billion expires September 24, 2009, and $1.4 billion expires Septem-
ber  25, 2013. Interest charged on borrowings under the credit line agreements is 
based on either bids provided by banks, the prime rate or London Interbank Off ered 
Rates (Libor), plus applicable margins. Commitment fees under the agreements are 
not material. 

 . . . 
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 In this chapter, we focus on accounting for simple debt contracts. Debt contracts can take 
on additional features, which lead to more complexity. For instance, convertible debt and debt 
with warrants are more complex instruments that have both debt and equity features. Convert-
ible debt gives the debt holder the option to exchange the debt for equity. Bonds issued with 
warrants give holders the right to purchase shares of the issuer’s common stock at a specifi c 
price, similar to stock options. Issuance of bonds with warrants is more common by non-US 
companies.  Example 9  provides an example of a fi nancial statement disclosure of bonds with 
warrants issued by a Chinese company. 

 Aggregate maturities of long-term obligations commencing in 2007 are (dollars in 
millions): 

2009 2010 2011 2012 2013 After 2014 

$221 22 18 620 507 6,953

 Use the information in  Exhibit 1  to answer the following questions:  

  1  .     Why are the eff ective interest rates unchanged from 2007 and 2008 for the fi rst 11 
borrowings listed?  

  2  .     Why does the carrying amount of the “4.95% Debentures due 2033” remain the 
same in 2007 and 2008?  

  3  .     Why does the carrying amount of the “4.75% Notes due 2019” decrease from 2007 
to 2008?    

 Solution to 1:   Th e eff ective interest rate is the market rate at which the bonds are issued 
and does not change from year to year.   

 Solution to 2:   Th e carrying amount of the “4.95% Debentures due 2033” remains the 
same because the eff ective interest rate at which the debentures were issued is the same 
as the coupon rate. Th e debentures were issued at par, and the carrying amount does 
not change.   

 Solution to 3:   Th e notes are denominated in euros, with a face value of €1 billion. Th e 
dollar/euro translation exchange rate at the end of 2008 was lower than the exchange 
rate at the end of 2007 (1.4000 versus 1.4573). Th at decline explains the decrease in 
carrying value. Note that the face amount of the debt at the translation rate (at the end 
of 2008, €1 billion times 1.4000 = $1.4 billion) is higher than the carrying amount 
(at the end of 2008, $1.39 billion). Th e reason for this diff erence is that the notes 
were issued at a discount; the eff ective interest rate of 5.35 percent is higher than the 
4.75 percent coupon rate. Th e carrying amount of the notes thus refl ects the amorti-
sation of the discount at issuance; the amortisation of the discount will increase the 
carrying amount.   
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  In addition to disclosures in the notes to the fi nancial statements, an MD&A commonly 
provides other information about a company’s capital resources, including debt fi nancing and 
off -balance-sheet fi nancing. In the MD&A, management often provides a qualitative discussion 
on any material trends, favorable or unfavorable, in capital resources and indicates any expected 
material changes in their mix and relative cost. Additional quantitative information is typically pro-
vided, including schedules summarising a company’s contractual obligations (e.g., bond payables) 
and other commitments (e.g., lines of credit and guarantees) in total and over the next fi ve years.     

 3. LEASES 

 A company wishing to obtain the use of an asset can either purchase the asset or lease the 
asset. Section 3.1 describes some advantages to leasing from the viewpoint of the  lessee  (the 
party obtaining the use of an asset through a lease). Section 3.2 describes the classifi cation of 
leases. Section 3.2.1 describes the accounting treatments of diff erent types of leases from the 
perspective of the lessee, and section 3.2.2 discusses leases from the perspective of the  lessor  
(the owner of the asset).  

 EXAMPLE 9    Financial Statement Disclosure of Bonds with Warrants 

 Th e following excerpt is from the fi scal year 2008 Annual Report of the China Petroleum 
& Chemical Corporation (NYSE Euronext: SNP). 

   Excerpt from NOTE 29: DEBENTURES PAYABLE  

 On 26 February 2008, the Company issued convertible bonds with 
stock warrants due 2014 with an aggregate principal amount of RMB 30 
billion in the PRC (the “Bonds with Warrants”). Th e Bonds with Warrants 
with fi xed interest rate of 0.8% per annum and interest payable annually, 
were issued at par value of RMB 100. Th e Bonds with Warrants were guar-
anteed by Sinopec Group Company. Each lot of the Bonds with Warrants, 
comprising ten Bonds with Warrants, are entitled to warrants (the “War-
rants”) to subscribe 50.5 A shares of the Company during the 5 trading days 
prior to 3 March 2010 at an initial exercise price of RMB 19.68 per share, 
subject to adjustment for, amongst other things, cash dividends, subdivision 
or consolidation of shares, bonus issues, rights issues, capital distribution, 
change of control and other events which have a dilutive eff ect on the issued 
share capital of the Company.  

 If all warrants were exercised, how many shares would be subscribed for?  

 Solution:   1,515,000,000 shares would be subscribed for [aggregate principal amount 
divided by par value of a lot times shares subscribed per lot = (RMB 30,000,000,000/
RMB 1,000) × 50.5 shares].   
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 3.1.     Advantages of Leasing 

 A lease is a contract between the owner of an asset—the lessor—and another party seeking use 
of the asset—the lessee. Th rough the lease, the lessor grants the right to use the asset to the 
lessee. Th e right to use the asset can be for a long period, such as 20 years, or a much shorter 
period, such as a month. In exchange for the right to use the asset, the lessee makes periodic 
lease payments to the lessor. A lease, then, is a form of fi nancing to the lessee provided by the 
lessor that enables the lessee to obtain the  use  of the leased asset. 

 Th ere are several advantages to leasing an asset compared to purchasing it. Leases can pro-
vide less costly fi nancing; they usually require little, if any, down payment; and often are at lower 
fi xed interest rates than those incurred if the asset was purchased. Th is fi nancing advantage is 
the result of the lessor having advantages over the lessee and/or another lender. Th e lessor may 
be in a better position to take advantage of tax benefi ts of ownership, such as depreciation and 
interest. Th e lessor may be better able to value and bear the risks associated with ownership, 
such as obsolescence, residual value, and disposition of asset. Th e lessor may enjoy economies 
of scale for servicing assets. As a result of these advantages, the lessor may off er attractive lease 
terms and leasing the asset may be less costly for the lessee than owning the asset. Further, the 
negotiated lease contract may contain less-restrictive provisions than other forms of borrowing. 

 Companies also use certain types of leases because of perceived fi nancial reporting and tax 
advantages. Although they provide a form of fi nancing, certain types of leases are not shown 
as debt on the balance sheet. Th e items leased under these types of leases also do not appear as 
assets on the balance sheet. Th erefore, no interest expense or depreciation expense is included 
in the income statement. In addition, in some countries—including the United States—be-
cause fi nancial reporting rules diff er from tax regulations, a company may own an asset for 
tax purposes (and thus obtain deductions for depreciation expense for tax purposes) while 
not refl ecting the ownership in its fi nancial statements. A lease that is structured to provide a 
company with the tax benefi ts of ownership while not requiring the asset to be refl ected on the 
company’s fi nancial statements is known as a synthetic lease.   

 3.2.     Finance (or Capital) Leases versus Operating Leases 

 Th ere are two main classifi cations of leases:  fi nance leases  (or  capital leases ) and  operating 
leases .  7    Th e economic substance of a fi nance (or capital) lease is very diff erent from an operat-
ing lease, as are the implications of each for the fi nancial statements for the lessee and lessor. In 
substance, a fi nance (capital) lease is equivalent to the purchase of some asset (lease to own) by 
the buyer (lessee) that is directly fi nanced by the seller (lessor). An operating lease is an agree-
ment allowing the lessee to use some asset for a period of time, essentially a rental. 

 Under IFRS, the classifi cation of a lease as a fi nance lease or an operating lease depends on 
the transfer of the risks and rewards incidental to ownership of the leased asset.  8    If substantially 
 all  the risks and rewards are transferred to the lessee, the lease is classifi ed as a fi nance lease 
and the lessee reports a leased asset and lease obligation on its balance sheet. Otherwise, the 
lease is reported as an operating lease, in which case the lessee reports neither an asset nor a 
liability; the lessee reports only the lease expense. Similarly, if the lessor transfers substantially 
 all  the risks and rewards incidental to legal ownership, the lease is reported as a fi nance lease 
and the lessor reports a lease receivable on its balance sheet and removes the leased asset from 

  7    “Finance lease” is IFRS terminology and “capital lease” is US GAAP terminology. 
  8    IAS 17 [Leases]. 
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its balance sheet. Otherwise, the lease is reported as an operating lease, and the lessor keeps 
the leased asset on its balance sheet. Examples of situations that would normally lead to a lease 
being classifi ed as a fi nance lease include the following:  9     

•    Th e lease transfers ownership of the asset to the lessee by the end of the lease term.  
•    Th e lessee has the option to purchase the asset at a price that is expected to be suffi  ciently 

lower than the fair value at the date the option becomes exercisable for it to be reasonably 
certain, at the inception of the lease, that the option will be exercised.  

•    Th e lease term is for the major part of the economic life of the asset, even if the title is not 
transferred.  

•    At the inception of the lease, the present value of the minimum lease payments amounts to 
at least substantially all of the fair value of the leased asset.  

•    Th e leased assets are of such a specialized nature that only the lessee can use them without 
major modifi cations.   

 Although accounting for leases under US GAAP is guided by a similar principle of the 
transfer of benefi ts and risks, US GAAP is more prescriptive in its criteria for classifying capital 
and operating leases. Four criteria are specifi ed to identify when a lease is a capital lease:  10     

   1  .     Ownership of the leased asset transfers to the lessee at the end of the lease.  
   2  .     Th e lease contains an option for the lessee to purchase the leased asset cheaply (bargain 

purchase option).  
   3  .     Th e lease term is 75 percent or more of the useful life of the leased asset.  
   4  .     Th e present value of lease payments is 90 percent or more of the fair value of the leased asset.   

 Only one of these criteria has to be met for the lease to be considered a capital lease by the 
lessee. On the lessor side, satisfying at least one of these four criteria plus meeting revenue recog-
nition requirements (that is, being reasonably assured of cash collection and having performed 
substantially under the lease) determine a capital lease. If none of the four criteria are met or if 
the revenue recognition requirement is not met, the lessor reports the lease as an operating lease.  

 3.2.1.     Accounting and Reporting by the Lessee 
 Because a fi nance lease is economically similar to borrowing money and buying an asset, a 
company that enters into a fi nance lease as the lessee reports an asset (leased asset) and related 
debt (lease payable) on its balance sheet. Th e initial value of both the leased asset and lease 
payable is the lower of the present value of future lease payments and the fair value of the 
leased asset; in many cases, these will be equal. On the income statement, the company reports 
interest expense on the debt, and if the asset acquired is depreciable, the company reports de-
preciation expense. (Th e lessor, as we illustrate in the next section, reports the sale of an asset 
and a lease as receivable.) 

 Because an operating lease is economically similar to renting an asset, a company that 
enters into an operating lease as the lessee records a lease expense on its income statement 
during the period it uses the asset. No asset or liability is recorded on its balance sheet. Th e 

   9    Examples are from IAS 17, paragraph 10, and do not include all indicators that would lead to a lease 
being classifi ed as a fi nance lease. 
  10    FASB ASC Topic 840 [Leases]. 
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main accounting diff erences for a lessee between a fi nance lease and an operating lease, then, 
are that reported assets and debt are higher and expenses are generally higher in the early 
years under a fi nance lease. Because of the higher reported debt and expenses under a fi nance 
lease, lessees often prefer operating leases to fi nance leases. (Although classifying a lease as 
an operating lease can make reported profi tability ratios and debt-to-equity ratios appear 
better, fi nancial analysts are aware of this impact and typically adjust the reported numbers 
accordingly.) 

 On the lessee’s statement of cash fl ows, for an operating lease, the full lease payment is 
shown as an operating cash outfl ow. For a fi nance lease, only the portion of the lease payment 
relating to interest expense potentially reduces operating cash fl ow; the portion of the lease 
payment that reduces the lease liability appears as a cash outfl ow in the fi nancing section. 

  Example 10  illustrates the accounting of a fi nance lease by a lessee.  

 EXAMPLE 10    Determining the Initial Recognition and 
Measurement and Subsequent Measurement of a Finance Lease 
for a Lessee 

 CAPBS Inc. enters into a lease agreement to acquire the use of a piece of machinery for 
four years beginning on 1 January 2010. Th e lease requires four annual payments of 
€28,679 starting on 1 January 2010. Th e useful life of the machine is four years, and its 
salvage value is zero. CAPBS accounts for the lease as a fi nance lease. Th e fair value of 
the machine is €100,000. Th e present value of the lease payments using the company’s 
discount rate of 10 percent is €100,000. (A reminder is relevant for present value calcu-
lations: Lease payments are made at the beginning of each period.) Th e company uses 
straight-line depreciation.  

  1  .     Comment on the appropriateness of CAPBS treating the lease agreement as a 
fi nance lease under IFRS and a capital lease under US GAAP.  

  2  .     What is the amount reported as a leased asset on the balance sheet on 1 January 
2010? What depreciation expense is reported in fi scal year 2010?  

  3  .     What is the amount of the machinery reported as a leased asset on the balance sheet 
on 31 December 2010?  

  4  .     What is the amount of the lease liability reported on the balance sheet on 1 January 
2010? What interest expense is reported in fi scal year 2010?  

  5  .     What is the amount of the lease liability reported on the balance sheet on 31 De-
cember 2010? What interest expense is reported in fi scal year 2011?  

  6  .     If CAPBS had determined that the above lease was an operating lease, what 
amount of expenses would be reported on the income statements in fi scal 2010 
and 2011? How does this expense compare to the expenses reported under a 
capital lease?    

 Solution to 1:   CAPBS should treat this lease as a fi nance lease under IFRS. Th e machine 
is leased for the major part of its useful life (the useful life of the machine and the lease 
are each four years). Also, the present value of lease payments equals substantially the 
fair value of the machine (both are €100,000). CAPBS should treat this lease as a capital 



Chapter 10 Non-Current (Long-Term) Liabilities 529

  11    Th e computations included throughout the example were made using an Excel worksheet; 
small apparent discrepancies in the calculations are because of rounding. 

lease under US GAAP. Th e machine is leased for more than 75 percent of its useful life, 
and the present value of the lease payments exceeds 90 percent of the fair value of the 
leased asset.   

 Solution to 2:   Th e amount initially reported as a leased asset on 1 January 2010 is 
€100,000. Depreciation expense each year is €25,000 [(€100,000 – €0)/4 years]. 

 Th e table below shows CAPBS’s depreciation expense and carrying amount for the 
leased asset by year. 

Year

Initial 
Recognition 

Amount
Depreciation 

Expense
Accumulated 
Depreciation

Carrying 
Amount  

   (year-end)

(a) (b) (c ) (d)

2010 €100,000 €25,000 €25,000 €75,000

2011 100,000 25,000 50,000 50,000

2012 100,000 25,000 75,000 25,000

2013 100,000 25,000 100,000 0

€100,000

•    Column (a) is the lower of the fair value of the machinery and the present value (PV) 
of lease payments at lease inception. In this example, they are the same.  

•    Column (b) is the depreciation expense of €25,000 per year [straight-line 
depreciation = acquisition cost less salvage value divided by useful life = (€100,000 – 
€0)/4 years].  

•    Column (c) is the accumulated depreciation on the leased asset calculated as the prior 
year’s accumulated depreciation plus the current year’s depreciation expense.  

•    Column (d) is the carrying amount of the machine (the leased asset), which is the 
diff erence between the initial recognition amount and accumulated depreciation.     

 Solution to 3:    From the table presented in  Solution to 2 , the carrying amount on 31 
December 2010 is €75,000.   

 Solution to 4:   Th e amount of the lease liability initially recognised on 1 January 2010 
is €100,000, which is both the fair value of the leased asset and the present value of 
lease payments. However, the fi rst lease payment of €28,679, due on 1 January 2010, 
immediately reduces the lease liability balance to €71,321. Interest expense in 2010 is 
based on the €71,321 carrying amount. Interest expense reported in fi scal year 2010 is 
€7,132 (€71,321 × 10%). 

 Th e table below shows CAPBS’s lease payment, interest expense, and carrying val-
ues for its lease liability by year.  11     
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 A company reporting a lease as an operating lease will typically show higher profi ts in early 
years, higher return measures in early years, and a stronger solvency position than an identical 
company reporting an identical lease as a fi nance lease. However, the company reporting the 
lease as a fi nance lease will show higher operating cash fl ows because the portion of the lease 
payment that reduces the carrying amount of the lease liability will be refl ected as a fi nancing 
cash outfl ow rather than an operating cash outfl ow. Th e interest expense portion of the lease 

Year

Lease 
Liability, 
1 January

Annual Lease 
Payment, 
1 January

Interest (at 
10%; accrued 

in previous 
year)

Reduction 
of Lease 
Liability, 
1 January

Lease Liability on 
31 December after 
Lease Payment on 

1 January Same Year

(a) (b) (c) (d) (e)

2010 €100,000 €28,679 €0 €28,679 €71,321

2011 71,321 28,679 7,132 21,547 49,774

2012 49,774 28,679 4,977 23,702 26,072

2013 26,072 28,679 2,607 26,072 0

€114,717 €14,717 €100,000

•    Column (a) is the lease liability at the beginning of the year.  
•    2010: €100,000  
•    Years thereafter: It is the lease liability at the end of the previous year    

•    Column (b) is the annual lease payment made at the beginning of the year. A portion 
of the lease payment reduces interest accrued in the previous year, and the remainder 
of the lease payment reduces the carrying amount of the lease liability.  
•    For example, in 2011, the €28,679 paid on 1 January reduces the interest payable 

of €7,132 that accrued in 2010 (€71,321 × 10%) and then reduces the lease lia-
bility by €21,547.    

•    Column (c) is the interest portion of the 1 January lease payment made on that date. 
Th is amount of interest was accrued as interest payable during the  prior  year and is 
reported as the interest expense of the  prior  year. For example, at 31 December 2010, 
interest expense and interest payable in the amount of €7,132 was recognised.  

•    Column (d) is the reduction of the lease liability, which is the diff erence between the 
annual lease payment and the interest portion.  

•    Column (e) is the lease liability on 31 December of a given year just before the lease 
payment is made on the fi rst day of the next year. It is equal to the lease liability on 1 
January of the same year (column a) less the reduction of the lease liability (column d).     

 Solution to 5:   From the table presented in  Solution to 4 , the interest expense in fi scal year 
2011 is €4,977 (€49,744 × 10%).   

 Solution to 6:   As an operating lease, a rent expense of €28,679 would be reported on 
the income statement each year. Under a capital lease, the expenses related to the lease 
are depreciation and interest expense. In 2010, the depreciation expense is €25,000 and 
the interest expense is €7,132. In 2011, the depreciation expense is €25,000 and the 
interest expense is €4,977.   
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payment on the statement of cash fl ows can be treated as operating or fi nancing cash outfl ow 
under IFRS and is treated as an operating cash outfl ow under US GAAP. 

 Th e explicit standards in the United States that determine when a company should report a 
capital lease versus an operating lease make it easier for a company to structure a lease so that it 
is reported as an operating lease. Th e company structures the lease so that none of the four cap-
ital lease identifying criteria is met. Similar to debt disclosures, however, lease disclosures show 
payments under both capital and operating leases for the next fi ve years and afterward. Th ese 
disclosures can help to estimate the extent of a company’s off -balance-sheet lease fi nancing 
through operating leases.  Example 11  illustrates the disclosures of operating and fi nance leases. 
Although these disclosures can be used to determine the eff ect on the fi nancial statements if all 
operating leases were capitalized, this chapter focuses solely on the information that is disclosed.  

 EXAMPLE 11    Financial Statement Disclosure of Leases by the Lessee 

 BASF Group (OTC: BASFY) has signifi cant commitments under fi nance and operating 
leases. Presented below is selected note disclosure from its fi scal year 2008 fi nancial 
statements. 

   27. LEASING  

  Leased assets  

 Property, plant and equipment include those assets which are considered 
to be economically owned through a fi nance lease. Th ey primarily concern the 
following items:   

 Leased assets (million €)  

 2008  2007 

 Acquisition  
    Cost 

 Net book  
    Value 

 Acquisition  
    Cost 

 Net book  
    Value 

Land, land rights and buildings  20  13 26 18

Machinery and technical equipment  223  96 226 118

Miscellaneous equipment and fi xtures  73  18 71 20

Advance payments and construction 
in progress  —  — — —

 316  127 323 156

 Liabilities from 
Finance Leases 
(million €) 

 2008  2007 

 Minimum 
Lease 

Payments 
 Interest 
Portion 

 Leasing 
Liability 

 Minimum 
Lease 

Payments 
 Interest 
Portion 

 Leasing 
Liability 

Following year 1  20  5  15 29 6 23

Following year 2  20  5  14 19 5 13

Following year 3  22  5  18 18 5 13

(continued)
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 Liabilities from 
Finance Leases 
(million €) 

 2008  2007 

 Minimum 
Lease 

Payments 
 Interest 
Portion 

 Leasing 
Liability 

 Minimum 
Lease 

Payments 
 Interest 
Portion 

 Leasing 
Liability 

Following year 4  11  2  9 21 5 16

Following year 5  7  2  4 10 3 8

Over 5 years  29  10  20 35 12 23

 108  29  80 132 36 96

 In the current business year and in 2007, no additional lease payments arising from 
contractual obligations were recognized in income above the minimum lease payments.  

 In 2008, leasing liabilities were not off set by any expected minimum lease pay-
ments from sub-leases. 

 In addition, BASF is a lessee under operating lease contracts. Th e resulting lease obli-
gations totaling €1,449 million in 2008 and €1,272 in 2007 are due in the following years: 

 Commitments Due to Operating Lease Contracts (million €) 

 Nominal Value of Th e Future Minimum Payments 

 Dec. 31, 2008  Dec. 31, 2007 

Less than 1 year  280 292

1–5 years  613 505

Over 5 years  556 475

 1,449 1,272

  1  .     At the end of fi scal year 2008, what is the total amount of fi nance lease liabilities 
BASF reports on its balance sheet?  

  2  .     Based on fi nance lease agreements in place at the end of fi scal year 2008, how much 
will BASF pay out on fi nance lease commitments in fi scal year 2009?  

  3  .     Based on fi nance lease agreements in place at the end of fi scal year 2008, what is the 
amount of interest expense that BASF will report in fi scal year 2009?  

  4  .     At the end of fi scal 2008, what are BASF’s total commitments under operating leas-
es?  

  5  .     Based on operating lease agreements in place at the end of fi scal year 2008, what is 
the minimum amount of rent expense that BASF will report in fi scal year 2009?  

  6  .     At the end of fi scal year 2008, what is the amount of leased assets (carrying amount) 
BASF reports on its balance sheet?    

 Solution to 1:   €80 million—the total of the 2008 column “Leasing liability” in the “Li-
abilities from fi nance leases” table.   

 Solution to 2:   €20 million—reported in the 2008 column “Minimum lease payments,” 
row “Following year 1,” in the “Liabilities from fi nance leases” table.   

 Solution to 3:   €5 million—reported in the 2008 column “Interest portion,” row “Fol-
lowing year 1,” in the “Liabilities from fi nance leases” table.   

(Continued)
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  Example 12  contains information from Royal Dutch Shell’s (LSE: RDSA) 2008 fi nancial state-
ments. As required by IFRS, the balance sheet presents fi nance lease obligations in the line items 
labeled “Debt.” Additionally, IFRS require certain disclosures to be made in the notes; the layout 
of disclosure notes on debt varies across companies. For Royal Dutch, the disclosure note on debt, 
Note 18[A], fi rst shows a breakdown of total debt reported on the balance sheet into two com-
ponents: the amount of debt excluding fi nance lease obligations and the amount of fi nance lease 
obligations. Note 18[B] provides disclosures on the component of on-balance-sheet debt, excluding 
fi nance lease obligations. Next, Note 18[C] presents information about all the companies’ lease ob-
ligations—both fi nance leases (which are a component of the on-balance-sheet total debt) and oper-
ating leases (for which no obligation appears on the balance sheet). Th is disclosure clearly illustrates 
that although fi nance leases and operating leases are both contractual obligations, only the fi nance 
leases are reported on the balance sheet. As mentioned above, a subsequent chapter demonstrates 
how analysts adjust the total amount of debt as reported on the balance sheet to also include the 
off -balance-sheet obligations for operating leases. Analysts also should be aware that the Interna-
tional Accounting Standards Board (IASB) and the Financial Accounting Standards Board (FASB) 
are addressing the lease accounting standards, so these standards may change in the coming years.    

 Solution to 4:   €1,449 million—the total of the 2008 column “Nominal value of the fu-
ture minimum payments” in the “Commitments due to operating lease contracts” table.   

 Solution to 5:   €280 million—reported in the 2008 column “Nominal value of the fu-
ture minimum payments,” row “Less than 1 year,” in the “Commitments due to oper-
ating lease contracts” table.   

 Solution to 6:   €127 million—the total of the 2008 column “Net book value” in the 
“Leased assets” table.   

 EXAMPLE 12    Long-Term Debt and Lease Disclosures 

 Use the following excerpts taken from Royal Dutch Shell (LSE: RDSA) 2008 consoli-
dated fi nancial statements and notes to the consolidated fi nancial statements to answer 
the questions below. 

     Excerpt from CONSOLIDATED BALANCE SHEET 

 $ million  NOTES  Dec 31, 2008  Dec 31, 2007 

 LIABILITIES 

Non-current liabilities

Debt  18   13,772  12,363

⋮ ⋮ ⋮

Current liabilities

Debt  18    9,497   5,736

⋮ ⋮ ⋮

Total liabilities  153,535 143,502
(continued)
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 $ million  NOTES  Dec 31, 2008  Dec 31, 2007 

EQUITY

⋮ ⋮ ⋮

Total equity  128,866 125,968

Total liabilities and equity  282,401 269,470

     Excerpt from CONSOLIDATED STATEMENT OF CASH FLOWS 

 Dec 31, 2008 Dec 31, 2007

Net increase/(decrease) in debt with maturity 
period within three months  4,161 (455)

Other debt: 
   New borrowings  3,555 4,565

Repayments  (2,890) (2,796)

   Excerpt from   Note 1: Basis of Preparation  

 Th e Consolidated Financial Statements of Royal Dutch Shell plc (the 
Company) and its subsidiaries (collectively known as “Shell” or the “Shell 
group”) have been prepared in accordance with the provisions of the Com-
panies Act 1985, Article 4 of the International Accounting Standards (IAS) 
Regulation and with International Financial Reporting Standards (IFRS) as 
adopted by the European Union. As applied to Shell, there are no material dif-
ferences with IFRS as issued by the International Accounting Standards Board 
(IASB), therefore the Consolidated Financial Statements have been prepared 
in accordance with IFRS as issued by the IASB.     

   Excerpt from   Note 2: Accounting Policies  

  Financial liabilities  

 Debt and accounts payable are recognised initially at fair value based on 
amounts exchanged and subsequently at amortised cost, except for fi xed rate 
debt subject to fair value hedging, which is re-measured for the hedged risk 
(see “Derivative contracts”).  

 Interest on debt is accounted for using the eff ective interest method and, 
other than interest capitalised, is recognised in income.  

 Where fair value is not applied subsequent to initial recognition but is 
required for disclosure purposes, it is based on market prices where avail-
able, otherwise it is calculated as the net present value of expected future 
cash fl ows.   

(Continued)
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      Excerpt from  Note 18: Debt and Lease Arrangements 
   [A] DEBT ($ million) 

 Dec 31, 2008  Dec 31, 2007 

 Debt 
(excluding 

fi nance lease 
obligations) 

 Finance Lease 
Obligations  Total 

 Debt 
(excluding 

fi nance lease 
obligations) 

 Finance 
Lease 

Obligations  Total 

Short-term debt 7,879 — 7,879 3,292 — 3,292

Long-term debt 
due within one 
year 1,314 304 1,618 2,290 154 2,444

Current debt 9,193 304 9,497 5,582 154 5,736

Non-current debt 10,061 3,711 13,772 8,533 3,830 12,363

Total 19,254 4,015 23,269 14,115 3,984 18,099

 Th e fair value of debt approximates the carrying amount. 

   [B] DEBT (EXCLUDING FINANCE LEASE OBLIGATIONS)  

 Th e following tables compare contractual cash fl ows for debt (excluding 
fi nance lease obligations) owed by subsidiaries at December 31, by year of 
maturity, with the carrying amount in the Consolidated Balance Sheet. Th e 
carrying amount refl ects the eff ects of discounting, premiums and fair value 
adjustments where hedging is applied. 

 2008    $ million, except where otherwise indicated 

 Contractual Repayments (excluding interest)  Diff erence 
from 

Carrying 
Amount  2009  2010  2011  2012  2013 

 2014 
and 

After  Total 
 Carrying 
Amount 

Fixed rate 
dollar debt 6,821 506 1,001 503 1 3,539 12,371 290 12,661

   Average 
interest rate 2.6% 5.2% 5.6% 5.0% 7.3% 5.4%

Variable rate 
dollar debt 521 156 5 — — 122 804 — 804

   Average 
interest rate 1.8% 3.8% 6.3% — — 0.0%

Fixed rate 
European 
debt 568 1,146 285 — — 2,117 4,116 197 4,313

   Average 
interest rate 2.9% 4.8% 2.0% — — 4.6%

Variable rate 
European debt 237 — — — — — 237 — 237

(continued )
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 Contractual Repayments (excluding interest)  Diff erence 
from 

Carrying 
Amount  2009  2010  2011  2012  2013 

 2014 
and 

After  Total 
 Carrying 
Amount 

   Average 
interest rate 3.1% — — — — —

Other fi xed 
rate debt 426 — 2 — 1 — 429 — 429

   Average 
interest rate 18.4% — 11.7% — 12.4% —

Other 
variable rate 
debt 620 33 143 14 — — 810 — 810

   Average 
interest rate 9.4% 11.5% 7.8% 4.8% — —

Total 9,193 1,841 1,436 517 2 5,778 18,767 487 19,254

 Th e table above excludes interest estimated to be $827 million in 2009, 
$480 million in 2010, $389 million in 2011, $316 million in 2012, $290 
million in 2013 and $290 million in 2014 and after (assuming interest rates 
with respect to variable rate debt remain constant and there is no change in ag-
gregate principal amount of debt other than repayment at scheduled maturity 
as refl ected in the table). 

 Th e weighted average interest rate on short-term debt excluding the short-
term portion of long-term debt at December 31, 2008, was 4% (2007: 7%). 

  [C] LEASE ARRANGEMENTS  

 Th e future minimum lease payments for fi nance and operating leases and 
the present value of minimum fi nance lease payments at December 31, by 
maturity date, are as follows: 

 2008   $ million  

 Total Future 
Minimum Finance 

Lease Payments  Interest 

 Present Value of 
Minimum Finance 

Lease Payments 

 Total Future 
Minimum 
Operating 

Lease Payments 

2009 608 304 304 4,648

2010–2013 2,008 1,094 914 9,905

2014 and after 4,076 1,279 2,797 4,712

Total 6,692 2,677 4,015 19,265

(Continued)
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 Operating lease expenses were as follows ($ million): 

 2008  2007  2006 

Minimum lease payments  3,339 3,091 2,571

Contingent rentals  68 63 59

Sub-lease income  (161 ) (138) (132)

Total  3,246 3,016 2,498

 Use the above information to answer the following questions:  

  1  .     How does Royal Dutch Shell initially value its debt on the balance sheet? How is 
debt subsequently measured on the balance sheet?  

  2  .     What method does Shell use to calculate interest expense on its debt?  
  3  .     What is the total amount of debt appearing within current liabilities on the balance 

sheet at 31 December 2008, and what does it include?  
  4  .     What is the total amount of debt due after one year appearing on the balance sheet 

at 31 December 2008, and what does it include?  
  5  .     How does the interest rate in 2008 on short-term debt (excluding fi nance lease ob-

ligations and the short-term portion of long-term debt) compare to that in 2007?  
  6  .     What is the fair value of Royal Dutch Shell’s debt at 31 December 2008?  
  7  .     What was Royal Dutch Shell’s rent expense in fi scal year 2008 related to operating 

leases?  
  8  .     Comment on the relative magnitude of operating leases compared to fi nance leases.  
  9  .     What are Shell’s debt-to-equity ratios for 2008 and 2007? Comment on year-to-year 

changes.    

 Solution to 1:   From Note 2, debt is initially reported at fair value based on amounts 
exchanged. After issuance, debt is reported at amortised cost except for certain fi xed rate 
debt that is subject to fair value hedging. Th at debt is remeasured to fair value.   

 Solution to 2:   Note 2 indicates that Shell uses the eff ective interest rate method to cal-
culate interest expense.   

 Solution to 3:   Th e total amount of debt included in current liabilities on the balance 
sheet is $9,497. Note 18[A] shows that this amount comprises $7,879 short-term debt 
(excluding fi nance lease obligations), $1,314 long-term debt due within one year (ex-
cluding fi nance lease obligations), and $304 fi nance lease obligations. Th e fi nance lease 
obligations are those due within one year.   

 Solution to 4:   Th e total amount of debt due after next year (non-current debt) is 
$13,722. Note 18[A] shows that this amount comprises $10,061 debt (excluding fi -
nance lease obligations) and $3,711 fi nance lease obligations.   

 Solution to 5:   In Note 18 [B], Shell indicates that the interest rate on short-term debt 
has declined signifi cantly. Th e weighted average interest rate at 31 December on short-
term debt was 4 percent in 2008 and 7 percent in 2007.   
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 3.2.2.     Accounting and Reporting by the Lessor 
 Similar to accounting and reporting on the lessee side, the lessor also must determine whether 
a lease is classifi ed as operating or fi nance. Under IFRS, the determination of a fi nance lease 
on the lessor’s side mirrors that of the lessee’s. Th at is, in a fi nance lease the lessor transfers 
substantially all the risks and rewards incidental to legal ownership.  12    Under US GAAP, the 
lessor determines whether a lease is a capital or operating lease using the same four identifying 
criteria as a lessee, plus the additional revenue recognition criterion. Th at is, the lessor must 
be reasonably assured of cash collection and has performed substantially under the lease. From 
the lessor’s perspective, US GAAP distinguishes between types of capital leases. Th ere are two 

 Solution to 6:   From Note 18 [A], Shell reports that the fair value of debt approximates 
its carrying amount. Th e carrying amount is $23,269.   

 Solution to 7:   From Note 18 [C], rent expense on operating leases was $3,246 in 2008.   

 Solution to 8:   Although operating and fi nance leases are accounted for diff erently, 
we can compare the undiscounted future minimum lease payments under operating 
leases and fi nance leases reported in Note 18 [C] to gain an initial understanding of 
their relative magnitude. Th e total future minimum lease payments under operating 
leases of $19,265 are more than two and one-half times the $6,692 under fi nance 
leases.   

 Solution to 9:   Debt-to-equity ratios are calculated as follows ($ million):

 2008  2007 

Debt (included in non-current liabilities) 13,772 12,363

Debt (included in current liabilities) 9,497 5,736

Total current and non-current debt 23,269 18,099

Total equity 128,866 125,966

Debt-to-equity 18.06% 14.37%

  Th e debt-to-equity ratio increased to 18.06 percent in 2008 from 14.37 percent in 
2007. Th is increase is primarily attributable to an increase in short-term debt. From 
Note 18 [A] disclosures, short-term debt increased by $4,587 million (from $3,292 
million in 2007 to $7,879 million in 2008), while the current portion of long-term 
debt decreased by $826 million (from $2,444 million to $1,618 million) and the 
non-current portion of debt increased by only $1,409 million (from $12,363 million 
to $13,772 million). Th e fi nancing section of the statement of cash fl ows discloses that 
Shell issued $4,161 million in short-term debt in 2008, compared with repaying short-
term debt in 2007.   

  12    IAS 17, paragraph 36. 
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main types of capital leases from a lessor’s perspective: (1)  direct fi nancing leases , and (2) 
 sales-type leases .  13    

 Under IFRS and US GAAP, if a lessor enters into an operating lease, the lessor records any 
lease revenue when earned. Th e lessor also continues to report the leased asset on the balance 
sheet and the asset’s associated depreciation expense on the income statement. 

 Under IFRS, if a lessor enters into a fi nance lease, the lessor reports a receivable at an 
amount equal to the net investment in the lease (the present value of the minimum lease pay-
ments receivable and any estimated unguaranteed residual value accruing to the lessor).  14    Th e 
leased asset is derecognised; assets are reduced by the carrying amount of the leased asset. Initial 
direct costs incurred by a lessor, other than a manufacturer or dealer lessor, are added to the re-
ceivable and reduce the amount of income recognised over the lease term. Th e lease payment is 
treated as repayment of principal (reduces lease receivable) and fi nance income. Th e recognition 
of fi nance income should refl ect a constant periodic rate of return on the lessor’s net investment 
in the lease. 

 For lessors that are manufacturers or dealers, the initial direct costs are treated as an ex-
pense when the selling profi t is recognised; typically, selling profi t is recognised at the begin-
ning of the lease term. Sales revenue equals the lower of the fair value of the asset or the present 
value of the minimum lease payments. Th e cost of sale is the carrying amount of the leased 
asset less the present value of the estimated unguaranteed residual value. 

 Under US GAAP, a direct fi nancing lease results when the present value of lease pay-
ments (and thus the amount recorded as a lease receivable) equals the carrying value of the 
leased asset. Because there is no “profi t” on the asset itself, the lessor is essentially providing 
fi nancing to the lessee and the revenues earned by the lessor are fi nancing in nature (i.e., inter-
est revenue). If, however, the present value of lease payments (and thus the amount recorded 
as a lease receivable) exceeds the carrying amount of the leased asset, the lease is treated as a 
sales-type lease. 

 Both types of capital leases have similar eff ects on the balance sheet: Th e lessor reports 
a lease receivable based on the present value of future lease payments and derecognises the 
leased asset. Th e carrying value of the leased asset relative to the present value of lease pay-
ments distinguishes a direct fi nancing lease from a sales-type lease. A direct fi nancing lease is 
reported when the present value of lease payment is equal to the value of the leased asset to 
the lessor. When the present value of lease payments is greater than the value of the leased 
asset, the lease is a sales-type lease. Th e income statement eff ect will thus diff er based on the 
type of lease. 

 In a direct fi nancing lease, the lessor exchanges a lease receivable for the leased asset, no 
longer reporting the leased asset on its books. Th e lessor’s revenue is derived from interest on 
the lease receivable. In a sales-type lease, the lessor “sells” the asset to the lessee and also pro-
vides fi nancing on the sale. Th erefore, in a sales-type lease, a lessor reports revenue from the 
sale, cost of goods sold (i.e., the carrying amount of the asset leased), profi t on the sale, and 
interest revenue earned from fi nancing the sale. Th e lessor will show a profi t on the transaction 
in the year of inception and interest revenue over the life of the lease.  

  13    A leveraged lease is a third type of capital lease from the lessor’s perspective under US GAAP. FASB 
ASC paragraph 840-3-05-4. 
  14    Some lease contracts specify minimum lease payments with the potential for additional payments based 
upon some criteria. 
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 EXAMPLE 13    Determining Initial Recognition and Measurement 
and Subsequent Measurement of a Finance Lease when the Present 
Value of Lease Payments Equals the Value of the Leased Asset 

 DIRFIN Inc. owns a piece of machinery and plans to lease the machine on 1 Janu-
ary 2010. In the lease contract, DIRFIN requires four annual payments of €28,679 
starting on 1 January 2010. DIRFIN is confi dent that the payments will be received. 
Th e useful life of the machine is four years, and its salvage value is zero. Th e present 
value of the lease payments and the fair value of the machine are each €100,000. 
Th e carrying amount for the machine also is €100,000. DIRFIN’s discount rate is 
10 percent.  

  1  .     Comment on the appropriateness of DIRFIN’s treating the lease as a fi nance lease 
under IFRS and a capital lease under US GAAP.  

  2  .     What is the amount of the lease receivable reported on the balance sheet on 1 Janu-
ary 2010? What is interest revenue reported in fi scal year 2010?  

  3  .     What is the carrying amount of the machine reported on the balance sheet on 1 
January 2010?  

  4  .     What is the amount of the lease receivable reported on the balance sheet on 31 De-
cember 2010? What is interest income reported in fi scal year 2011?  

  5  .     If DIRFIN had determined the above lease was an operating lease, what amount of 
income would be reported on the income statement in fi scal year 2010?    

 Solution to 1:   Treating this lease as a fi nance lease under IFRS and a capital lease 
under US GAAP is appropriate. Under IFRS, the lease meets at least two of the 
suggested criteria for a fi nance lease: (1) Th e lease term is for the major part of the 
economic life of the asset, and (2) at inception of the lease, the present value of 
the minimum lease payments amounts to at least substantially all of the fair value 
of the leased asset. Under US GAAP, the lease meets more than one of the required 
criteria for a capital lease: (1) Th e lease term is 75 percent or more of the useful life of 
the leased asset (the lease term and useful life are both four years), and (2) the present 
value is 90 percent or more of the fair value of the leased asset (the present value of 
lease payments approximately equals the fair value of the machine). Th e revenue 
recognition requirement also is met. Under US GAAP, this capital lease is classifi ed 
as a direct fi nancing lease because the present value of lease payment is equal to the 
value of the leased asset.   

 Solution to 2:   DIRFIN removes the leased asset from its records and records a lease 
receivable. On its income statement, DIRFIN reports interest revenues earned from 
fi nancing the lease. Th e table below shows DIRFIN’s interest revenue and carrying 
amounts for the lease receivable. 

 On 1 January 2010, the lease receivable is initially recorded at €100,000. Imme-
diately after the fi rst lease payment is received on 1 January 2010, the carrying amount 
of the lease receivable decreases to €71,321 and remains at this amount through 
31 December 2010. Interest revenue for 2010 is €7,132 (10 percent interest rate times 
the loan receivable balance of €71,321 throughout 2010). 
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 When a lessor enters into a sales-type lease (a lease agreement where the present value of 
the future lease payments is greater than the value of the leased asset to the lessor), it will show 
a profi t on the transaction in the year of lease inception and interest revenue over the life of 
the lease.  

Year

Lease 
Receivable, 
1 January

Annual Lease 
Payment 
Received, 
   1 January

Interest 
(at 10%; 

Accrued in 
Previous 

Year)

Reduction 
of Lease 

Receivable, 
   1 January

Lease Receivable on 
31 December after 
Lease Payment on 
1 January of Same 

Year

(a) (b) (c) (d) (e)

2010 €100,000 €28,679 €0 €28,679 €71,321

2011 71,321 28,679 7,132 21,547 49,774

2012 49,774 28,679 4,977 23,702 26,072

2013 26,072 28,679 2,607 26,072 0

€114,717 €14,717 €100,000

•    Column (a) is the lease receivable at the beginning of the year.  
•    Column (b) is the annual lease payment received at the beginning of the year, which 

is allocated to interest and reduction of the lease receivable.  
•    Column (c) is interest for the year calculated as the lease receivable outstanding for 

the year multiplied by the interest rate.  
•    Column (d) is the reduction of the lease receivable, which is the diff erence between 

the annual lease payments received and interest. Because the lease payment is due 
on 1 January, this amount of interest is a receivable at the end of the  prior  year and 
interest revenue of the  prior  year.  

•    Column (e) is the lease receivable after the lease payment is received and at the end 
of the year. It is the lease receivable at 1 January (column a) less the reduction of the 
lease receivable (column d).     

 Solution to 3:   DIRFIN eff ectively sells the machine through the fi nance lease and so 
reports no carrying amount for the machine.   

 Solution to 4:   Th e lease receivable is €71,321 at 31 December 2010. At 1 January 2011, 
the lease receivable decreases to €49,774 after the second lease payment is received on 
1 January 2011. Interest revenue for 2011 is €4,977 (10 percent interest rate times the 
loan receivable balance of €49,774 throughout 2011).   

 Solution to 5:   As an operating lease, rent income of €28,679 would be reported on the 
income statement.   
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 EXAMPLE 14    Determining the Financial Statement Impact of a 
Finance Lease by the Lessor when the Present Value of Lease Payments 
Is Greater than the Value of the Leased Asset 

 Assume a (hypothetical) company, Selnow, manufactures machinery and enters into an 
agreement to lease a machine on 1 January 2010. Under the lease, the company is to receive 
four annual payments of €28,679 starting on 1 January 2010. Selnow is confi dent that the 
payments will be received. Th e fair value of the machine and present value of the lease pay-
ments (using a 10 percent discount rate) are each €100,000, and the carrying amount of the 
machine is €90,000. Th e useful life of the machine is four years, and its salvage value is zero.  

  1  .     Comment on the appropriateness of Selnow’s treatment of the lease agreement as a 
fi nance lease under IFRS and a capital lease under US GAAP.  

  2  .     Ignoring taxes, what is Selnow’s income related to the lease in 2010? In 2011?    

 Solution to 1:   Treating this lease as a fi nance lease under IFRS and a capital lease under 
US GAAP is appropriate. 

 Under IFRS, the lease meets at least two of the suggested criteria for a fi nance lease: 
(1) Th e lease term is for the major part of the economic life of the asset (the lease term and 
useful life of the machine are both four years), and (2) at inception of the lease the present 
value of the minimum lease payments amounts to at least substantially all of the fair value 
of the leased asset (the present value of lease payments equals the fair value of the machine). 

 Under US GAAP, the lease meets more than one of the required capital lease criteria, 
including the following: (1) Th e lease term is 75 percent or more of the useful life of the 
leased asset (the lease term and useful life of the machine are both four years), and (2) the 
present value is 90 percent or more of the fair value of the leased asset. Th e revenue rec-
ognition requirement also is met (Selnow is confi dent that the payments will be received). 
Further, under US GAAP this lease is classifi ed as a sales-type lease because the present 
value of the lease payments is greater than the carrying amount of the leased asset. 

 Th ere is no diff erence, however, in accounting between IFRS and US GAAP as a 
result of this additional classifi cation under US GAAP. Th e present value of the future 
lease payments is more than the lessor’s carrying amount for the machine, and the dif-
ference is the lessor’s profi t from selling the machine. Th e lessor will record a profi t of 
€10,000 on the sale of the machine in 2010 (€100,000 present value of lease payments 
receivable less €90,000 value of the machine).   

 Solution to 2:   In 2010, Selnow shows income of €17,132 related to the lease. One 
part of this income is the €10,000 gain on the sale of the machine (sales revenues of 
€100,000 less costs of goods sold of €90,000). Selnow also shows interest revenue of 
€7,132 on its fi nancing of the lease (lease receivable of €71,321 after the initial lease pay-
ment is received times the 10 percent discount rate). In 2011, Selnow reports only the 
interest revenue of €4,977 (lease receivable of €49,774 after the 1 January lease payment 
is received times the 10 percent discount rate). Th e table below shows lease payments 
received, interest revenue, and reduction of the lease receivable for Selnow’s sales-type 
lease. Note that this table is the same as DIRFIN’s table in  Example 13  with the direct 
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  Exhibit 2  summarises the fi nancial statement impact of operating and fi nancing leases on 
the lessee and lessor. 

    EXHIBIT 2       Summary of Financial Statement Impact of Operating and Financing Leases 
on the Lessee and Lessor 

 Balance Sheet  Income Statement  Statement of Cash Flows 

  Lessee   

 Operating Lease No eff ect Reports rent expense Rent payment is an 
operating cash outfl ow

 Finance Lease under 
IFRS (capital lease 
under US GAAP) 

Recognises leased asset 
and lease liability

Reports depreciation 
expense on leased asset 
   Reports interest 
expense on lease 
liability

Reduction of lease 
liability is a fi nancing 
cash outfl ow 
   Interest portion of lease 
payment is either an 
operating or fi nancing 
cash outfl ow under 
IFRS and an operating 
cash outfl ow under US 
GAAP

  Lessor  

 Operating Lease Retains asset on 
balance sheet

Reports rent income 
   Reports depreciation 
expense on leased asset

Rent payments received 
are an operating cash 
infl ow

fi nancing lease. Th ey are the same because the present value of the lease payments in 
both cases is the same. It is the carrying amount of the machine that diff ers between the 
two examples. 

Year

Lease 
Receivable, 
1 January

Annual Lease 
Payment 

Received, 1 
January

Interest (at 
10%; accrued 

in previous 
year)

Reduction 
of Lease 

Receivable,  
   1 January

Lease Receivable on 
31 December after 
Lease Payment on 
1 January of Same 

Year

(a) (b) (c) (d) (e)

2010 €100,000 €28,679 €0 €28,679 €71,321

2011 71,321 28,679 7,132 21,547 49,774

2012 49,774 28,679 4,977 23,702 26,072

2013 26,072 28,679 2,607 26,072 0

€114,717 €14,717 €100,000

(continued )
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 Balance Sheet  Income Statement  Statement of Cash Flows 
 Finance Lease a  

When present value 
of lease payments 
equals the carrying 
amount of the leased 
asset (called a direct 
fi nancing lease in US 
GAAP)

Removes asset from 
balance sheet 
   Recognises lease 
receivable

Reports interest 
revenue on lease 
receivable

Interest portion of lease 
payment received is either 
an operating or investing 
cash infl ow under IFRS 
and an operating cash 
infl ow under US GAAP 
   Receipt of lease principal 
is an investing cash infl ow b 

When present value of 
lease payments exceeds 
the carrying amount 
of the leased asset 
(called a sales-type 
lease in US GAAP)

Removes asset 
   Recognises lease 
receivable

Reports profi t on sale 
   Reports interest 
revenue on lease 
receivable

Interest portion of lease 
payment received is either 
an operating or investing 
cash infl ow under IFRS 
and an operating cash 
infl ow under US GAAP 
   Receipt of lease principal 
is an investing cash infl ow b 

  a US GAAP distinguishes between a direct fi nancing lease and a sales-type lease, but IFRS does not. Th e 
accounting is the same for IFRS and US GAAP despite this additional classifi cation under US GAAP. 
  b If providing leases is part of a company’s normal business activity, the cash fl ows related to the leases are 
classifi ed as operating cash.        

 4. INTRODUCTION TO PENSIONS AND OTHER 
POST-EMPLOYMENT BENEFITS 

 Pensions and other post-employment benefi ts give rise to non-current liabilities reported by 
many companies. Companies may off er various types of benefi ts to their employees following 
retirement, such as pension plans, health care plans, medical insurance, and life insurance. 
Pension plans often are the most signifi cant post-employment benefi ts provided to retired 
employees. 

 Th e accounting and reporting for pension plans depends on the type of pension plan of-
fered. Two common types of pension plans are  defi ned-contribution plans  and  defi ned-benefi t 
plans . Under a defi ned-contribution plan, a company contributes an agreed-upon (defi ned) 
amount into the plan. Th e agreed-upon amount is the pension expense. Th e amount the com-
pany contributes to the plan is treated as an operating cash outfl ow. Th e only impact on assets 
and liabilities is a decrease in cash, although if some portion of the agreed-upon amount has not 
been paid by fi scal year-end, a liability would be recognised on the balance sheet. Because the 
amount of the contribution is defi ned and the company has no further obligation once the con-
tribution has been made, accounting for a defi ned-contribution plan is fairly straightforward. 

 Accounting for a defi ned-benefi t plan is more complicated. Under a defi ned-benefi t 
plan, a company makes promises of future benefi ts to be paid to the employee during retire-
ment. For example, a company could promise an employee annual pension payments equal to 
70 percent of his fi nal salary at retirement until death. Estimating the eventual amount of the 
obligation arising from that promise requires the company to make many assumptions, such as 

EXHIBIT 2 (Continued)
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the employee’s expected salary at retirement and the number of years the employee is expected 
to live beyond retirement. Th e company estimates the future amounts to be paid and discounts 
the future estimated amounts to a present value (using a rate refl ective of a high-quality cor-
porate bond yield) to determine the pension obligation. Th e discount rate used to determine 
the pension obligation signifi cantly aff ects the amount of the pension obligation. Th e pension 
obligation is allocated over the employee’s employment as part of pension expense. 

 Most defi ned-benefi t pension plans are funded through a separate legal entity, typically a 
pension trust fund. A company makes payments into the pension fund, and retirees are paid 
from the fund. Th e payments that a company makes into the fund are invested until they are 
needed to pay the retirees. If the fair value of the fund’s assets is higher than the present value of 
the estimated pension obligation, the plan has a surplus and the company’s balance sheet will 
refl ect a net pension asset.  15    Conversely, if the present value of the estimated pension obliga-
tion exceeds the fund’s assets, the plan has a defi cit and the company’s balance sheet will refl ect 
a net pension liability.  16    Th us, a company reports either a net pension asset or a net pension 
liability. Each period, the change in the net pension asset or liability is recognised either in 
profi t or loss or in other comprehensive income. 

 Under IFRS, the change in the net pension asset or liability each period is viewed as having 
three general components. Two of the components of this change are recognised as pension ex-
pense in profi t and loss: (1) employees’ service costs and (2) the net interest expense or income 
accrued on the beginning net pension asset or liability. Th e service cost during the period for an 
employee is the present value of the increase in the pension benefi t earned by the employee as 
a result of providing one more year of service. Th e service cost also includes past service costs, 
which are changes in the present value of the estimated pension obligation related to employees’ 
service in prior periods, such as might arise from changes in the plan. Th e net interest expense 
or income is calculated as the net pension asset or liability multiplied by the discount rate used 
in estimating the present value of the pension obligation. Th e third component of the change 
in the net pension asset or liability during a period—“remeasurements”—is recognised in other 
comprehensive income. Remeasurements are not amortised into profi t or loss over time. 

 Remeasurements include (a) actuarial gains and losses and (b) the actual return on plan assets 
less any return included in the net interest expense or income. Actuarial gains and losses can occur 
when changes are made to the assumptions on which a company bases its estimated pension obli-
gation (e.g., employee turnover, mortality rates, retirement ages, compensation increases). Th e ac-
tual return on plan assets would likely diff er from the amount included in the net interest expense 
or income, which is calculated using a rate refl ective of a high-quality corporate bond yield; plan 
assets are typically allocated across various asset classes, including equity as well as bonds. 

 Under US GAAP, the change in net pension asset or liability each period is viewed as 
having fi ve components, some of which are recognised in profi t and loss in the period incurred 
and some of which are recognised in other comprehensive income and amortised into profi t 
and loss over time. Th e three components recognised in profi t and loss in the period incurred 
are (1) employees’ service costs for the period, (2) interest expense accrued on the beginning 
pension obligation, and (3) expected return on plan assets, which reduces the amount of ex-
pense recognised. Th e other two components are past service costs and actuarial gains and 

  15    Th e amount of any reported net pension asset is capped at the amount of any expected future economic 
benefi ts to the company from the plan; this cap is referred to as the asset ceiling. 
  16    Th e description of accounting for pensions presented in this chapter corresponds to the June 2011 ver-
sion of IAS 19  Employee Benefi ts , which takes eff ect on 1 January 2013. Both IFRS and US GAAP require 
companies to present the amount of net pension liability or asset on the balance sheet. 
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losses. Past service costs are recognised in other comprehensive income in the period in which 
they arise and then subsequently amortised into pension expense over the future service period 
of the employees covered by the plan. Actuarial gains and losses are also recognised in other 
comprehensive income in the period in which they occur and then amortised into pension 
expense over time. In eff ect, US GAAP allows companies to “smooth” the eff ects on pension 
expense over time for these latter two components. 

 Similar to other forms of employee compensation for a manufacturing company, the pen-
sion expense related to production employees is added to inventory and expensed through cost 
of sales (cost of goods sold). For employees not involved directly in the production process, 
the pension expense is included with salaries and other administrative expenses. Th erefore, 
pension expense is not directly reported on the income statement. Rather, extensive disclosures 
are included in the notes to the fi nancial statements. 

  Example 15  presents excerpts of pension-related disclosures from Novo Nordisk’s 2010 
Annual Report.     

 EXAMPLE 15    Pension-Related Disclosures 

 Th e following are excerpts of pension-related disclosures from Novo Nordisk’s 
(NYSE: NVO) 2010 Annual Report. NOVO Nordisk reports under IFRS.  Th ese fi nan-
cial statements were issued prior to the updated IFRS for pension accounting, which (eff ective 
January 2013) requires companies to show the entire amount of net liability or asset on the 
balance sheet and to recognise the entire change in that amount each period.  

   1. Summary of signifi cant accounting policies  
  Pensions  
 Th e Group operates a number of defi ned contribution plans throughout the 

world. In a few countries the group still operates defi ned benefi t plans. Th e costs 
for the year for defi ned benefi t plans are determined using the projected unit cred-
it method. Th is refl ects services rendered by employees to the dates of valuation 
and is based on actuarial assumptions primarily regarding discount rates used in 
determining the present value of benefi ts, projected rates of remuneration growth 
and long-term expected rates of return for plan assets. Discount rates are based on 
the market yields of high-rated corporate bonds in the country concerned.   

     21. Retirement Benefi t Obligations 

 DKK million  2010  2009  2008  2007  2006 

Retirement obligations  1,452 1,063 1,103 885 938

Plan assets  (766 ) (620) (649) (566) (495)

 Use information in the excerpts to answer the following questions:  

  1  .     What type(s) of pension plans does Novo Nordisk have?  
  2  .     Under the updated standards, what would have been reported on Novo Nordisk’s 

2009 and 2010 balance sheets with respect to pensions?  
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 5. EVALUATING SOLVENCY: LEVERAGE 
AND COVERAGE RATIOS 

 Solvency refers to a company’s ability to meet its long-term debt obligations, including both prin-
cipal and interest payments. In evaluating a company’s solvency, ratio analyses can provide infor-
mation about the relative amount of debt in the company’s capital structure and the adequacy of 
earnings and cash fl ow to cover interest expense and other fi xed charges (such as lease or rental 
payments) as they come due. Ratios are useful to evaluate a company’s performance over time 
compared to the performance of other companies and industry norms. Ratio analysis has the ad-
vantage of allowing the comparison of companies regardless of their size and reporting currency. 

 Th e two primary types of solvency ratios are leverage ratios and coverage ratios. Leverage 
ratios focus on the balance sheet and measure the extent to which a company uses liabilities 
rather than equity to fi nance its assets. Coverage ratios focus on the income statement and cash 
fl ows and measure the ability of a company to cover its debt-related payments. 

  Exhibit 3  describes the two types of commonly used solvency ratios. Th e fi rst three lev-
erage ratios use total debt in the numerator.  17    Th e  debt-to-assets ratio  expresses the percentage 

  3  .     Under the updated standards, what amount of pension costs would Novo Nordisk 
have recognised in 2010? Describe how these costs would have been reported.    

 Solution to 1:   Note 1 “Summary of signifi cant accounting policies” indicates that the 
company has both defi ned contribution and defi ned benefi t pension plans. Th e note indi-
cates that the company continues to operate defi ned benefi t plans in only a few countries.   

 Solution to 2:   Under the updated standards, Novo Nordisk would have reported a net 
pension obligation of DKK 686 million in 2010 and DKK 443 million in 2009: 

(DKK million) 2010 2009

Retirement obligations 1,452 1,063

Plan assets (766) (620)

Defi cit/(surplus) 686 443

 Solution to 3:   Under the updated standards, Novo Nordisk would have reported total 
pension cost of DKK 243 million in 2010, which is the change in the pension defi cit 
from DKK 443 million in 2009 to DKK 686 million in 2010. 

 Of the total pension cost, two components would be recognised in profi t and loss 
(service costs and net interest expense on the pension defi cit) and one component would 
be recognised in other comprehensive income (remeasurements).   

  17    For calculations in this chapter, total debt is the sum of interest-bearing short-term and long-term debt, 
excluding non-interest-bearing liabilities, such as accrued expenses, accounts payable, and deferred income 
taxes. Th is defi nition of total debt diff ers from other defi nitions that are more inclusive (e.g., all liabilities) or 
more restrictive (e.g., long-term debt only). If the use of diff erent defi nitions of total debt materially changes 
conclusions about a company’s solvency, the reasons for the discrepancies should be further investigated. 
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of total assets fi nanced with debt. Generally, the higher the ratio, the higher the fi nancial 
risk and thus the weaker the solvency. Th e  debt-to-capital   ratio  measures the percentage of 
a company’s total capital (debt plus equity) fi nanced through debt. Th e  debt-to-equity ratio  
measures the amount of debt fi nancing relative to equity fi nancing. A  debt-to-equity ratio  
of 1.0 indicates equal amounts of debt and equity, which is the same as a debt-to-capital 
ratio of 50 percent. Interpretations of these ratios are similar. Higher debt-to-capital or 
debt-to-equity ratios imply weaker solvency. A caveat must be made when comparing debt 
ratios of companies in diff erent countries. Within certain countries, companies historically 
have obtained more capital from debt than equity fi nancing, so debt ratios tend to be higher 
for companies in these countries. 

    EXHIBIT 3       Defi nitions of Commonly Used Solvency Ratios 

Solvency Ratios Numerator Denominator

 Leverage ratios 

Debt-to-assets ratio Total debt a Total assets

Debt-to-capital ratio Total debt a Total debt a  + Total shareholders’ equity

Debt-to-equity ratio Total debt a Total shareholders’ equity

Financial leverage ratio Average total assets Average shareholders’ equity

 Coverage ratios    

Interest coverage ratio EBIT b Interest payments

Fixed charge coverage ratio EBIT b  + lease payments Interest payments + lease payments

  a In this chapter, debt is defi ned as the sum of interest-bearing short-term and long-term debt. 
  b EBIT is earnings before interest and taxes.   

 Th e  fi nancial leverage ratio  (also called the “leverage ratio” or “equity multiplier”) meas-
ures the amount of total assets supported by one money unit of equity. For example, a value 
of 4 for this ratio means that each €1 of equity supports €4 of total assets. Th e higher the 
fi nancial leverage ratio, the more leveraged the company in the sense of using debt and oth-
er liabilities to fi nance assets. Th is ratio often is defi ned in terms of average total assets and 
average total equity and plays an important role in the DuPont decomposition of return 
on equity.  18    

 Th e  interest coverage ratio  measures the number of times a company’s EBIT could cover its 
interest payments. A higher interest coverage ratio indicates stronger solvency, off ering greater 
assurance that the company can service its debt from operating earnings. Th e  fi xed charge 
coverage ratio  relates fi xed fi nancing charges, or obligations, to the cash fl ow generated by the 
company. It measures the number of times a company’s earnings (before interest, taxes, and 
lease payments) can cover the company’s interest and lease payments. 

  Example 16  demonstrates the use of solvency ratios in evaluating the creditworthiness of 
a company.     

  18    Th e basic DuPont decomposition is: Return on Equity = Net income/Average shareholders’ equity = 
(Sales/Average total assets) × (Net income/Sales) × (Average total assets/Average shareholders’ equity). 
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 EXAMPLE 16    Evaluating Solvency Ratios 

 A credit analyst is evaluating and comparing the solvency of two companies—Nokia 
Corporation (NYSE: NOK) and LM Ericsson Telephone Company (NYSE: ERIC)—
at the beginning of 2009. Th e following data are gathered from the companies’ 2008 
annual reports and 20-F fi lings: 

 Nokia  
    (€ millions) 

 Ericsson  
    (SEK millions) 

 2008  2007  2008  2007 

Short-term borrowings 3,578 714 1,639 2,831

Current portion of long-term 
interest bearing debt 13 173 3,903 3,068

Long-term interest bearing debt 861 203 24,939 21,320

Total shareholders’ equity 14,208 14,773 140,823 134,112

Total assets 39,582 37,599 285,684 245,117

EBIT 4,966 7,985 16,252 30,646

Interest payments 155 59 1,689 1,513

 Use the above information to answer the following questions:  

  1  .         A  .    What are each company’s debt-to-assets, debt-to-capital, and debt-to-equity ra-
tios for 2008 and 2007?  

  B  .   Comment on any changes in the calculated leverage ratios from year-to-year for 
both companies.  

  C  .   Comment on the calculated leverage ratios of Nokia compared to Ericsson.    
  2  .         A  .   What is each company’s interest coverage ratio for 2008 and 2007?  

  B  .   Comment on any changes in the interest coverage ratio from year to year for 
both companies.  

  C  .   Comment on the interest coverage ratio of Nokia compared to Ericsson.      

 Solution to 1:  

  A  .    For Nokia 

 Debt-to-assets for 2008: 11.2% = (3,578 + 13 + 861)/39,582 

 Debt-to-assets for 2007: 2.9% = (714 + 173 + 203)/37,599    

 Debt-to-capital for 2008: 23.9% = (3,578 + 13 + 861)/(3,578 + 13 + 861 + 14,208) 

 Debt-to-capital for 2007: 6.9% = (714 + 173 + 203)/(714 + 173 + 203 + 14,773)    

 Debt-to-equity for 2008: 31.3% = (3,578 + 13 + 861)/(14,208) 

 Debt-to-equity for 2007: 7.4% = (714 + 173 + 203)/(14,773)  
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  For Ericsson 

 Debt-to-assets for 2008: 10.7% = (1,639 + 3,903 + 24,939)/(285,684) 

 Debt-to-assets for 2007: 11.1% = (2,831 + 3,068 + 21,320)/(245,117)    

 Debt-to-capital for 2008: 17.8% =  (1,639 + 3,903 + 24,939)/(1,639 + 3,903 
+ 21,320 + 140,823) 

 Debt-to-capital for 2007: 16.9% =  (2,831 + 3,068 + 21,320)/(2,831 + 3,068 
+ 21,320 + 134,112)    

 Debt-to-equity for 2008: 21.6% = (1,639 + 3,903 + 24,939)/(140,823) 

 Debt-to-equity for 2007: 20.3% = (2,831 + 3,068 + 21,320)/(134,112)   

  B  .   Nokia’s leverage ratios all increased from 2007 to 2008, suggesting weakening 
solvency. Comparing debt year to year, we observe that leverage ratios increased 
because of a signifi cant increase in short-term borrowings and an increase in long-
term interest bearing debt without a similar increase in shareholders’ equity. In fact, 
shareholders’ equity declined. 
  On the other hand, Ericsson’s leverage ratios appear fairly similar for 2007 and 
2008. During 2008, it appears as though Ericsson shifted away from short borrow-
ings to long-term debt.  

  C  .   In 2007, all three of Nokia’s leverage ratios were lower than Ericsson’s. In 2008, the 
opposite was true. Ericsson’s capital structure seems fairly constant over the two 
years, whereas Nokia’s capital structure has shifted toward more debt.     

 Solution to 2:  

  A  .    For Nokia 

 Interest coverage ratio for 2008: 32.0 = (4,966/155) 

 Interest coverage ratio for 2007: 135.3 = (7,985/59)  

  For Ericsson 

 Interest coverage ratio for 2008: 9.6 = (16,252/1,689) 

 Interest coverage ratio for 2007: 20.3 = (30,646/1,513)    

  B  .   Nokia’s interest coverage ratio decreased from 2007 to 2008 because of a decrease 
in EBIT and an increase in interest payments. Even with the decrease, Nokia ap-
pears to have suffi  cient operating earnings to cover interest payments. Similarly, 
Ericsson’s interest coverage ratio decreased from 2007 to 2008, primarily because 
of a decrease in EBIT. Ericsson also appears to have suffi  cient operating earnings to 
cover interest payments.  

  C  .   Nokia’s ability to cover interest payments is greater than Ericsson’s, although both 
companies appear to have suffi  cient operating earnings to cover interest payments.     
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 6. SUMMARY 

 Non-current liabilities arise from diff erent sources of fi nancing and diff erent types of creditors. 
Bonds are a common source of fi nancing from debt markets. Bonds are initially valued at fair 
value when issued, and then companies have the choice of whether to subsequently measure 
bonds at fair value or amortised cost. 

 Leases are related to the use of specifi c assets. In a fi nance lease, the lessee assumes substan-
tially all the risks and benefi ts of ownership of the leased asset so the lessee reports an asset and 
related obligation. Typically, the lessor will report a lease receivable and derecognise the asset. 
In an operating lease, the lessee secures the right to use the leased asset but substantially all the 
risk and rewards of ownership are not transferred. Th e lessor does not derecognise the asset and 
reports lease (rent) income, and the lessee reports lease (rent) expense. 

 Pensions and other post-employment benefi ts are additional forms of compensation. 
Employees work currently to earn current salaries and wages and also to earn benefi ts for re-
tirement or post-employment. Companies with defi ned contribution plans report the agreed 
upon contribution paid into a plan as an expense. Defi ned benefi t plans provide for agreed 
upon future benefi ts. Understanding the reporting of non-current liabilities when they arise 
and how they are subsequently valued is important in assessing a company’s solvency and po-
tential changes in its solvency. 

 Key points in accounting and reporting of non-current liabilities include the following:  

•    Th e sales proceeds of a bond issue are determined by discounting future cash payments 
using the market rate of interest at the time of issuance (eff ective interest rate). Th e reported 
interest expense on bonds is based on the eff ective interest rate.  

•    Future cash payments on bonds usually include periodic interest payments (made at the 
stated interest rate or coupon rate) and the principal amount at maturity.  

•    When the market rate of interest equals the coupon rate for the bonds, the bonds will sell at 
par (i.e., at a price equal to the face value). When the market rate of interest is higher than 
the bonds’ coupon rate, the bonds will sell at a discount. When the market rate of interest is 
lower than the bonds’ coupon rate, the bonds will sell at a premium.  

•    An issuer amortises any issuance discount or premium on bonds over the life of the bonds.  
•    If a company redeems bonds before maturity, it reports a gain or loss on debt extinguish-

ment computed as the net carrying amount of the bonds (including bond issuance costs 
under IFRS) less the amount required to redeem the bonds.  

•    Debt covenants impose restrictions on borrowers, such as limitations on future borrowing 
or requirements to maintain a minimum debt-to-equity ratio.  

•    Th e carrying amount of bonds is typically amortised historical cost, which can diff er from 
their fair value.  

•    Companies are required to disclose the fair value of fi nancial liabilities, including debt. Al-
though permitted to do so, few companies opt to report debt at fair values on the balance sheet.  

•    Accounting standards require leases to be classifi ed as either operating leases or fi nance (cap-
ital) leases. Leases are classifi ed as fi nance leases when substantially all the risks and rewards 
of legal ownership are transferred to the lessee.  

•    When a lessee reports a lease as an operating lease rather than a fi nance lease, the lessee 
usually appears more profi table in the early years of the lease and less so later, and it appears 
more solvent over the whole period.  

•    When a lessor reports a lease as a fi nance lease rather than an operating lease, the lessor usu-
ally appears more profi table in the early years of the lease.  
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•    In a fi nance lease where the present value of lease payments equals the carrying amount of 
the leased asset, a lessor earns only interest revenue. In a fi nance lease where the present value 
of lease payments exceeds the carrying amount of the leased asset, a lessor earns both interest 
revenue and a profi t (or loss) on the sale of the leased asset.  

•    Two types of pension plans are defi ned contribution plans and defi ned benefi ts plans. In a 
defi ned contribution plan, the amount of contribution into the plan is specifi ed (i.e., de-
fi ned) and the amount of pension that is ultimately paid by the plan (received by the retiree) 
depends on the performance of the plan’s assets. In a defi ned benefi t plan, the amount of 
pension that is ultimately paid by the plan (received by the retiree) is defi ned, usually ac-
cording to a benefi t formula.  

•    Under a defi ned contribution plan, the cash payment made into the plan is recognised as 
pension expense.  

•    Under both IFRS and US GAAP, companies must report the diff erence between the defi ned 
benefi t pension obligation and the pension assets as an asset or liability on the balance sheet.  

•    Under IFRS, the change in the defi ned benefi t plan net asset or liability is recognised as 
a cost of the period, with two components of the change (service cost and net interest ex-
pense or income) recognised in profi t and loss and one component (remeasurements) of the 
change recognised in other comprehensive income.  

•    Under US GAAP, the change in the defi ned benefi t plan net asset or liability is also rec-
ognised as a cost of the period with three components of the change (current service costs, 
interest expense on the beginning pension obligation, and expected return on plan assets) 
recognised in profi t and loss and two components (past service costs and actuarial gains and 
losses) recognised in other comprehensive income.  

•    Solvency refers to a company’s ability to meet its long-term debt obligations.  
•    In evaluating solvency, leverage ratios focus on the balance sheet and measure the amount of 

debt fi nancing relative to equity fi nancing.  
•    In evaluating solvency, coverage ratios focus on the income statement and cash fl ows and 

measure the ability of a company to cover its interest payments.        

   PROBLEMS          

   1  .     A company issues €1 million of bonds at face value. When the bonds are issued, the com-
pany will record a:  
    A   .     cash infl ow from investing activities. 
    B   .     cash infl ow from fi nancing activities. 
    C   .     cash infl ow from operating activities.   

   2  .     At the time of issue of 4.50% coupon bonds, the eff ective interest rate was 5.00%. Th e 
bonds were  most likely  issued at:  
    A   .     par. 
    B   .     a discount. 
    C   .     a premium.   

   3  .     Oil Exploration LLC paid $45,000 in printing, legal fees, commissions, and other costs 
associated with its recent bond issue. It is  most likely  to record these costs on its fi nancial 
statements as:  
    A   .     an asset under US GAAP and reduction of the carrying value of the debt under 

IFRS. 
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    B   .     a liability under US GAAP and reduction of the carrying value of the debt under 
IFRS. 

    C   .     a cash outfl ow from investing activities under both US GAAP and IFRS.   

   4  .     On 1 January 2010, Elegant Fragrances Company issues £1,000,000 face value, fi ve-year 
bonds with annual interest payments of £55,000 to be paid each 31 December. Th e mar-
ket interest rate is 6.0 percent. Using the eff ective interest rate method of amortisation, 
Elegant Fragrances is  most likely  to record:  
    A   .     an interest expense of £55,000 on its 2010 income statement. 
    B   .     a liability of £982,674 on the 31 December 2010 balance sheet. 
    C   .     a £58,736 cash outfl ow from operating activity on the 2010 statement of cash 

fl ows.   

   5  .     Consolidated Enterprises issues €10 million face value, fi ve-year bonds with a coupon 
rate of 6.5 percent. At the time of issuance, the market interest rate is 6.0 percent. Using 
the eff ective interest rate method of amortisation, the carrying value after one year will be 
 closest  to:  
    A   .     €10.17 million. 
    B   .     €10.21 million. 
    C   .     €10.28 million.   

   6  .     Th e management of Bank EZ repurchases its own bonds in the open market. Th ey pay 
€6.5 million for bonds with a face value of €10.0 million and a carrying value of €9.8 mil-
lion. Th e bank will  most likely  report:  
    A   .     other comprehensive income of €3.3 million. 
    B   .     other comprehensive income of €3.5 million. 
    C   .     a gain of €3.3 million on the income statement.   

   7  .     Innovative Inventions, Inc. needs to raise €10 million. If the company chooses to issue 
zero-coupon bonds, its debt-to-equity ratio will  most likely :  
    A   .     rise as the maturity date approaches. 
    B   .     decline as the maturity date approaches. 
    C   .     remain constant throughout the life of the bond.   

   8  .     Fairmont Golf issued fi xed rate debt when interest rates were 6 percent. Rates have since risen 
to 7 percent. Using only the carrying amount (based on historical cost) reported on the bal-
ance sheet to analyze the company’s fi nancial position would  most likely  cause an analyst to:  
    A   .     overestimate Fairmont’s economic liabilities. 
    B   .     underestimate Fairmont’s economic liabilities. 
    C   .     underestimate Fairmont’s interest coverage ratio.   

   9  .     Debt covenants are  least likely  to place restrictions on the issuer’s ability to:  
    A   .     pay dividends. 
    B   .     issue additional debt. 
    C   .     issue additional equity.   

  10  .     Compared to using a fi nance lease, a lessee that makes use of an operating lease will  most 
likely  report higher:  
    A   .     debt. 
    B   .     rent expense. 
    C   .     cash fl ow from operating activity.   
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  11  .     Which of the following is  most likely  a lessee’s disclosure about operating leases?  
    A   .     Lease liabilities. 
    B   .     Future obligations by maturity. 
    C   .     Net carrying amounts of leased assets.   

  12  .     For a lessor, the leased asset appears on the balance sheet and continues to be depreciated 
when the lease is classifi ed as:  
    A   .     a sales-type lease. 
    B   .     an operating lease. 
    C   .     a fi nancing lease.   

  13  .     Under US GAAP, a lessor’s reported revenues at lease inception will be  highest  if the lease 
is classifi ed as:  
    A   .     a sales-type lease. 
    B   .     an operating lease. 
    C   .     a direct fi nancing lease.   

  14  .     A lessor will record interest income if a lease is classifi ed as:  
    A   .     a capital lease. 
    B   .     an operating lease. 
    C   .     either a capital or an operating lease.   

  15  .     Cavalier Copper Mines has $840 million in total liabilities and $520 million in share-
holders’ equity. It discloses operating lease commitments over the next fi ve years with 
a present value of $100 million. If the lease commitments are treated as debt, the 
debt-to-total-capital ratio is  closest  to:  
    A   .     0.58. 
    B   .     0.62. 
    C   .     0.64.   

  16  .     Penben Corporation has a defi ned benefi t pension plan. At 31 December, its pension ob-
ligation is €10 million and pension assets are €9 million. Under either IFRS or US GAAP, 
the reporting on the balance sheet would be  closest  to which of the following?  
    A   .     €10 million is shown as a liability, and €9 million appears as an asset. 
    B   .     €1 million is shown as a net pension obligation. 
    C   .     Pension assets and obligations are not required to be shown on the balance sheet but 

only disclosed in footnotes.       
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 FINANCIAL 
REPORTING QUALITY   

     Jack     Ciesielski   ,   CFA   
    Elaine     Henry   ,   CFA   

     Th omas I.     Selling   ,   PhD           

  LEARNING OUTCOMES 

 After completing this chapter, you will be able to do the following:  

•   distinguish between fi nancial reporting quality and quality of reported results (including 
quality of earnings, cash fl ow, and balance sheet items);  

•   describe a spectrum for assessing fi nancial reporting quality;  
•   distinguish between conservative and aggressive accounting;  
•   describe motivations that might cause management to issue fi nancial reports that are not 

high quality;  
•   describe conditions that are conducive to issuing low-quality, or even fraudulent, fi nancial 

reports;  
•   describe mechanisms that discipline fi nancial reporting quality and the potential limitations 

of those mechanisms;  
•   describe presentation choices, including non-GAAP measures, that could be used to infl u-

ence an analyst’s opinion;  
•   describe accounting methods (choices and estimates) that could be used to manage earnings, 

cash fl ow, and balance sheet items;  
•   describe accounting warning signs and methods for detecting manipulation of information 

in fi nancial reports.    

 Copyright ©  2014  CFA Institute   
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 1. INTRODUCTION 

 Ideally, analysts would always have access to fi nancial reports that are based on sound fi nan-
cial reporting standards, such as those from the International Accounting Standards Board 
(IASB) and the Financial Accounting Standards Board (FASB), and are free from manipula-
tion. But, in practice, the quality of fi nancial reports can vary greatly. High-quality fi nancial 
reporting provides information that is useful to analysts in assessing a company’s performance 
and prospects. Low-quality fi nancial reporting contains inaccurate, misleading, or incomplete 
information. 

 Extreme lapses in fi nancial reporting quality have given rise to high-profi le scandals that 
resulted not only in investor losses but also in reduced confi dence in the fi nancial system. Fi-
nancial statement users who were able to accurately assess fi nancial reporting quality were bet-
ter positioned to avoid losses. Th ese lapses illustrate the challenges analysts face as well as the 
potential costs of failing to recognize practices that result in misleading or inaccurate fi nancial 
reports.  1      Examples of misreporting can provide an analyst with insight into various signals that 
may indicate poor-quality fi nancial reports. 

 It is important to be aware, however, that high-profi le fi nancial scandals refl ect only 
those instances of misreporting that were identifi ed. Although no one can know the extent 
of undetected misreporting, some research suggests that it is relatively widespread. An 
Ernst & Young 2013 survey of more than 3,000 board members, executives, managers, 
and other employees in 36 countries across Europe, the Middle East, India, and Africa 
indicates that 20% of the respondents had seen manipulation (such as overstated sales 
and understated costs) occurring in their own companies, and 42% of board directors 
and senior managers were aware of some type of irregular fi nancial reporting in their own 
companies ( Ernst & Young, 2013 ). Another survey of 169 chief fi nancial offi  cers of public 
US companies found that they believed, on average, that “in any given period, about 20% 
of companies manage earnings to misrepresent economic performance, and for such com-
panies 10% of EPS [earnings per share] is typically managed” ( Dichev, Graham, Harvey, 
and Rajgopal, 2013 ). 

 Th is chapter addresses  fi nancial   reporting quality , which pertains to the quality of infor-
mation in fi nancial reports, including disclosures in notes. High-quality reporting provides 
decision-useful information, which is relevant and faithfully represents the economic reality 
of the company’s activities during the reporting period as well as the company’s fi nancial con-
dition at the end of the period. A separate but interrelated attribute of quality is  quality of 
reported results  or  earnings quality , which pertains to the earnings and cash generated by the 
company’s actual economic activities and the resulting fi nancial condition. Th e term “earnings 
quality” is commonly used in practice and will be used broadly to encompass the quality of 
earnings, cash fl ow, and/or balance sheet items. High-quality earnings result from activities 
that a company will likely be able to sustain in the future and provide a suffi  cient return on 
the company’s investment. Th e concepts of earnings quality and fi nancial reporting quality 

  1    In this chapter, the examples of misleading or inaccurate fi nancial reports occurred in prior years— not  
because there are no current examples of questionable fi nancial reporting, but rather because it has been 
conclusively resolved that misreporting occurred in the historical examples. 
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 As can be seen in  Exhibit 1 , if fi nancial reporting quality is low, the information provided 
is not useful to assess the company’s performance and thus to make investment and other 
decisions. 

 Financial reporting quality varies across companies. High-quality reports contain infor-
mation that is relevant, complete, neutral, and free from error. Th e lowest-quality reports con-
tain information that is pure fabrication. Earnings (results) quality can range from high and 
sustainable to low and unsustainable. Providers of resources prefer high and sustainable earn-
ings. Combining the two measures of quality—fi nancial reporting and earnings—the overall 
quality of fi nancial reports from a user perspective can be thought of as spanning a continuum 
from the highest to the lowest.  Exhibit 2  presents a quality spectrum that provides a basis for 
evaluating better versus poorer quality reports. Th is spectrum ranges from reports that are of 
high fi nancial reporting quality and refl ect high and sustainable earnings quality to reports that 
are not useful because of poor fi nancial reporting quality.   

are interrelated because a correct assessment of earnings quality is possible only when there is 
some basic level of fi nancial reporting quality. Beyond this basic level, as the quality of report-
ing increases, the ability of fi nancial statement users to correctly assess earnings quality and to 
develop expectations for future performance arguably also increases. 

 Section 2 provides a conceptual overview of reporting quality. Section 3 discusses mo-
tivations that might cause, and conditions that might enable, management to issue fi nancial 
reports that are not high quality and mechanisms that aim to provide discipline to 
fi nancial reporting quality. Section 4 describes choices made by management that can aff ect 
fi nancial reporting quality—presentation choices, accounting methods, and estimates—as well 
as warning signs of poor-quality fi nancial reporting.    

 2. CONCEPTUAL OVERVIEW 

 As indicated in the introduction, fi nancial reporting quality and results or earnings qual-
ity are interrelated attributes of quality.  Exhibit 1  illustrates this interrelationship and its 
implications.  

   EXHIBIT 1       Relationships between Financial Reporting Quality and Earnings Quality 

   Financial Reporting Quality 

  Low High

 Earnings 
(Results) 
Quality 

High
LOW fi nancial reporting 

quality impedes assessment 
of earnings quality and 

impedes valuation.

HIGH fi nancial  reporting  
quality enables assessment. 

HIGH  earnings  quality increases 
company value.

Low

HIGH fi nancial  reporting  
quality enables assessment. 

LOW  earnings  quality decreases 
company value.
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 2.1.     GAAP, Decision-Useful, Sustainable, and Adequate Returns 

 At the top of the spectrum, labeled in  Exhibit 2  as “GAAP, decision-useful, sustainable, and ade-
quate returns” are high-quality reports that provide useful information about high-quality earnings.  

•    High-quality fi nancial reports conform to the generally accepted accounting principles 
(GAAP) of the jurisdiction, such as International Financial Reporting Standards (IFRS), US 
GAAP, or other home-country GAAP. Th e exhibit uses the term GAAP to refer generically 
to the accounting standards accepted in a company’s jurisdiction.  

•    In addition to conforming to GAAP, high-quality fi nancial reports also embody the 
characteristics of decision-useful information such as those defi ned in the  Conceptual 
Framework .  2    Recall that the fundamental characteristics of useful information are relevance 
and faithful representation. Relevant information is defi ned as information that can aff ect 
a decision and encompasses the notion of materiality. (Information is considered material 

   EXHIBIT 2       Quality Spectrum of Financial Reports 

GAAP,
decision-useful,
sustainable, and
adequate returns

GAAP, decision-useful,
but sustainable? Low
“earnings quality”

Within GAAP, but
biased choices

Within GAAP, but
“earnings management” (EM)
-Real EM
-Accounting EM

Non-compliant
accounting

Fictitious
transactions

Quality Spectrum

 

  2    Th e characteristics of decision-useful information are identical under IFRS and US GAAP. In September 
2010, the IASB adopted the  Conceptual Framework for Financial Reporting  in place of the  Framework for 
the Preparation and Presentation of Financial Statements  (1989). Th e  Conceptual Framework  represents the 
partial completion of a joint convergence project between the IASB and FASB on an updated framework. 
Th e  Conceptual Framework  (2010) contains two updated chapters: “Th e Objective of Financial Report-
ing” and “Qualitative Characteristics of Useful Financial Information.” Th e remainder of the material in 
the  Conceptual Framework  is from the  Framework  (1989) and will be updated as the project is completed. 
Also in September 2010, the FASB issued Concepts Statement 8, “Conceptual Framework for Financial 
Reporting,” to replace Concepts Statements 1 and 2. 
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if “omitting it or misstating it could infl uence decisions that users make on the basis of the 
fi nancial information of a specifi c reporting entity.”  3   ) Faithful representation of economic 
events is complete, neutral, and free from error. 

 Th e  Conceptual Framework  also enumerates enhancing characteristics of useful informa-
tion: comparability, verifi ability, timeliness, and understandability. Of course, the desirable 
characteristics for fi nancial information require trade-off s. For example, fi nancial reports 
must balance the aim of providing information that is produced quickly enough to be timely 
and thus relevant, and yet not so quickly that errors occur. Financial reports must balance 
the aim of providing information that is complete but not so exhaustive that immaterial 
information is included. High-quality information results when these and other tradeoff s 
are made in an unbiased, skillful manner.  

•    High-quality earnings indicate an adequate level of return on investment and derive from 
activities that a company will likely be able to sustain in the future. An adequate level of 
return on investment exceeds the cost of the investment and also equals or exceeds the 
expected return. Sustainable activities and sustainable earnings are those expected to recur 
in the future. Sustainable earnings that provide a high return on investment contribute to 
higher valuation of a company and its securities.     

 2.2.     GAAP, Decision-Useful, but Sustainable? 

 Th e next level down in  Exhibit 2 , “GAAP, decision-useful, but sustainable?” refers to circum-
stances in which high-quality reporting provides useful information, but that information 
refl ects results or earnings that are not sustainable (lower earnings quality). Th e earnings may 
not be sustainable because the company cannot expect earnings that generate the same level of 
return on investment in the future or because the earnings, although replicable, will not gen-
erate suffi  cient return on investment to sustain the company. Earnings quality is low in both 
cases. Reporting can be high quality even when the economic reality being depicted is not of 
high quality. For example, consider a company that generates a loss, or earnings that do not 
provide an adequate return on investment, or earnings that resulted from non-recurring ac-
tivities. Th e relatively undesirable economic reality could nonetheless be depicted in fi nancial 
reporting that provides high-quality, decision-useful information. 

  Exhibit 3  presents an excerpt from the fi scal year 2014 fi rst-quarter results of Toyota Mo-
tor Corporation (TYO: 7203), a Japanese automobile company. As highlighted by a  Wall Street 
Journal  article,  4    the company sold fewer cars but reported an 88% increase in operating profi ts 
compared with the prior year, primarily because of the change in exchange rates. Th e weaker 
yen benefi ted Toyota both because the company manufacturers more cars in Japan (compared 
with its competitors) and because the company sells a signifi cant number of cars outside of 
Japan. Exchange rate weakening is a less sustainable source of profi ts than manufacturing and 
selling cars. In summary, this example is a case of high-quality fi nancial reporting coupled with 
lower earnings quality.    

  3    Text from conceptual frameworks referenced in Note 4. 
  4     Back (2013) . 
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 2.3.     Biased Accounting Choices 

 Th e next level down in the spectrum in  Exhibit 2  is “Within GAAP, but biased choices.” Biased 
choices result in fi nancial reports that do not faithfully represent economic phenomena. Th e 
problem with bias in fi nancial reporting, as with other defi ciencies in fi nancial reporting qual-
ity, is that it impedes an investor’s ability to correctly assess a company’s past performance, to 
accurately forecast future performance, and thus, to appropriately value the company. 

 Choices are deemed to be “aggressive” if they increase a company’s reported performance 
and fi nancial position in the current period. Th e choice can increase the amount of revenues, 
earnings, and/or operating cash fl ow reported in the period or decrease the amount of expenses 
reported in the period and/or the amount of debt reported on the balance sheet. Aggressive 
choices may decrease the company’s reported performance and fi nancial position in later peri-
ods. In contrast, choices are deemed “conservative” if they decrease a company’s reported per-
formance and fi nancial position in the current period. Conservative choices may decrease the 
amount of revenues, earnings, and/or operating cash fl ow reported in the period or increase the 
amount of expenses reported in the period and/or the amount of debt reported on the balance 
sheet. Conservative choices may increase the company’s reported performance and fi nancial 
position in later periods. 

 Another type of bias is understatement of earnings volatility, so-called earnings “smooth-
ing.” Earnings smoothing can result from conservative choices to understate earnings in peri-
ods when a company’s operations are performing well plus aggressive choices in periods when 
the company’s operations are struggling. 

 Biased choices can be made not only in the context of reported amounts but also in 
the context of how information is presented. For example, companies can disclose informa-
tion transparently and in a manner that facilitates analysis, or they can disclose information 
in a manner that aims to obscure unfavorable information and/or to emphasize favorable 
information. 

   EXHIBIT 3       Excerpt from Toyota Motor Corporation’s Consolidated Financial Results for FY2014 
First Quarter Ending 30 June 2013  

 Consolidated vehicle unit sales in Japan and overseas decreased by 37 thousand units, or 1.6%, 
to 2,232 thousand units in FY2014 fi rst quarter (the three months ended June 30, 2013) 
compared with FY2013 fi rst quarter (the three months ended June 30, 2012). Vehicle unit 
sales in Japan decreased by 51 thousand units, or 8.8%, to 526 thousand units in FY2014 fi rst 
quarter compared with FY2013 fi rst quarter. Meanwhile, overseas vehicle unit sales increased 
by 14 thousand units, or 0.8%, to 1,706 thousand units in FY2014 fi rst quarter compared 
with FY2013 fi rst quarter. 

 As for the results of operations, net revenues increased by 753.7 billion yen, or 13.7%, to 
6,255.3 billion yen in FY2014 fi rst quarter compared with FY2013 fi rst quarter, and operating 
income increased by 310.2 billion yen, or 87.9%, to 663.3 billion yen in FY2014 fi rst quarter 
compared with FY2013 fi rst quarter. Th e factors contributing to an increase in operating in-
come were the eff ects of changes in exchange rates of 260.0 billion yen, cost reduction eff orts 
of 70.0 billion yen, marketing eff orts of 30.0 billion yen and other factors of 10.2 billion yen. 
On the other hand, the factors contributing to a decrease in operating income were the in-
crease in expenses and others of 60.0 billion yen. 
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 EXAMPLE 1    Quality of Financial Reports 

 PACCAR Inc. (PCAR: NasdaqGS) designs, manufactures, and distributes trucks 
and related aftermarket parts that are sold worldwide under the Kenworth, Peterbilt, 
and DAF nameplates. In 2013, the US SEC charged PACCAR for various account-
ing defi ciencies that “clouded their fi nancial reporting to investors in the midst of 
the fi nancial crisis.” Th e SEC complaint cites the company’s 2009 segment reporting. 
 Exhibit 4A  presents an excerpt from the notes to PACCAR’s fi nancial statements, and 
 Exhibit 4B  presents an excerpt from the management’s discussion and analysis (MD&A) 
of PACCAR’s annual report. 

    EXHIBIT 4A       Excerpt from Notes to PACCAR’s 2009 Financial Statements  

 S. SEGMENT AND RELATED INFORMATION 
 PACCAR operates in two principal segments, Truck and Financial Services. 
 Th e Truck segment includes the manufacture of trucks and the distribution of relat-
ed aftermarket parts, both of which are sold through a network of independent deal-
ers.  .  .  . Th e Financial Services segment is composed of fi nance and leasing products and 
services provided to truck customers and dealers.  .  .  . Included in All Other is PACCAR’s 
industrial winch manufacturing business. Also within this category are other sales, in-
come and expenses not attributable to a reportable segment, including a portion of 
corporate expense. 

     Business Segment Data ($ millions) 

   2009  2008  2007 

Income before Income Taxes

   Truck $ 25.9 $1,156.5 $1,352.8

   All other 42.2 6.0 32.0

  68.1 1,162.5 1,384.8

Financial services 84.6 216.9 284.1

Investment income 22.3 84.6 95.4

$175.0 $1,464.0 $1,764.3

    EXHIBIT 4B       Excerpt from MD&A of PACCAR’s 2009 Annual Report  

 Net sales and revenues and gross margins for truck units and aftermarket parts are pro-
vided below. Th e aftermarket parts gross margin includes direct revenues and costs, but 
excludes certain truck segment costs. 
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   2009  2008  % Change 

 Net Sales and Revenues    

Trucks $5,103.30 $11,281.30 −55

Aftermarket parts 1,890.70 2,266.10 −17

  $6,994.00 $13,547.40 −48

 Gross Margin      

Trucks −$ 46.6 $ 1,141.70 −104

Aftermarket parts 625.7 795.20 −21

  $ 579.1 $ 1,936.90 −70

  1  .     Based on the segment data excerpted from the notes to the fi nancial statements, was 
PACCAR’s truck segment profi table in 2009?  

  2  .     Based on the data about the truck’s gross margin presented in the MD&A, was 
PACCAR’s truck segment profi table in 2009?  

  3  .     What is the main diff erence between the note presentation and the MD&A presen-
tation?  

  4  .     Th e SEC complaint stated that “PACCAR failed to report the operating results of its 
aftermarket parts business separately from its truck sales business as required under 
segment reporting requirements, which are in place to ensure that investors gain the 
same insight into a company as its executives.” Is the PACCAR situation an example 
of issues with fi nancial reporting quality, earnings quality, or both?    

 Solution to 1:   Yes, the segment data presented in the note to the fi nancial statements 
indicates that the Truck segment earned $25.9 million in 2009.   

 Solution to 2:   No, the segment data presented in the MD&A indicates that the Truck 
segment had a negative gross margin.   

 Solution to 3:   Th e main diff erence between the note presentation and the MD&A pre-
sentation is that the aftermarket parts business is combined with the trucks business in 
the notes but separated in the MD&A. Although the data are not exactly comparable in 
the two disclosures (because the note shows income before taxes and the MD&A shows 
gross profi t), the two disclosures present a diff erent picture of PACCAR’s profi ts from 
truck sales.   

 Solution to 4:   Th e PACCAR situation appears to be an example of issues with both 
fi nancial reporting quality and earnings quality. Th e substantial decrease in truck sales 
and the negative gross margin refl ect poor earnings quality. Th e failure to disclose clear 
segment information is an instance of poor fi nancial reporting quality.   
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 Since 2003, if a company uses a non-GAAP fi nancial measure  6    in an SEC fi ling, it is re-
quired to display the most directly comparable GAAP measure with equal prominence and to 
provide a reconciliation between the non-GAAP measure and the equivalent GAAP measure. 
In other words, a company is not allowed to give more prominence to a non-GAAP fi nancial 
measure in an SEC fi ling. 

  Emphasizing non-GAAP fi nancial measures (such as pro forma earnings) in order to de-
fl ect attention from less-than-desirable fi nancial results is an example of an aggressive pres-
entation choice.  Exhibit 5  illustrates an aggressive presentation choice. In 1999, Trump Hotels 
& Casino Resorts announced third-quarter earnings before interest, taxes, depreciation, and 
amortization (EBITDA) of $106.7 million, a signifi cant increase relative to the prior year. In 
fact, the reported EBITDA excluded a one-time charge of $81.4 million but included a one-
time gain of $17.2 million. Th e release stated that the one-time charge was excluded but did 
not disclose the one-time gain, which was classifi ed in revenues. On a GAAP basis, the compa-
ny’s quarterly net income had decreased from a $5.3 million profi t to a loss of $67.5 million. 
Th e SEC reviewed this disclosure and concluded that the press release was misleading because 
“it created the false and misleading impression that the Company had exceeded earnings ex-
pectations primarily through operational improvements, when in fact it had not.”  5     

  5    Accounting and Auditing Enforcement Release No. 1499, “In the Matter of Trump Hotels & Casino 
Resorts,” SEC (16 January 2002):  www.sec.gov/litigation/admin/34-45287.htm . Since 2003, the SEC 
has required that companies display GAAP earnings and non-GAAP earnings with equal prominence and 
has required a reconciliation. See “Final Rule: Conditions for Use of Non-GAAP Financial Measures,” 
(Releases 33-8176 and 34-47226, File S7-43-02):  www.sec.gov/rules/fi nal/33-8176.htm . 

   EXHIBIT 5       Illustration of Aggressive Presentation Choice: Earnings Announcement      

 TRUMP HOTELS & CASINO RESORTS THIRD QUARTER RESULTS 

 October 25, 1999 
 EBITDA INCREASED TO $106.7 MILLION VS. $90.6 MILLION IN 1998 
 NET PROFIT INCREASED TO 63 CENTS PER SHARE VS. 24 CENTS PER SHARE 
IN 1998 
 Trump Hotels & Casino Resorts, Inc. (NYSE:DJT) announced today that for the third quar-
ter ended September 30, 1999, consolidated net revenues were $403.1 million compared to 
$397.4 million reported for the same period in 1998. THCR’s EBITDA (earnings before 
interest, taxes, depreciation, amortization, Trump World’s Fair charge and corporate expenses) 
for the quarter was $106.7 million versus $90.6 million reported for the prior year’s third 
quarter. Net income increased to $14.0 million or $0.63 per share, before a one-time Trump 
World’s Fair charge, compared to $5.3 million or $0.24 per share in 1998.   

  6    Non-domestic private issuers can fi le fi nancial statements prepared in accordance with IFRS without 
reconciliation to US GAAP. Th e SEC recognizes US GAAP and IFRS as GAAP. 
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 Similarly, the IFRS Practice Statement “Management Commentary,” issued December 
2010, requires disclosures when non-IFRS measures are included in fi nancial reports: 

  If information from the fi nancial statements has been adjusted for inclusion in man-
agement commentary, that fact should be disclosed. If fi nancial performance meas-
ures that are not required or defi ned by IFRSs are included within management com-
mentary, those measures should be defi ned and explained, including an explanation 
of the relevance of the measure to users. When fi nancial performance measures are 
derived or drawn from the fi nancial statements, those measures should be reconciled 
to measures presented in the fi nancial statements that have been prepared in accord-
ance with IFRSs. (Page 17)  

 Th e reconciliation between as-reported measures (GAAP fi nancial measures presented in 
the fi nancial statements) and as-adjusted measures (non-GAAP fi nancial measures presented in 
places other than the fi nancial statements) can provide important information.  

 EXAMPLE 2    Presentation of Non-GAAP Financial Measures 

 Nokia Corporation (NASDAQ OMX Helsinki and NYSE:NOK), a global telecom-
munications company headquartered in Finland, operates three businesses: Devices & 
Services, HERE (the new brand for location and mapping services, formerly called Lo-
cation & Commerce), and Nokia Siemens Networks.  Exhibit 6  presents an excerpt from 
the company’s Interim Report for the second quarter ending June 2013. 

    EXHIBIT 6       Excerpt from Summary Financial Information 

   Reported and Non-IFRS Second Quarter 2013 Results 1,2,3  

 EUR million  Q2/13  Q2/12 
 YoY 

Change  Q1/13 
 QoQ 

Change 

 Nokia 

Net sales 5,695 7,542 −24% 5,852 −3%

Operating profi t −115 −824 −150

Operating profi t (non-IFRS) 303 −325 181 67%

EPS, EUR diluted −0.06 −0.38 −0.07

EPS, EUR diluted (non-IFRS) 0.00 −0.08 −0.02

 Th e following excerpt explains the term “non-IFRS.” 

   Note 1 relating to non-IFRS (also referred to as “underlying”) results:  
In addition to information on our reported IFRS results, we provide cer-
tain information on a non-IFRS, or underlying business performance, ba-
sis. Non-IFRS results exclude all material special items for all periods. In 
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addition, non-IFRS results exclude intangible asset amortization, other pur-
chase price accounting related items and inventory value adjustments arising 
from (i) the formation of Nokia Siemens Networks and (ii) all business ac-
quisitions completed after June 30, 2008. Nokia believes that our non-IFRS 
results provide meaningful supplemental information to both management 
and investors regarding Nokia’s underlying business performance by exclud-
ing the above-described items that may not be indicative of Nokia’s business 
operating results. Th ese non-IFRS fi nancial measures should not be viewed 
in isolation or as substitutes to the equivalent IFRS measure(s), but should 
be used in conjunction with the most directly comparable IFRS measure(s) 
in the reported results. See note 2 below for information about the exclu-
sions from our non-IFRS results. More information, including a reconcilia-
tion of our Q2 2013 and Q2 2012 non-IFRS results to our reported results, 
can be found.  .  .  .  

 In an excerpt from Note 2, the company also disclosed the following. 

   Note 2 relating to non-IFRS exclusions:  
 Q2 2013—EUR 418 million (net) consisting of:   

•    EUR 157 million restructuring charge and other associated items in Nokia Siemens 
Networks.  

•    EUR 151 million losses related to divestments of businesses in Nokia Siemens Net-
works.  

•    EUR 10 million restructuring charge in HERE.  
•    EUR 12 million of intangible asset amortization and other purchase price 

accounting related items arising from the acquisition of Motorola Solutions’ net-
works assets.  

•    EUR 87 million of intangible asset amortization and other purchase price account-
ing related items arising from the acquisition of NAVTEQ.  

•    EUR 1 million of intangible assets amortization and other purchase price accounting 
related items arising from the acquisition of Novarra, MetaCarta and Motally in 
Devices & Services.   

 Note 3 related to changes to historical comparative fi nancial results due to revised IFRS 
accounting standard, IAS 19 Employee benefi ts.  

  1  .     Based on the information provided, explain the diff erences between the following 
two disclosures contained in Nokia’s interim statement:  
  A  .   Th e fi rst page of the interim report includes the following statement as a sec-

ond-quarter 2013 highlight: “Nokia Group achieved underlying operating 
profi tability for the fourth consecutive quarter, with a Q2 non-IFRS operating 
margin of 5.3% . . . .”  

  B  .   Nokia’s Consolidated Income Statements (found on page 20 of the interim re-
port) report a EUR278 million net loss.    

  2  .     How does the heading “Q2 2013—EUR418 million” from Nokia’s Note 2 corre-
spond with the excerpt from the company’s Summary Financial Information shown 
in  Exhibit 6 ?    
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 Often, poor reporting quality occurs simultaneously with poor earnings quality; for ex-
ample, aggressive accounting choices are made to obscure poor performance. It is also possible, 
of course, for poor reporting quality to occur with high-quality earnings. Although a compa-
ny with good performance would not require aggressive accounting choices to obscure poor 
performance, it might nonetheless produce poor-quality reports for other reasons. A company 
with good performance might be unable to produce high-quality reports because of inadequate 
internal systems. 

 Another scenario in which poor reporting quality might occur simultaneously with high 
quality earnings is that a company with good performance might deliberately produce reports 
based on “conservative” rather than aggressive accounting choices—that is, choices that make 
current performance look worse. One motivation might be to avoid unwanted political atten-
tion. Another motivation could arise in a period in which management had already exceeded 
targets before the end of the period and thus made conservative accounting choices that would 
delay reporting profi ts until the following period (so-called “hidden reserves”). Similar motiva-
tions might also contribute to accounting choices that create the appearance that the trajectory 
of future results would appear more attractive. For example, a company might make choices 
to accelerate losses in the fi rst year of an acquisition or the fi rst year of a new CEO’s tenure so 
that the trajectory of future results would appear more attractive. 

 Solution to 1:   As shown in Note 1, the company uses the term “underlying” to re-
fer to non-IFRS metrics. Th e non-IFRS metric disclosed in A, “non-IFRS operating 
margin”—by defi nition—does not appear within fi nancial statements prepared in ac-
cordance with IFRS. Here, it is referred to as a non-IFRS metric because information 
on the company’s fi nancial statements has been adjusted. In contrast, the IFRS metric 
disclosed in B, “net loss,” is clearly presented on an income statement prepared in ac-
cordance with IFRS. Another diff erence between Disclosures A and B is that they refer 
to two diff erent metrics: A refers to operating profi t and B refers to net profi t (loss). 
Th ese two items appear on two diff erent lines of the income statement. In general, op-
erating profi t (or operating loss) is before deductions for non-operating items, such as 
interest and taxes. Th e company’s operating profi t in accordance with IFRS was a nega-
tive EUR115 million—in other words, a EUR115 million operating loss. Note that as 
shown in  Exhibit 6 , the second-quarter non-IFRS operating profi t was EUR303 million 
and second-quarter net sales totaled EUR5,695 million. As indicated in Disclosure A, 
the non-IFRS operating margin is 5.3% (= 303/5,695). 

 Overall, there are three key diff erences between Disclosures A and B: (1) A refers to 
a non-IFRS metric rather than an IFRS metric; (2) A refers to operating profi t, which 
was positive, rather than to net income, which was negative; and (3) A highlights a pos-
itive economic outcome. An analyst should be aware of the alternative means by which 
earnings announcements can paint a positive picture of companies’ results.   

 Solution to 2:   Th e heading “Q2 2013—EUR418 million” refers to the diff erence be-
tween the company’s non-IFRS operating profi t of EUR303 million and the company’s 
operating loss of EUR115 million calculated in accordance with IFRS. Th e next lines 
indicate the components of the EUR418 million that were excluded when calculating 
the non-IFRS operating profi t but included when calculating the IFRS operating profi t 
(loss).   
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 Overall,  unbiased  fi nancial reporting is the ideal and the preference. Investors may prefer 
conservative choices rather than aggressive ones, however, because a positive surprise is easier 
to tolerate than a negative surprise. Biased reporting, whether conservative or aggressive, ad-
versely aff ects a user’s ability to assess a company. 

 Th e quality spectrum considers the more intuitive situation in which less-than-desired 
underlying economics are the central motivation for poor reporting quality. In addition, it is 
necessary to have some degree of reporting quality in order to evaluate earnings quality. Pro-
ceeding down the spectrum, therefore, the concepts of reporting quality and earnings quality 
become progressively less distinguishable.  

 2.3.1.     Within GAAP, but “Earnings Management” 
 Th e next level down on the spectrum in  Exhibit 2  is labeled “Within GAAP, but ‘earnings 
management.’” Th e term “earnings management” is defi ned here as making intentional choic-
es that create biased fi nancial reports.  7    Th e distinction between earnings management and 
biased choices is subtle and, primarily, a matter of intent. Earnings management represents 
“deliberate actions to infl uence reported earnings and their interpretation” ( Ronen and Yaari, 
2008 ). Earnings can be “managed” upward (increased) by taking  real  actions, such as deferring 
research and development (R&D) expenses into the next reporting period. Alternatively, earn-
ings can be increased by  accounting  choices, such as changing accounting estimates. For exam-
ple, the amount of estimated product returns, bad debt expense, or asset impairment could be 
decreased. Because it is diffi  cult to determine intent, we include earnings management under 
the biased choices discussion.    

 2.4.     Departures from GAAP 

 Th e next levels down on the spectrum in  Exhibit 2  mark departures from GAAP. Financial 
reporting that departs from GAAP can generally be considered low quality. In such situations, 
earnings quality is likely diffi  cult or impossible to assess because comparisons with earlier pe-
riods and/or other entities cannot be made. An example of improper accounting was Enron 
(accounting issues revealed in 2001), whose inappropriate use of off -balance-sheet structures 
and other complex transactions resulted in vastly understated indebtedness as well as overstat-
ed profi ts and operating cash fl ow. Another notorious example of improper accounting was 
WorldCom (accounting issues discovered in 2002), a company that by improperly capitalizing 
certain expenditures dramatically understated its expenses and thus overstated its profi ts. More 
recently, New Century Financial (accounting issues revealed in 2007) issued billions of dollars 
of subprime mortgages and improperly reserved only minimal amounts for loan repurchase 
losses. Each of these companies subsequently fi led for bankruptcy. 

 In the 1980s, Polly Peck International (PPI) reported currency losses, incurred in the nor-
mal course of operations, directly through equity rather than in its profi t and loss statements. 
In the 1990s, Sunbeam improperly reported revenues from “bill-and-hold” sales and also ma-
nipulated the timing of expenses in an eff ort to falsely portray outstanding performance of its 
then-new chief executive. 

  7     Various defi nitions have appeared in academic research. Closest to the discussion here is  Schipper 
(1989) , which uses the term “earnings management” to mean “‘disclosure management’ in the sense of 
a purposeful intervention in the external fi nancial reporting process, with the intent of obtaining some 
private gain (as opposed to, say, merely facilitating the neutral operation of the process).” 
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 At the bottom of the quality spectrum, fabricated reports portray fi ctitious events, either 
to fraudulently obtain investments by misrepresenting the company’s performance and/or to 
obscure fraudulent misappropriation of the company’s assets. Examples of fraudulent report-
ing are unfortunately easy to fi nd, although they were not necessarily easy to identify at the 
time. In the 1970s, Equity Funding Corp. created fi ctitious revenues and even fi ctitious policy-
holders. In the 1980s, Crazy Eddie’s reported fi ctitious inventory as well as fi ctitious revenues 
supported by fake invoices. In 2004, Parmalat reported fi ctitious bank balances.    

 EXAMPLE 3    Spectrum for Assessing Quality of Financial Reports 

 Jake Lake, a fi nancial analyst, has identifi ed several items in the fi nancial reports of 
several (hypothetical) companies. Describe each of these items in the context of the 
fi nancial reporting quality spectrum.  

  1  .     ABC Co.’s 2012 earnings totaled $233 million, including a $100 million gain from 
selling one of its less profi table divisions. ABC’s earnings for the prior three years 
totaled $120 million, $107 million, and $111 million. Th e company’s fi nancial 
reports are extremely clear and detailed, and the company’s earnings announcement 
highlights the one-time nature of the $100 million gain.  

  2  .     DEF Co. discloses that in 2012, it changed the depreciable life of its equipment 
from 3 years to 15 years. Equipment represents a substantial component of the 
company’s assets. Th e company’s disclosures indicate that the change is permissible 
under the accounting standards of its jurisdiction but provide only limited explana-
tion of the change.  

  3  .     GHI Co.’s R&D expenditures for the past fi ve years have been approximately 3% of 
sales. In 2012, the company signifi cantly reduced its R&D expenditures. Without 
the reduction in R&D expenditures, the company would have reported a loss. No 
explanation is disclosed.    

 Solution to 1:   ABC’s 2012 total earnings quality can be viewed as low because nearly 
half of the earnings are derived from a non-sustainable activity, namely the sale of a di-
vision. ABC’s 2012 quality of earnings from continuing operations may be high because 
the amounts are fairly consistent from year to year, although an analyst would undertake 
further analysis to confi rm earnings quality. In general, a user of fi nancial reports should 
look beyond the bottom-line net income. Th e description provided suggests that the 
company’s reporting quality is high; the reports are clear and detailed, and the one-time 
nature of the $100 million gain is highlighted.   

 Solution to 2:   DEF’s accounting choice appears to be within permissible accounting 
standards, but its eff ect is to substantially lower depreciation expense and thus to in-
crease earnings for the year. Th e quality of reported earnings is questionable. Although 
the new level of earnings may be sustainable, similar increases in earnings for future peri-
ods might not be achievable, because increasing earnings solely by changing accounting 
estimates is likely not sustainable. In addition, the description provided suggests that 
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 2.5.     Diff erentiate between Conservative and Aggressive Accounting 

 Th is section returns to the implications of conservative and aggressive accounting choices. 
As mentioned earlier,  unbiased  fi nancial reporting is the ideal. But investors may prefer or be 
perceived to prefer conservative rather than aggressive accounting choices because a positive 
surprise is acceptable. In contrast, management may prefer or be perceived to prefer aggressive 
accounting choices because they increase the company’s reported performance and fi nancial 
position in the current period. 

 Aggressive accounting choices in the current period may decrease the company’s report-
ed performance and fi nancial position in later periods, which creates a sustainability issue. 
Conservative choices do not typically create a sustainability issue, because they decrease the 
company’s reported performance and fi nancial position in the current period and may increase 
its reported performance and fi nancial position in later periods. In terms of establishing expec-
tations for the future, however, fi nancial reporting that is relevant and faithfully representative 
is the most useful. 

 A common presumption is that fi nancial reports are typically biased upward, but that is 
not always the case. Although accounting standards ideally promote unbiased fi nancial report-
ing, some accounting standards may specifi cally require a conservative treatment of a transac-
tion or an event. Also, managers may choose to take a conservative approach when applying 
standards. It is important that an analyst consider the possibility of conservative choices and 
their eff ects. 

 At its most extreme, conservatism follows accounting practices that “anticipate no profi t, 
but anticipate all losses” ( Bliss, 1924 ). But in general, conservatism means that revenues may 
be recognized once a verifi able and legally enforceable receivable has been generated and that 
losses need not be recognized until it becomes “probable” that an actual loss will be incurred. 
Conservatism is not an absolute but is characterized by degrees, such as “the accountant’s 
tendency to require a higher degree of verifi cation to recognize good news as gains than to 
recognize bad news as losses” ( Basu, 1997 ). From this perspective, “verifi cation” (e.g., physical 
existence of inventories, evidence of costs incurred or to be incurred, or establishment of rights 
and obligations on legal grounds) drives the degree of conservatism: For recognition of reve-
nues, a higher degree of verifi cation would be required than for expenses.  

 2.5.1.     Conservatism in Accounting Standards 
 Th e  Conceptual Framework  supports neutrality of information: “A neutral depiction is without 
bias in the selection or presentation of fi nancial information.”  8    Neutrality—lack of upward or 

the company’s reporting quality is low because it off ers only a limited explanation for 
the change.   

 Solution to 3:   GHI’s operational choice to reduce its R&D may refl ect real earnings 
management because the change enabled the company to avoid reporting a loss. In 
addition, the description provided suggests that the company’s reporting quality is low 
because it does not off er an explanation for the change.   

  8    IASB and FASB,  Th e Conceptual Framework for Financial Reporting  (2010):QC 14 .  
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downward bias—is considered a desirable characteristic of fi nancial reporting. Conservatism 
directly confl icts with the characteristic of neutrality because the asymmetric nature of con-
servatism leads to bias in measuring assets and liabilities—and ultimately, earnings. 

 Despite eff orts to support neutrality in fi nancial reporting, however, many conservatively 
biased standards remain. Th ese standards result in downward-biased pictures of earnings and 
fi nancial position within fi nancial reports. Without care, this biased portrayal can result in 
biased estimates of future prospects developed using fi nancial reports. 

  Example 4  illustrates the issues posed by conservative accounting practices for analyzing 
fi nancial reports of companies engaged in the exploration and production of underground 
natural resources—oil and gas, coal, precious metals, and so on.  

 EXAMPLE 4    Accounting Conservatism in Extractive Industries 

  Exhibit 7  depicts the typical exploration and production operating cycle, beginning 
with exploration activities, through realization of cash from customers, and beyond, to 
the payment of royalties from cash collections that are often due to landowners and/or 
host governments. 

    EXHIBIT 7         Th e Extractive Industries Production Cycle 

 

Pay Royalties 
to Landowner

Collect Funds 
from Customer

Bill Customer

Ship Products
Receive Order
from Customer

Extraction

Discovery

Exploration

 

 Under both IFRS and US GAAP, companies in the oil and gas industry recognize 
revenue after the product has been shipped. In addition, under both sets of standards, 
companies may capitalize some acquisition, exploration, and development costs, but 
extraction costs are expensed as they are incurred. Th us, extraction costs are expensed 
during the period between discovery and the time of sale.  
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 Th e unavoidable conclusion is that conservatism—which can now be characterized as a 
delay in the recognition in profi ts from when they are actually created until a point at which 
they are subject to a suffi  ciently high level of verifi cation—sometimes impairs the relevance of 
fi nancial statements for external decision makers. In the particular case of oil and gas explo-
ration and production, many jurisdictions require extensive supplemental disclosures about 
operations, which reduce the problem to a degree. 

 Standards across jurisdictions may diff er on the extent of conservatism embedded within 
the standards. An analyst should be aware of the implications of accounting standards on the 
fi nancial reports. 

 An example is the diff erent treatment by IFRS and US GAAP for the impairment of long-
lived assets.  9    Both IFRS and US GAAP specify an impairment analysis protocol that begins 
with an assessment of whether recent events indicate that the economic benefi t from an indi-
vidual or group of long-lived assets may be less than its carrying amount(s). From that point 
on, however, the two regimes diverge:  

•    Under IFRS, if the “recoverable amount” (a concept similar to fair value) is less than the 
carrying amount, then an impairment charge will be recorded.  

•    Under US GAAP, an impairment charge will be recorded only when the sum of the undis-
counted future cash fl ows expected to be derived from the asset(s) is less than the carrying 
amount(s).   

 To illustrate the diff erence in application, assume that a factory is the unit of account eli-
gible for impairment testing: Its carrying amount is $10,000,000; “fair value” and “recoverable 
amount” are both $6,000,000; and the undiscounted future net cash fl ows associated with 
the factory total $10,000,000. Under IFRS, an impairment charge of $4,000,000 would be 
recorded; but under US GAAP, no impairment charge would be recognized. 

  1  .     Why is the revenue recognition accounting standard in the oil and gas industry 
characterized as conservative?  

  2  .     Why is the expense recognition accounting standard in the oil and gas industry 
characterized as conservative?    

 Solution to 1:   Th e most signifi cant “good news” events for an oil exploration and pro-
duction company, by far, are discoveries of oil and gas “reserves.” Ironically, one could 
not possibly know this critical fact from looking at the company’s reported earnings, 
because conservative accounting standards delay recognition of sales revenue until the 
energy resources are extracted, a customer is identifi ed, and product is shipped. Conser-
vative accounting standards prohibit recognition of the fi rst revenues from an oil and gas 
reserve until years after its actual discovery.   

 Solution to 2:   Because extraction costs must be expensed rather than capitalized, a com-
pany may report losses (or reduced profi ts) during the periods between discovery and 
the fi rst sales from an oil fi eld—even though the oil exists with certainty and possesses 
saleable value.   

  9    See IAS 36 and FASB ASC Section 360-10-35. 
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 Th us, on its face, IFRS would be regarded as more conservative than US GAAP because 
impairment losses would normally be recognized earlier under IFRS than under US GAAP. 
But, taking the analysis one step further, such a broad generalization may not hold up. For 
example, IFRS permits the recognition of recoveries of the recoverable amount in subsequent 
periods if evidence indicates that the recoverable amount has subsequently increased. In con-
trast, US GAAP prohibits the subsequent write-up of an asset after an impairment charge has 
been taken; it would recognize the asset’s increased value only when the asset is ultimately sold. 

 Other common examples of conservatism in accounting standards include the following:  

•     Research costs . Because the future benefi t of research costs is uncertain at the time the costs are 
incurred, both US GAAP and IFRS require immediate expensing instead of capitalization.  

•     Litigation losses . When it becomes “probable” that a cost will be incurred, both US GAAP 
and IFRS require expense recognition, even though a legal liability may not be incurred 
until a future date.  

•     Insurance recoverables . Generally, a company that receives payment on an insurance claim 
may not recognize a receivable until the insurance company acknowledges the validity of 
the claimed amount.  

•     Commodity inventories . Increases in the market prices of commodity inventories held may 
not be recognized unless they are sold, despite the fact that identifying a specifi c buyer is a 
relatively inconsequential activity from an economic standpoint.   

  Watts (2003)  reviews empirical studies of conservatism, and identifi es four potential ben-
efi ts of conservatism:  

•    Given asymmetrical information, conservatism may protect the contracting parties with 
less information and greater risk. Th is protection is necessary because the contracting party 
may be at a disadvantage. For example, corporations that access debt markets have limited 
liability, and lenders thus have limited recourse to recover their losses from shareholders. As 
another example, executives who receive earnings-based bonuses might not be subject to 
having those bonuses “clawed back” if earnings are subsequently discovered to be overstated.  

•    Conservatism reduces the possibility of litigation and, by extension, litigation costs. Rarely, 
if ever, is a company sued because it understated good news or overstated bad news.  

•    Conservative rules may protect the interests of regulators and politicians by reducing the 
possibility that fault will be found with them if companies overstate earnings or assets.  

•    In many tax jurisdictions, fi nancial and tax reporting rules are linked. For example, in 
Germany and Japan, only deductions taken against reported income can be deducted against 
taxable income. Hence, companies can reduce the present value of their tax payments by 
electing conservative accounting policies for certain types of events.   

 Analysts should consider possible conservative and aggressive biases and their consequenc-
es when examining fi nancial reports. Current-period fi nancial reports may be unbiased, up-
ward biased through aggressive accounting choices, downward biased through conservative 
accounting choices, or biased through a combination of conservative and aggressive account-
ing choices.   

 2.5.2.     Bias in the Application of Accounting Standards 
 Any application of accounting standards, whether the standard itself is neutral or not, often 
requires signifi cant amounts of judgment. Characterizing the application of an accounting 
standard as conservative or aggressive is more a matter of intent rather than defi nition. 
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 Careful analysis of disclosures, facts, and circumstances contributes to making an accurate 
inference of intent. Management seeking to manipulate earnings may take a longer view by 
sacrifi cing short-term profi tability in order to ensure higher profi ts in later periods. One exam-
ple of biased accounting in the guise of conservatism is the so-called “big bath” restructuring 
charges. Both US GAAP and IFRS provide for accrual of future costs associated with restruc-
turings, and these costs are often associated with and presented along with asset impairments. 
But in some instances, companies use the accounting provisions to estimate “big” losses in 
the current period so that performance in future periods will appear better. Having observed 
numerous instances of manipulative practices in the late 1990s, in which US companies set 
up opportunities to report higher profi ts in future periods that were not connected with per-
formance in those periods, the SEC staff  issued rules that narrowed the circumstances under 
which costs can be categorized as part of a “non-recurring” restructuring event and enhanced 
the transparency surrounding restructuring charges and asset impairments.  10    

 A similar manifestation of “big bath” accounting is often referred to as “cookie jar reserve 
accounting.” Both US GAAP and IFRS require accruals of estimates of future non-payments 
of loans. In his 1998 speech “Th e ‘Numbers Game,’” SEC chair Arthur Levitt expressed the 
general concern that corporations were overstating loans and other forms of loss allowances for 
the purpose of smoothing income over time.  11    In 2003, the SEC issued interpretive guidance 
that essentially requires a company to provide a separate section in management’s discussion 
and analysis (MD&A) titled “Critical Accounting Estimates.”  12    If the eff ects of subjective 
estimates and judgments of highly uncertain matters are material to stakeholders (investors, 
customers, suppliers, and other users of the fi nancial statements), disclosures of their nature 
and exposure to uncertainty should be made in the MD&A. Th is requirement is in addition to 
required disclosures in the notes to the fi nancial statements.      

 3. CONTEXT FOR ASSESSING FINANCIAL 
REPORTING QUALITY 

 In assessing fi nancial reporting quality, it is useful to consider whether a company’s managers 
may be motivated to issue fi nancial reports that are not high quality. If motivation exists, an 
analyst should consider whether the reporting environment is conducive to managers’ misre-
porting. It is important to consider mechanisms within the reporting environment that disci-
pline fi nancial reporting quality, such as the regulatory regime.  

 3.1.     Motivations 

 Managers may be motivated to issue fi nancial reports that are not high quality to mask poor 
performance, such as loss of market share or lower profi tability than competitors.  Lewis (2012)  

  10    SEC, “Restructuring and Impairment Charges,” Staff  Accounting Bulletin (SAB) No. 100 (1999): 
 www.sec.gov/interps/account/sab100.htm . 
  11    Arthur Levitt, “Th e ‘Numbers Game,’” Remarks given at NYU Center for Law and Business 
(28 September 1998):  www.sec.gov/news/speech/speecharchive/1998/spch220.txt . 
  12    SEC, “Commission Guidance Regarding Management’s Discussion and Analysis of Financial Condi-
tion and Results of Operations,” Financial Reporting Release (FRR) No. 72 (2003):  www.sec.gov/rules/
interp /33-8350.htm . 
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stated, “A fi rm experiencing performance problems, particularly those it considers transient, 
may induce a response that infl ates current earnings numbers in exchange for lower future 
earnings.”  

•    Even when there is no need to mask poor performance, managers frequently have incen-
tives to meet or beat market expectations as refl ected in analysts’ forecasts and/or manage-
ment’s own forecasts. Exceeding forecasts typically increases stock price, if only temporari-
ly. Additionally, exceeding forecasts can increase management compensation that is linked 
to increases in stock price or to reported earnings.  Graham, Harvey, and Rajgopal (2005)  
found that the CFOs they surveyed view earnings as the most important fi nancial metric 
to fi nancial markets. Achieving (or exceeding) particular benchmarks, including prior-year 
earnings and analysts’ forecasts, is very important. Th e authors examined a variety of moti-
vations for why managers might “exercise accounting discretion to achieve some desirable 
earnings goal.” Motivations to meet earnings benchmarks include equity market eff ects (for 
example, building credibility with market participants and positively aff ecting stock price) 
and trade eff ects (for example, enhancing reputation with customers and suppliers). Equity 
market eff ects are the most powerful incentives, but trade eff ects are important, particularly 
for smaller companies.  

•    Career concerns and incentive compensation may motivate accounting choices. For exam-
ple, managers might be concerned that working for a company that performs poorly will 
limit their future career opportunities or that they will not receive a bonus based on exceed-
ing a particular earnings target. In both cases, management might be motivated to make 
accounting choices to increase earnings. In a period of marginally poor performance, a man-
ager might accelerate or infl ate revenues and/or delay or under report expenses. Conversely, 
in a period of strong performance, a manager might delay revenue recognition or accelerate 
expense recognition to increase the probability of exceeding the next period’s targets (i.e., 
to “bank” some earnings for the next period.) Th e surveyed managers indicated a greater 
concern with career implications of reported results than with incentive compensation im-
plications.   

 Avoiding debt covenant violations can motivate managers to infl ate earnings. Graham, 
Harvey, and Rajgopal’s survey indicates that avoidance of bond covenant violation is important 
to highly leveraged and unprofi table companies but relatively unimportant overall.   

 3.2.     Conditions Conducive to Issuing Low-Quality Financial Reports 

 As discussed, deviations from a neutral presentation of fi nancial results could be driven by 
management choices or by a jurisdiction’s fi nancial reporting standards. Ultimately, a decision 
to issue low-quality, or even fraudulent, fi nancial reports is made by an individual or individu-
als. Why individuals make such choices is not always immediately apparent. For example, why 
would the newly appointed CEO of Sunbeam, who already had a net worth of more than $100 
million, commit accounting fraud by improperly reporting revenues from “bill-and-hold” sales 
and manipulating the timing of expenses, rather than admit to lower-than-expected fi nancial 
results? 

 Typically, three conditions exist when low-quality fi nancial reports are issued: opportuni-
ty, motivation, and rationalization. Opportunity can be the result of internal conditions, such 
as poor internal controls or an ineff ective board of directors, or external conditions, such as 
accounting standards that provide scope for divergent choices or minimal consequences for an 
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inappropriate choice. Motivation can result from pressure to meet some criteria for personal 
reasons, such as a bonus, or corporate reasons, such as concern about fi nancing in the future. 
Rationalization is important because if an individual is concerned about a choice, he or she 
needs to be able to justify it to him- or herself. 

 Former Enron CFO Andrew Fastow, speaking at the 2013 Association of Certifi ed Fraud 
Examiners Annual Fraud Conference, indicated that he knew at the time he was doing some-
thing wrong but followed procedure to justify his decision ( Pavlo, 2013 ). He made sure to 
get management and board approval, as well as legal and accounting opinions, and to include 
appropriate disclosures. Th e incentive and corporate culture was to create earnings rather than 
focus on long-term value. Clearly, as refl ected in his prison sentence, he did something that 
was not only wrong but illegal.   

 3.3.     Mechanisms Th at Discipline Financial Reporting Quality 

 Markets potentially discipline fi nancial reporting quality. Companies and nations compete 
for capital, and the cost of capital is a function of perceived risk—including the risk that a 
company’s fi nancial statements will skew investors’ expectations. Th us, in the absence of other 
confl icting economic incentives, a company seeking to minimize its long-term cost of capital 
should aim to provide high-quality fi nancial reports. In addition to markets, other mechanisms 
that discipline fi nancial reporting quality include market regulatory authorities, auditors, and 
private contracts.  

 3.3.1.     Market Regulatory Authorities 
 Companies seeking to minimize the cost of capital should maximize reporting quality, but as 
discussed earlier, confl icting incentives often exist. For this reason, national regulations, and 
the regulators that establish and enforce rules, can play a signifi cant role in fi nancial reporting 
quality. Many of the world’s securities regulators are members of the International Organiza-
tion of Securities Commissions (IOSCO). IOSCO is recognized as the “global standard setter 
for the securities sector.” IOSCO’s membership includes more than 120 securities regulators 
and 80 other securities market participants, such as stock exchanges.  13    

 One member of IOSCO is the European Securities and Markets Authority (ESMA),  14    an 
independent EU authority with a mission to “enhance the protection of investors and reinforce 
stable and well-functioning fi nancial markets in the European Union.”  15    ESMA organizes fi -
nancial reporting enforcement activities through a forum consisting of European enforcers 
from European Economic Area countries. Direct supervision and enforcement activities are 
performed at the national level. For example, the Financial Conduct Authority (FCA) is the 
IOSCO member with primary responsibility for securities regulation in the United King-
dom. ESMA reported that European enforcers performed 850 full and 1,100 partial reviews 

  13    Visit  www.iosco.org  for more information. 
  14    ESMA is an associate member of IOSCO. Th e individual countries’ authorities are ordinary members 
of IOSCO. An ordinary member has primary responsibility for securities regulation in its jurisdiction 
and is the voting member of IOSCO. Some countries’ stock exchanges are ordinary or affi  liate members. 
An affi  liate member is a self-regulatory body (SRO), or an international body, with an appropriate inter-
est in securities regulation. 
  15    Text from ESMA’s mission statement on their website:  www.esma.europa.eu.  
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of companies’ accounts in 2011, which in turn led to enforcement actions with the following 
outcomes: 18 amended reports to restate fi nancial statements, approximately 150 public cor-
rective notes or announcements, and approximately 420 required corrections in future fi nan-
cial statements.  16    

 Another member of IOSCO is the US regulatory authority, the Securities and Exchange 
Commission. Th e SEC is responsible for overseeing approximately 9,100 US public compa-
nies (along with investment advisers, broker/dealers, securities exchanges, and other entities) 
and reviews the disclosures of these companies at least once every three years with the aim of 
improving information available to investors and potentially uncovering possible violations 
of securities laws.  17    In 2002, the SEC reported that it had fi led 515 enforcement actions for 
fi nancial reporting and disclosure violations during the preceding fi ve-year period (along with 
around 2,000 other types of enforcement actions) in which 68% of the named parties were 
charged with fraud.  18    

 Examples of regulatory bodies in Asia include the Securities and Futures Commission in 
Hong Kong, the Financial Services Agency in Japan, the China Securities Regulatory Com-
mission in the People’s Republic of China, and the Securities and Exchange Board of India. 
Examples of regulatory bodies in South America include the Comisión Nacional de Valores 
in Argentina, Comissão de Valores Mobiliários in Brazil, and Superintendencia de Valores y 
Seguros in Chile. A full list of IOSCO members can be found on the organization’s website. 

 Typical features of a regulatory regime that most directly aff ect fi nancial reporting quality 
include the following:  

•     Registration requirements . Market regulators typically require publicly traded companies to 
register securities before off ering the securities for sale to the public. A registration document 
typically contains current fi nancial statements, other relevant information about the risks 
and prospects of the company issuing the securities, and information about the securities 
being off ered.  

•     Disclosure requirements . Market regulators typically require publicly traded compa-
nies to make public periodic reports, including fi nancial reports and management com-
ments. Standard-setting bodies, such as the IASB and FASB, are typically private sector, 
self-regulated organizations with board members who are experienced accountants, audi-
tors, users of fi nancial statements, and academics. Regulatory authorities, such as the Ac-
counting and Corporate Regulatory Authority in Singapore, the Securities and Exchange 
Commission in the United States, the Securities and Exchange Commission in Brazil, and 
the Financial Reporting Council in the United Kingdom, have the legal authority to enforce 
fi nancial reporting requirements and exert other controls over entities that participate in the 
capital markets within their jurisdiction. In other words,  generally , standard-setting bodies 
set the standards, and regulatory authorities recognize and enforce those standards. Without 

  16    ESMA, “Activity Report on IFRS Enforcement in the European Economic Area in 2011,” European 
Securities and Markets Authority (28 June 2012):  www.esma.europa.eu . 
  17    SEC, “FY2013 Congressional Justifi cation,” Securities and Exchange Commission (February 2012): 
 www.sec.gov/about/secfy13congbudgjust.pdf.  
  18    SEC, “Report Pursuant to Section 704 of the Sarbanes–Oxley Act of 2002,” Securities and Exchange 
Commission (30 July 2002):  www.sec.gov/news/studies/sox704report.pdf.  
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the recognition of standards by regulatory authorities, the private-sector standard-setting 
bodies would have no authority. Regulators often retain the legal authority to establish 
fi nancial reporting standards in their jurisdiction and can overrule the private-sector stan-
dard-setting bodies.  

•     Auditing requirements . Market regulators typically require companies’ fi nancial statements to 
be accompanied by an audit opinion attesting that the fi nancial statements conform to the 
relevant set of accounting standards. Some regulators, such as the SEC in the United States, 
require an additional audit opinion attesting to the eff ectiveness of the company’s internal 
controls over fi nancial reporting.  

•     Management commentaries.  Regulations typically require publicly traded companies’ fi nan-
cial reports to include statements by management. For example, the FCA in the United 
Kingdom requires a management report containing “(1) a fair review of the issuer’s business; 
and (2) a description of the principal risks and uncertainties facing the issuer.”  

•     Responsibility statements . Regulations typically require a statement from the person or per-
sons responsible for the company’s fi lings. Such statements require the responsible individ-
uals to explicitly acknowledge responsibility and to attest to the correctness of the fi nancial 
reports. Some regulators, such as the SEC in the United States, require formal certifi cations 
that carry specifi c legal penalties for false certifi cations.  

•     Regulatory review of fi lings . Regulators typically undertake a review process to ensure that the 
rules have been followed. Th e review process typically covers all initial registrations and a 
sample of subsequent periodic fi nancial reports.  

•     Enforcement mechanisms . Regulators are granted various powers to enforce the securities 
market rules. Such powers can include assessing fi nes, suspending or permanently barring 
market participants, and bringing criminal prosecutions. Public announcements of disci-
plinary actions are also a type of enforcement mechanism.   

 In summary, market regulatory authorities play a central role in encouraging high-quality 
fi nancial reporting.   

 3.3.2.     Auditors 
 As noted, regulatory authorities typically require that publicly traded companies’ fi nancial 
statements be audited by an independent auditor. Private companies also obtain audit opinions 
for their fi nancial statements, either voluntarily or because audit reports are required by an 
outside party, such as providers of debt or equity capital. 

 Audit opinions provide fi nancial statement users with some assurance that the informa-
tion complies with the relevant set of accounting standards and presents the company’s infor-
mation fairly.  Exhibits 8 ,  9 , and  10  provide excerpts from the independent auditors’ reports 
for GlaxoSmithKline plc, Novartis Group, and the Nestlé Group, respectively. Note that for 
each company, the auditor issued an unqualifi ed or clean opinion that refl ects the specifi c re-
quirements of the company’s regulatory regime. For example, the audit opinions for Novartis 
include an SEC-required opinion on the eff ectiveness of internal controls because Novartis’ 
securities trade in the United States. Th e SEC permits non-US companies to report using 
US GAAP, IFRS as issued by the IASB, or home-country GAAP. If a company reports using 
home-country GAAP, a reconciliation to US GAAP must be provided. Regardless of the stand-
ards used by a non-US company in preparing its fi nancial statements, an opinion on internal 
controls’ eff ectiveness is required.    
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 Although audit opinions provide discipline for fi nancial reporting quality, inherent 
limitations exist. First, an audit opinion is based on a review of information prepared by 
the company. If a company deliberately intends to deceive its auditor, a review of infor-
mation might not uncover misstatements. Second, an audit is based on sampling, and the 

   EXHIBIT 10       Excerpt from Audit Opinion of KPMG SA from the 2012 Annual Report of 
Nestlé Group  

 In our opinion, the consolidated fi nancial statements [of the Nestlé Group] for the year ended 
31 December 2012 give a true and fair view of the fi nancial position, the results of operations 
and the cash fl ows in accordance with International Financial Reporting Standards (IFRS) and 
comply with Swiss law. 

   EXHIBIT 9       Excerpts from Audit Opinion of PricewaterhouseCoopers AG from the 2012 Annual 
Report of Novartis Group  

 In our opinion, the consolidated fi nancial statements for the year ended December 31, 2012 
present fairly, in all material respects, the fi nancial position, the results of operations and the 
cash fl ows in accordance with International Financial Reporting Standards (IFRS) as issued by 
the International Accounting Standards Board and comply with Swiss law. 
  . . .  
 In our opinion, Novartis Group maintained, in all material respects, eff ective internal control 
over fi nancial reporting as of December 31, 2012, based on criteria established in Internal 
Control – Integrated Framework issued by the COSO. 

   EXHIBIT 8       Excerpts from Audit Opinion of PricewaterhouseCoopers LLP from the 2012 Annual 
Report of GlaxoSmithKline plc  

 In our opinion the Group fi nancial statements:  

•    give a true and fair view of the state of the Group’s aff airs as at 31 December 2012 and of 
its profi t and cash fl ows for the year then ended;  

•    have been properly prepared in accordance with IFRS as adopted by the European Union; 
and  

•    have been prepared in accordance with the requirements of the Companies Act 2006 and 
Article 4 of the IAS Regulation.   

  . . .  
 In our opinion the Group fi nancial statements comply with IFRSs as issued by the IASB. 
  . . .  
 In our opinion the information given in the Directors’ Report for the fi nancial year for which 
the Group fi nancial statements are prepared is consistent with the Group fi nancial statements. 
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sample might not reveal misstatements. Th ird, an “expectations gap” may exist between 
the auditor’s role and the public’s expectation of auditors. An audit is not typically in-
tended to detect fraud; it is intended to provide assurance that the fi nancial reports are 
fairly presented. Finally, the company being audited pays the audit fees, often established 
through a competitive process. Th is situation could provide an auditor with an incentive 
to show leniency to the company being audited, particularly if the auditor’s fi rm provides 
additional services to the company.   

 3.3.3.     Private Contracting 
 Aspects of private contracts, such as loan agreements or investment contracts, can serve as 
mechanisms to discipline fi nancial reporting quality. Many parties that have a contractual 
arrangement with a company have an incentive to monitor that company’s performance 
and to ensure that the company’s fi nancial reports are high quality. For example, loan 
agreements often contain loan covenants, which create specifi cally tailored fi nancial re-
porting requirements that are legally binding for the issuer. As noted earlier, avoidance 
of debt covenant violation is a potential motivation for managers to infl ate earnings. As 
another example, an investment contract could contain provisions giving investors the 
option to recover all or part of their investment if certain fi nancial triggers occur. Such 
provisions could motivate the investee’s managers to manipulate reported results to avoid 
the fi nancial triggers. 

 Because the fi nancial reports prepared by the investees or borrowers directly aff ect the 
contractual outcomes—potentially creating a motivation for misreporting—investors and 
lenders are motivated to monitor fi nancial reports and to ensure that they are high quality.       

 EXAMPLE 5    Financial Reporting Manipulation: Motivations and 
Disciplining Mechanisms 

 For each of the following two scenarios, identify (1) factors that might motivate the 
company’s managers to manipulate reported fi nancial amounts and (2) applicable 
mechanisms that could discipline fi nancial reporting quality.  

  1  .     ABC Co. is a private company. Bank NTBig has made a loan to ABC Co. ABC 
is required to maintain a minimum 2.0 interest coverage ratio. In its most recent 
fi nancial reports, ABC reported earnings before interest and taxes of $1,200 and 
interest expense of $600. In the report’s notes, the company discloses that it changed 
the estimated useful life of its property, plant, and equipment during the year. De-
preciation was approximately $150 lower as a result of this change in estimate.  

  2  .     DEF Co. is a publicly traded company. For the most recent quarter, the average 
of analysts’ forecasts for earnings per share was $2.50. In its quarterly earnings an-
nouncement, DEF reported net income of $3,458,780. Th e number of common 
shares outstanding was 1,378,000. DEF’s main product is a hardware device that in-
cludes a free two-year service contract in the selling price. Based on management es-
timates, the company allocates a portion of revenues to the hardware device, which 
it recognizes immediately, and a portion to the service contract, which it defers and 
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recognizes over the two years of the contract. Based on the disclosures, a higher 
percentage of revenue was allocated to hardware than in the past, with an estimated 
after-tax impact on net income of $27,000.    

 Solution to 1:   Th e need to maintain a minimum interest coverage ratio of 2.0 might 
motivate ABC’s managers to manipulate reported fi nancial amounts. Th e company’s 
coverage ratio based on the reported amounts is exactly equal to 2.0. If ABC’s managers 
had not changed the estimated useful life of the property, plant, and equipment, the 
coverage ratio would have fallen below the required level. 

EBIT, as reported $1,200

Impact on depreciation expense of changed 
assumptions about useful life 150

EBIT, as adjusted $1,050

 

Interest expense $ 600

 

Coverage ratio, as reported 2.00

Coverage ratio, as adjusted 1.75

 Th e potential disciplining mechanisms include the auditors, who will assess the 
reasonableness of the depreciable lives estimates. In addition, the lenders will carefully 
scrutinize the change in estimate because the company only barely achieved the mini-
mum coverage ratio and would not have achieved the minimum without the change in 
accounting estimate.   

 Solution to 2:   Th e desire to meet or exceed the average of analysts’ forecasts for earn-
ings per share might motivate DEF Co.’s managers to manipulate reported fi nancial 
amounts. As illustrated in the following calculations, the impact of allocating a greater 
portion of revenue to hardware enabled the company to exceed analysts’ earnings per 
share forecasts by $0.01. 

Net income, as reported $3,458,780

Impact on gross profi t of changed revenue 
recognition, net of tax

27,000

Net income, as adjusted $3,431,780

 

Weighted average number of shares 1,378,000

 

Earnings per share, as reported $ 2.51

Earnings per share, as adjusted $ 2.49

 Th e potential disciplining mechanisms include the auditors, market regulators, 
fi nancial analysts, and fi nancial journalists.   
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 4. DETECTION OF FINANCIAL REPORTING QUALITY ISSUES 

 Choices in the application of accounting standards abound, which is perhaps one reason why 
accounting literature and texts are so voluminous. Compounding the complexity, measure-
ment often depends on estimates of economic phenomena. Two estimates might be justifi able, 
but they may have signifi cantly diff erent eff ects on the company’s fi nancial statements. As 
discussed earlier, the choice of a particular estimate may depend on the motivations of the 
reporting company’s managers. With many choices available, and the inherent fl exibility of 
estimates in the accounting process, managers have many tools for managing and meeting 
analysts’ expectations through fi nancial reporting. 

 An understanding of the choices that companies make in fi nancial reporting is funda-
mental to evaluating the overall quality—both fi nancial reporting and earnings quality—of 
the reports produced. Choices exist both in how information is presented (fi nancial reporting 
quality) and in how fi nancial results are calculated (earnings quality). Choices in presentation 
(fi nancial reporting quality) may be fairly transparent to investors. Choices in the calculation 
of fi nancial results (earnings quality), however, are more diffi  cult to discern because they can 
be deeply embedded in the construction of reported fi nancial results. 

 Th e availability of accounting choices enables managers to aff ect the reporting of fi nancial 
results. Some choices increase performance and fi nancial position in the current period (ag-
gressive choices), and others increase them in later periods (conservative choices). A manager 
that wants to increase performance and fi nancial position in the current period could:  

•    Recognize revenue prematurely;  
•    Use non-recurring transactions to increase profi ts;  
•    Defer expenses to later periods;  
•    Measure and report assets at higher values; and/or  
•    Measure and report liabilities at lower values.   

 A manager that wants to increase performance and fi nancial position in a later period 
could:  

•    Defer current income to a later period (save income for a “rainy day”); and/or  
•    Recognize future expenses in a current period, setting the table for improving future per-

formance.   

 Th e following sections describe some of the potential choices for how information is 
presented and how accounting elements [assets, liabilities, owners’ equity, revenue and gains 
(income), and expenses and losses] are recognized, measured, and reported. In addition to 
choices within GAAP, companies may prepare fraudulent reports. For example, these reports 
may include non-existent revenue or assets. Section 4 concludes with some of the warning 
signs that can indicate poor-quality fi nancial reports.  

 4.1.     Presentation Choices 

 Th e technology boom of the 1990s and the internet bubble of the early 2000s featured compa-
nies, popular with investors, that often shared the same characteristic: Th ey could not generate 
enough current earnings to justify their stock prices using the traditional price-to-earnings 
ratio (P/E) approaches to valuation. Many investors chose to explain these apparent anomalies 
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by rationalizing that the old focus on profi ts and traditional valuation approaches no longer 
applied to such companies. Strange new metrics for determining operating performance 
emerged. Website operators spoke of the “eyeballs” they had captured in a quarter, or the 
“stickiness” of their websites for web surfers’ visits. Various versions of “pro forma earnings”—
that is, “non-GAAP earnings measures”—became a fi nancial reporting staple of the era. 

 Many technology companies were accomplished practitioners of pro forma reporting, 
but they were not the fi rst to use it. In the early 1990s, downsizing of large companies was a 
commonplace event, and massive restructuring charges obscured the operating performance at 
many established companies. For example, as it learned to cope in a world that embraced the 
personal computer rather than mainframe computing, International Business Machines (IBM) 
reported massive restructuring charges in 1991, 1992, and 1993: $3.7 billion, $11.6 billion, 
and $8.9 billion, respectively. IBM was not alone. Sears incurred $2.7 billion of restructuring 
charges in 1993, and AT&T reported restructuring charges of $7.7 billion in 1995. Th ese 
events were not isolated; restructuring charges were a standard quarterly reporting event. To 
counter perceptions that their operations were fl oundering, and supposedly to assist investors 
in evaluating operating performance, companies often sanitized earnings releases by excluding 
restructuring charges in pro forma measures of fi nancial performance. 

 Accounting principles for reporting business combinations also played a role in boosting 
the popularity of pro forma earnings. Before 2001, acquisitions of one company by another 
often resulted in goodwill amortization charges that made subsequent earnings reports look 
weak. Complicating matters, there were two accounting methods for recording acquisitions: 
pooling-of-interests and purchase methods. Th e now-extinct pooling-of-interests treatment 
was diffi  cult for companies to achieve because of the many restrictive criteria for its use, but 
it was greatly desired because it did not result in goodwill amortization charges. In the tech-
nology boom period, acquisitions were common and many were reported as purchases, with 
consequential goodwill amortization dragging down earnings for as long as 40 years under 
the then-existing rules. Acquisitive companies reporting under purchase accounting stand-
ards perceived themselves to be at a reporting disadvantage compared with companies able to 
apply pooling-of-interests accounting. Th e companies reporting under purchase accounting 
began to present earnings adjusted for the exclusion of amortization of intangible assets and 
goodwill. 

 Because investors try to make intercompany comparisons on a consistent basis, earnings 
before interest, taxes, depreciation, and amortization has become an extremely popular perfor-
mance measure. EBITDA is widely viewed as eliminating noisy reporting signals. Th at noise 
may be introduced by diff erent accounting methods among companies for depreciation, amor-
tization of intangible assets, and restructuring charges. Companies may construct and report 
their own version of EBITDA, sometimes referring to it as “adjusted EBITDA,” by adding to 
the list of items to exclude from net income. Items that analysts might encounter include the 
following:  

•    Rental payments for operating leases, resulting in EBITDAR (earnings before interest, taxes, 
depreciation, amortization, and rentals);  

•    Equity-based compensation, usually justifi ed on the grounds that it is a non-cash expense;  
•    Acquisition-related charges;  
•    Impairment charges for goodwill or other intangible assets;  
•    Impairment charges for long-lived assets;  
•    Litigation costs; and  
•    Loss/gain on debt extinguishments.   
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 Among other incentives for the spread of non-GAAP earnings measures are loan cove-
nants. Lenders may make demands on a borrowing company that require achieving and main-
taining performance criteria defi ned by using GAAP net income as a starting point but arriving 
at a measure suitable to the lender. Th e company may use this measure as its preferred non-
GAAP metric in earnings releases, and it also may use the measure in describing its liquidity 
or solvency situation in the management commentary (called management discussion and 
analysis in the United States). 

 As mentioned earlier, if a company uses a non-GAAP fi nancial measure in an SEC fi ling, it 
must display the most directly comparable GAAP measure with equal prominence and provide 
a reconciliation of the non-GAAP measure and the equivalent GAAP measure. Management 
must explain why it believes that the non-GAAP fi nancial measure provides useful information 
regarding the company’s fi nancial condition and operations. Management must also disclose 
additional purposes, if material, for which it uses the non-GAAP fi nancial measures. 

 Similarly, IFRS requires a defi nition and explanation of any non-IFRS measures included 
in fi nancial reports, including why the measure is potentially relevant to users of the fi nancial 
reports. Management must provide reconciliations of non-IFRS measures with IFRS measures 
presented in the fi nancial reports. Th ere seems to be a general concern that management may 
use non-GAAP measures to distract a user’s attention from GAAP measures. 

 Th e SEC intended that the defi nition of non-GAAP fi nancial measure capture all meas-
ures that have the eff ect of depicting either  

•    a measure of performance that diff ers from that presented in the fi nancial statements, such as 
income or loss before taxes or net income or loss, as calculated in accordance with GAAP; or  

•    a measure of liquidity that diff ers from cash fl ow or cash fl ow from operations computed in 
accordance with GAAP.  19      

 Th e SEC prohibits the exclusion of charges or liabilities requiring cash settlement from 
any non-GAAP liquidity measures, other than EBIT and EBITDA. Also prohibited is the cal-
culation of a non-GAAP performance measure intended to eliminate or smooth items tagged 
as non-recurring, infrequent, or unusual when such items are very likely to occur again. Th e 
SEC views the period within two years of either before or after the reporting date as the 
relevant time frame for considering whether a charge or gain is a recurring item.  Example 6  
describes a case of misuse and misreporting of non-GAAP measures.    

  19    SEC, “Final Rule: Conditions for Use of Non-GAAP Financial Measures,” Securities and Exchange 
Commission ( www.sec.gov/rules/fi nal/33-8176.htm ). 

 EXAMPLE 6    Misuse and Misreporting of Non-GAAP Measures 

 Groupon is an online discount merchant. In the company’s initial S-1 registration 
statement in 2011, then-CEO Andrew Mason gave prospective investors an up-front 
warning in a section entitled “We don’t measure ourselves in conventional ways.” He 
described Groupon’s adjusted consolidated segment operating income (adjusted CSOI) 
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measure.  Exhibit 11  provides excerpts from a section entitled “Non-GAAP Financial 
Measures,” which off ered a more detailed explanation of the measure.  Exhibit 12 , also 
from the initial registration statement, shows a reconciliation of CSOI to the most com-
parable US GAAP measure. In its review, the SEC took the position that online market-
ing expenses were a recurring cost of business. Groupon responded that the marketing 
costs were similar to acquisition costs, not recurring costs, and that “we’ll ramp down 
marketing just as fast as we ramped it up, reducing the customer acquisition part of our 
marketing expenses” as time passes.  20    

 Eventually, and after much negative publicity, Groupon changed its non-GAAP 
measure.  Exhibit 13  shows an excerpt from the fi nal prospectus fi led in November, after 
the SEC’s review. Use the three exhibits to answer the questions that follow. 

    EXHIBIT 11       Groupon’s “Non-GAAP Financial Measures”  

  Disclosures from June S-1 Filing  
 Adjusted CSOI is operating income of our two segments, North America and Inter-
national, adjusted for online marketing expense, acquisition-related costs and stock-
based compensation expense. Online marketing expense primarily represents the cost 
to acquire new subscribers and is dictated by the amount of growth we wish to pursue. 
Acquisition-related costs are non-recurring non-cash items related to certain of our ac-
quisitions. Stock-based compensation expense is a non-cash item. We consider Adjusted 
CSOI to be an important measure of the performance of our business as it excludes 
expenses that are non-cash or otherwise not indicative of future operating expenses. We 
believe it is important to view Adjusted CSOI as a complement to our entire consoli-
dated statements of operations. 

 Our use of Adjusted CSOI has limitations as an analytical tool, and you should not 
consider this measure in isolation or as a substitute for analysis of our results as reported 
under GAAP. Some of these limitations are:  

•    Adjusted CSOI does not refl ect the signifi cant cash investments that we currently are 
making to acquire new subscribers;  

•    Adjusted CSOI does not refl ect the potentially dilutive impact of issuing equity-based 
compensation to our management team and employees or in connection with 
acquisitions;  

•    Adjusted CSOI does not refl ect any interest expense or the cash requirements neces-
sary to service interest or principal payments on any indebtedness that we may incur;  

•    Adjusted CSOI does not refl ect any foreign exchange gains and losses;  
•    Adjusted CSOI does not refl ect any tax payments that we might make, which would 

represent a reduction in cash available to us;  
•    Adjusted CSOI does not refl ect changes in, or cash requirements for, our working 

capital needs; and  
•    Other companies, including companies in our industry, may calculate Adjusted 

CSOI diff erently or may use other fi nancial measures to evaluate their profi tability, 
which reduces the usefulness of it as a comparative measure.   

  20    Correspondence between Groupon and SEC, fi led in EDGAR on 16 September 2011. 
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 Because of these limitations, Adjusted CSOI should not be considered as a mea-
sure of discretionary cash available to us to invest in the growth of our business. When 
evaluating our performance, you should consider Adjusted CSOI alongside other fi nan-
cial performance measures, including various cash fl ow metrics, net loss and our other 
GAAP results.  

    EXHIBIT 12       Groupon’s “Adjusted CSOI”  

  Excerpt from June S-1 Filing  
 Th e following is a reconciliation of CSOI to the most comparable US GAAP measure, 
“loss from operations,” for the years ended December 31, 2008, 2009, and 2010 and the 
three months ended March 31, 2010 and 2011: 

   Year Ended  
    December 31, 

 Th ree Months 
Ended March 31, 

(in $ thousands)  2008  2009  2010  2010  2011 

(Loss) Income from operations (1,632) (1,077) (420,344) 8,571 (117,148)

 Adjustments: 

   Online marketing 162 4,446 241,546 3,904 179,903

   Stock-based compensation 24 115 36,168 116 18,864

   Acquisition-related — — 203,183 — —

 Total adjustments 186 4,561 480,897 4,020 198,767

Adjusted CSOI (1,446) 3,484 60,553 12,591 81,619

    EXHIBIT 13        Groupon’s “CSOI”  

  Excerpt from Revised S-1 Filing  
 Th e following is a reconciliation of CSOI to the most comparable US GAAP measure, 
“loss from operations,” for the years ended December 31, 2008, 2009, and 2010 and the 
nine months ended September 30, 2010 and 2011: 

   Year Ended  
    December 31, 

 Nine Months Ended 
September 30, 

(in $ thousands)  2008  2009  2010  2010  2011 

Loss from operations (1,632) (1,077) (420,344) (84,215) (218,414)

 Adjustments: 

   Stock-based compensation 24 115 36,168 8,739 60,922

   Acquisition-related — — 203,183 37,844 (4,793)

 Total adjustments 24 115 239,351 46,583 56,129

CSOI (1,608) (962) (180,993) (37,632) (162,285)
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 4.2.     Accounting Choices and Estimates 

 Choices do not necessarily involve complex accounting standards. Something as simple 
as the shipping terms for goods delivered to customers can have a profound eff ect on the 
timing of revenue. On the last day of the fi rst quarter, suppose a company ships $10,000 
of goods to a customer on the terms “free on board (FOB) shipping point,” arriving the 
next day. Th is shipping term means that the customer takes title to the goods, and bears 
the risk of loss, at the time the goods leave the seller’s loading dock. Barring any issues with 
collectability of the receivable, or a likelihood of a return, the seller would be able to rec-
ognize revenue on the sale along with the associated profi t. Th at revenue and profi t would 
be recognized in the fi rst quarter of the year. Change the point at which the goods’ title 
transfers to the customer to “FOB destination” and the revenue pattern will be completely 
diff erent. Under these terms, the title—and risk of loss—transfers to the customer when 

  1  .     What cautions did Groupon include along with its description of the “Adjusted 
CSOI” metric?  

  2  .     Groupon excludes “online marketing” from “Adjusted CSOI.” How does the ex-
clusion of this expense compare with the SEC’s limits on non-GAAP performance 
measures?  

  3  .     In the fi rst quarter of 2011, what was the eff ect of excluding online marketing ex-
penses on the calculation of “Adjusted CSOI”?  

  4  .     For 2010, how did results under the revised non-GAAP metric compare with the 
originally reported metric?    

 Solution to 1:   Groupon cautioned that the “Adjusted CSOI” metric should not be con-
sidered in isolation, should not be considered as a substitute for analysis using GAAP 
results, and “should not be considered a measure of discretionary cash fl ow.” Th e compa-
ny lists numerous limitations, primarily citing items that adjusted CSOI did not refl ect.   

 Solution to 2:   Th e SEC specifi es that non-GAAP measures should not eliminate items 
tagged as non-recurring, infrequent, or unusual when such items may be very likely to 
occur again. Because the online marketing expense occurred in every period reported 
and is likely to occur again, exclusion of this item appears contrary to SEC requirements.   

 Solution to 3:   As shown in  Exhibit 12 , in the fi rst quarter of 2011, the exclusion of 
the online marketing expense was enough to swing the company from a net loss under 
US GAAP reporting to a profi t—at least, a profi t as defi ned by adjusted CSOI. Using 
adjusted CSOI as a performance measure, the company showed results that were 35% 
higher for the fi rst  quarter  of 2011 compared with the entire previous  year .   

 Solution to 4:   As shown in  Exhibit 13 , the revised metric is now called “CSOI” and 
no longer refers to “Adjusted CSOI.” For 2010, results under the revised non-GAAP 
metric, which includes online marketing costs, shows a loss of $180,993,000 instead of 
a profi t of $60,553,000.   
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the goods arrive at their destination, which is the customer’s address. Th e seller cannot 
recognize the sale and profi t until the shipment arrives the following day, which is the start 
of a new accounting period. 

 A simple change in shipping terms can make the diff erence between revenue and prof-
its in the current period or postponing them until the next period. Shipping terms can also 
infl uence management behavior: To “make the numbers,” managers might push product 
out the door prematurely under FOB shipping point arrangements in order to refl ect as 
much revenue as possible in the current period. Alternatively, in the case of an overabun-
dance of orders, the company could run the risk of exceeding analysts’ consensus estimates 
by a large margin. Management might be uncomfortable with this situation because in-
vestors might extrapolate too much from one reporting period in which expectations were 
exceeded. Management might want to prevent investors from becoming too optimistic and, 
if possible, delay revenue recognition until the next quarter. Th is result could be accom-
plished by fulfi lling customer orders by initiating delivery on the last day of the quarter, 
with shipping terms set as FOB destination. By doing so, title would transfer in the next 
accounting period. Another possibility in this scenario is that if the customers insisted on 
FOB shipping point terms, the selling company could simply delay shipment until after 
the close of the quarter. 

 Th is illustration also highlights a diffi  cult distinction for investors to make. A company 
may use accounting as a tool to aggressively promote earnings growth—as in the example with 
the premature shipment of goods with FOB shipping point terms—but it may be aggressively 
managing the business fl ow by slacking off  on shipping goods when business is “too good,” as 
in the second example. In either case, a desired management outcome is obtained by a simple 
change in shipping terms. Yet, many investors might be inclined to say that the second example 
is a conservative kind of earnings management and accept it, even though it artifi cially masks 
the actual economic activity that occurred at the time.  

 4.2.1.     How Accounting Choices and Estimates Aff ect Earnings and Balance Sheets 
 Assumptions about inventory cost fl ows provide another example of how accounting choices 
can aff ect fi nancial reporting. Companies may assume that their purchases of inventory items 
are sold to customers on a fi rst-in-fi rst-out (FIFO) basis, with the result that the remaining 
inventory refl ects the most recent costs. Alternatively, they may assume that their purchases of 
inventory items are sold to customers on a weighted-average cost basis.  Example 7  makes the 
point that merely choosing a cost fl ow assumption can aff ect profi tability.  

 EXAMPLE 7    Eff ect of Cost Flow Assumption 

 A company starts operations with no inventory at the beginning of a fi scal year and 
makes purchases of a good for resale fi ve times during the period at increasing prices. 
Each purchase is for the same number of units of the good. Th e purchases, and the cost 
of goods available for sale, appear in the following table. Notice that the price per unit 
has increased by 140% by the end of the period. 
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   Units  Price  Cost 

Purchase 1 5 $100 $ 500

Purchase 2 5 150 750

Purchase 3 5 180 900

Purchase 4 5 200 1,000

Purchase 5 5 240 1,200

Cost of goods available for sale $4,350

 During the period, the company sells all of the goods purchased except for fi ve of 
them. Although the ending inventory consists of fi ve units, the cost attached to those 
units can vary greatly.  

  1  .     What are the ending inventory and cost of goods sold if the company uses the FIFO 
method of inventory costing?  

  2  .     What are the ending inventory and cost of goods sold if the company uses the 
weighted-average method of inventory costing?  

  3  .     Compare cost of goods sold and gross profi t calculated under the two methods.    

 Solution to 1:   Th e ending inventory and cost of goods sold if the company uses the 
FIFO method of inventory costing are $1,200 and $3,150.   

 Solution to 2:   Th e ending inventory and cost of goods sold if the company uses the 
weighted-average method of inventory costing are $870 and $3,480.   

 Solution to 3:   Th e following table shows how the choice of inventory costing methods—
FIFO versus weighted average—aff ects the cost of goods sold and gross profi t. 

 Cost Flow Assumption  FIFO  Weighted Average 

Cost of goods available for sale $4,350 $4,350

Ending inventory (5 units) (1,200) (870)

Cost of goods sold $3,150 $3,480

Sales $5,000 $5,000

Cost of goods sold 3,150 3,480

Gross profi t $1,850 $1,520

Gross profi t margin 37.0% 30.4%

  Note:  Average inventory cost is calculated as Cost of goods available for sale/Units purchased = 
$4,350/25 = $174. Th ere are fi ve units in ending inventory, yielding an inventory value of $870.   

 Depending on which cost fl ow assumption the company uses, the end-of-period 
inventory is either $870 (under the weighted-average method) or $1,200 (under FIFO). 
Th e choice of method results in a diff erence of $330 in gross profi t and 6.6% in gross 
profi t margin.   
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 Th e previous example is simplifi ed and extreme for purposes of illustration clarity, but 
the point is important: Management’s choice among acceptable inventory assumptions and 
methods aff ects profi t. Th e selection of an inventory costing method is a policy decision, and 
companies cannot arbitrarily switch from one method to another at random. Th e selection 
does matter to profi tability, however, and it also matters to the balance sheet. 

 In periods of changing prices, the FIFO cost assumption will provide a more current 
picture of ending inventory value, because the most recent purchases will remain in inven-
tory. Th e balance sheet will be more relevant to investors. Under the weighted-average cost 
assumption, however, the balance sheet will display a blend of old and new costs. During 
infl ationary periods, the value of the inventory will be understated: Th e company will not be 
able to replenish its inventory at the value shown. At the same time, the weighted-average in-
ventory cost method ensures that the more current costs are shown in cost of sales, making the 
income statement more relevant than under the FIFO assumption. Trade-off s exist, and inves-
tors should be aware of how accounting choices aff ect fi nancial reports. High-quality fi nancial 
reporting provides users suffi  cient information to assess the eff ects of accounting choices. 

 Estimates abound in fi nancial reporting because of the use of accrual accounting, which 
attempts to show the eff ects of all economic events on a company during a particular period. 
Accrual accounting stands in contrast to cash basis accounting, which shows only the cash 
transactions conducted by a company. Although a high degree of certainty exists with report-
ing only cash transactions, much information is hidden. For instance, a company with grow-
ing revenues that makes the majority of its sales on credit would be understating its revenues 
for each period if it reported only cash transactions. On an accrual basis, revenues refl ect all 
transactions that occurred, whether they transacted on a cash basis or credit-extended basis. 
Estimates enter the process because some facts related to events occurring in a particular peri-
od might not yet be known. Estimates can be well grounded in reality and applied to present 
a complete picture of the events aff ecting a company, or they can be management tools for 
achieving a desired fi nancial picture. 

 To illustrate how estimates aff ect fi nancial reporting, consider revenues that include credit 
sales. A company sells $1,000,000 of merchandise on credit and records the sale just before 
year end. Under accrual accounting, that amount is included in revenues and accounts receiv-
able. Th e company’s managers know from experience that they will never collect every dollar 
of the accounts receivable. Past experience is that, on average, only 97% of accounts receivable 
is collected. Th e company would estimate an amount of the uncollectible accounts at the time 
the sales occur and record an uncollectible accounts expense of $30,000, lowering earnings. 
Th e other side of the entry would be to establish an allowance for uncollectible accounts of 
$30,000. Th is allowance would be a contra asset account, presented as an off set to accounts 
receivable. Th e accounts receivable, net of the allowance for uncollectible accounts, would be 
stated at $970,000, which is the amount of cash the company ultimately expects to receive. 
If cash basis accounting had been used, no revenues or accounts receivable would have been 
reported even though sales of merchandise had occurred. Accrual accounting, which contains 
estimates about future events, provides a much fuller picture of what transpired in the period 
than pure cash basis accounting. 

 Yet, accrual accounting poses temptations to managers to manage the numbers, rather 
than to manage the business. Suppose a company’s managers realize that the company will 
not meet analysts’ consensus estimates in a particular quarter, and further, their bonus pay is 
dependent on reaching specifi ed earnings targets. By off ering special payment terms, or dis-
counts, the managers may induce customers to take delivery of products that they would nor-
mally not order so they could ship the products on FOB shipping point terms and recognize 
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the revenues in the current quarter. Th ey could even be so bold as to ship the goods under those 
terms even if the customer did not order them, in hopes that the customer would keep them or, 
at worst, return them in the next accounting period. Th eir focus would be to move the product 
off  the company’s property with FOB shipping point terms. 

 To further improve earnings in order to meet the consensus estimates, the company’s 
managers might revise their estimate of the uncollectible accounts. Th e company’s collection 
history shows a typical non-collection rate of 3% of sales, but the managers might rationalize 
the use of a 2% non-collection rate. Th is change will reduce the allowance for uncollectible 
accounts and uncollectible accounts expense reported for the period. Th e managers might be 
able to justify the reduction on the grounds that the sales occurred in a part of the country 
that was experiencing an improved economic outlook, or that the company’s collection history 
had been biased by the inclusion of a prolonged period of economic downturn. Whatever the 
justifi cation, it would be hard to prove that the new estimate is completely right or wrong 
until time has passed. Because proof of the reliability of estimates is rarely available at the time 
the estimate is recorded, managers have a readily available means for manipulating earnings at 
their discretion. 

 ConAgra Foods, Inc. provides an example of how the allowance for uncollectible accounts 
may be manipulated in order to manage earnings.  21    A subsidiary of ConAgra Foods, called 
United Agri-Products (UAP), engaged in several improper accounting practices, one of them 
being the understatement of uncollectible accounts expense for several years.  Exhibit 14  pre-
sents an excerpt from the SEC’s Accounting and Auditing Enforcement Release.  

  21    Accounting and Auditing Enforcement Release No. 2542, “SEC v. James Charles Blue, Randy Cook, 
and Victor Campbell,) United States District Court for the District of Colorado, Civ. Action No. 07-CV-
00095 REB-MEH (17 January 2007). 

   EXHIBIT 14       SEC’s Accounting and Auditing Enforcement Release Regarding 
United Agri-Products  

 . . . Generally, UAP’s policy required that accounts which were past due between 90 days and 
one year should be reserved at 50%, and accounts over one year past due were to be reserved 
at 100%. 

 . . . In FY 1999 and continuing through FY 2000, UAP had substantial bad debt prob-
lems. In FY 2000, certain former UAP senior executives were informed that UAP needed to 
record an additional $50 million of bad debt expense. Certain former UAP senior executives 
were aware that in FY 1999 the size of the bad debt at certain IOCs had been substantial 
enough that it could have negatively impacted those IOC’s ability to achieve PBT (profi ts 
before taxes) targets. In addition, just prior to the end of UAP’s FY 2000, the former UAP 
COO (chief operating offi  cer), in the presence of other UAP employees, ordered that UAP’s 
bad debt reserve be reduced by $7 million in order to assist the Company in meeting its PBT 
target for the fi scal year. 

 .  .  . At the end of FY 2000, former UAP senior executives reported fi nancial results to 
ConAgra which they knew, or were reckless in not knowing, overstated UAP’s income before 
income taxes because UAP had failed to record suffi  cient bad debt expense. Th e misconduct 
with respect to bad debt expense caused ConAgra to overstate its reported income before in-
come taxes by $7 million, or 1.13%, in FY 2000. At the Agricultural Products’ segment level, 
the misconduct caused that segment’s reported operating profi t to be overstated by 5.05%. 
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 Deferred-tax assets provide another example of choices in estimates that are very similar 
to the ones encountered in accrual accounting for credit sales. Deferred-tax assets may arise 
when a company reports a net operating loss under tax accounting rules. A company may 
record a deferred-tax asset based on the expectation that current net tax operating losses will 
off set expected future profi ts and reduce the company’s future income tax liability. Accounting 
standards require that the deferred tax asset be reduced by a “valuation allowance” to account 
for the possibility that the company will be unable to generate enough profi t to use all of the 
available tax benefi ts.  22    

 Assume a company loses €1 billion in 2012, generating a net operating loss of the same 
amount for tax purposes. Th e company’s income tax rate is 25%, and it will be able to apply 
the net operating loss to its taxable income for the next 10 years. Th e net operating loss results 
in a deferred tax asset with a nominal value of €250 million (25% × €1,000,000,000). Initial 
recognition would result in a deferred tax asset of €250 million and a credit to deferred tax 
expense of €250 million. Th e company must address the question of whether or not the €250 
million will ever be completely applied to future income. It may be experiencing increased 
competition and other circumstances that resulted in the €1 billion loss, and it may be un-
reasonable to assume that the company will have taxable income against which to apply the 
loss. In fact, the company’s managers might believe it is reasonable to assume only that it will 
survive for fi ve years, and with marginal profi tability. Th e €250 million deferred tax asset is 
thus overstated if no valuation allowance is recorded to off set it. 

 Th e managers believe that only €100 million of the net operating losses will actually be 
applied to the company’s taxable income. Th at belief implies that only €25 million of the tax 
benefi ts will ever be realized. Th e deferred tax assets reported on the balance sheet should not 
exceed this amount. Th e company should record a valuation allowance of €225 million, which 
would off set the deferred tax asset balance of €250 million, resulting in a net deferred tax asset 
balance of €25 million. Th ere would also be a €225 million credit to the deferred tax provision. 
It is important to understand that the valuation allowance should be revised whenever facts 
and circumstances change. 

 Th e ultimate value of the deferred tax asset is driven by management’s outlook for the 
future—and that outlook may be infl uenced by other factors. If the company needs to stay 
in compliance with debt covenants and needs every euro of value that can be justifi ed by the 
outlook, its managers may take a more optimistic view of the future and keep the valuation 
allowance artifi cially low (in other words, the net deferred tax asset high). 

 PowerLinx, Inc. provides an example of how over-optimism about the realizability of a 
deferred tax asset can lead to misstated fi nancial reports. PowerLinx was a maker of security 
video cameras, underwater cameras, and accessories. Aside from fraudulently reporting 90% of 
its fi scal year 2000 revenue, PowerLinx had problems with valuation of its deferred tax assets. 
 Exhibit 15  provides an excerpt from the SEC’s Accounting and Auditing Enforcement Release 
with emphasis added.  23     

  22    See Accounting Standards Codifi cation 740-10-30-16 to 25, “Establishment of a Valuation Allowance 
for Deferred Tax Assets.” 
  23    Accounting and Auditing Enforcement Release No. 2448, “In the Matter of Douglas R. Bauer, Re-
spondent,” SEC (27 June 2006):  www.sec.gov/litigation/admin/2006/34-54049.pdf . 
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   EXHIBIT 15       SEC’s Accounting and Auditing Enforcement Release Regarding PowerLinx  

 PowerLinx improperly recorded on its fi scal year 2000 balance sheet a deferred tax asset of 
$1,439,322 without any valuation allowance. Th e tax asset was material, representing  almost 
forty percent of PowerLinx’s total assets  of $3,841,944. PowerLinx also recorded deferred tax 
assets of $180,613, $72,907, and $44,921, respectively, in its fi nancial statements for the fi rst 
three quarters of 2000. 

  PowerLinx did not have a proper basis for recording the deferred tax assets. Th e company 
had accumulated signifi cant losses in 2000 and had no historical operating basis from which 
to conclude that it would be profi table in future years.  Underwater camera sales had declined 
signifi cantly and the company had devoted most of its resources to developing its SecureView 
product. Th e sole basis for PowerLinx’s “expectation” of future profi tability was the purported 
$9 million backlog of SecureView orders, which management assumed would generate taxable 
income; however, this purported backlog, which predated Bauer’s hiring, did not refl ect actual 
demand for SecureView cameras and, consequently, was not a reasonable or reliable indicator 
of future profi tability.  

 Another example of how choices and estimates can aff ect balance sheets is in the area 
of selecting a depreciation method for allocating the cost of long-lived assets to accounting 
periods subsequent to their acquisition. A company’s managers may choose to depreciate long-
lived assets (1) on a straight-line basis, with each year bearing the same amount of depreciation 
expense; (2) using an accelerated method, with greater depreciation expense recognition in the 
earlier part of an asset’s life; or (3) using an activity-based depreciation method, which allocates 
depreciation expense based on units of use or production. Depreciation expense is aff ected by 
another set of choices and estimates regarding the salvage value of the assets being depreciated. 
A salvage value of zero will always increase depreciation expense under any method compared 
with the choice of a non-zero salvage value. 

 Assume a company invests $1,000,000 in manufacturing equipment and expects it to 
have a useful economic life of 10 years. During its expected life, the equipment will pro-
duce 400,000 units of product, or $2.50 depreciation expense per unit produced. When it 
is disposed of at the end of its expected life, the company’s managers expect to realize no 
value for the equipment. Th e following table shows the diff erences in three alternative 
methods of depreciation: straight-line, accelerated on a double-declining balance basis, and 
units-of-production method, with no salvage value assumed at the end of the equipment’s life.  

 
 Straight-Line 

Method  Double-Declining Balance Method  Units-of-Production Method 

 Year 
 Depreciation 

Expense  Balance 
 Declining 

Balance Rate 1  
 Depreciation 

Expense 
 Units 

Produced 
 Depreciation 

Rate/Unit 
 Depreciation 

Expense 

1 $100,000 $1,000,000 20% $200,000 90,000 $2.50 $225,000

2 100,000 800,000 20% 160,000 80,000 $2.50 200,000
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 Th e straight-line method allocates the cost of the equipment evenly to all 10 years of the 
equipment’s life. Th e double-declining balance method will have a higher allocation of cost 
to the earlier years of the equipment’s life, and as its name implies, the depreciation expense 
will decline in each succeeding year because it is based on a fi xed rate applied to a declining 
balance. Th e rate used was double the straight-line rate, but it could have been any other rate 
that the company’s managers believed was representative of the way the actual equipment 
depreciation occurred. Notice that the double-declining balance method also results in an 
incomplete depreciation of the machine at the end of 10 years; a balance of $107,374 (= 
$1,000,000 − $892,626) remains at the end of the expected life, which will result in a loss 
upon the retirement of the equipment if the company’s expectation of zero salvage value turns 
out to be correct. Some companies may choose to depreciate the equipment to its expected sal-
vage, zero in this case, in its fi nal year of use. Some companies may use a policy of switching to 
straight-line depreciation after the mid-life of its depreciable assets in order to fully depreciate 
them. Th at particular pattern is coincidentally displayed in the units-of-production example, 
in which the equipment is used most heavily in the earliest part of its useful life, and then levels 
off  to much less utilization in the second half of the expected life. 

  Exhibit 16  shows the diff erent expense allocation patterns of the methods over the same 
life. Each will aff ect earnings diff erently.  

 
 Straight-Line 

Method  Double-Declining Balance Method  Units-of-Production Method 

 Year 
 Depreciation 

Expense  Balance 
 Declining 

Balance Rate 1  
 Depreciation 

Expense 
 Units 

Produced 
 Depreciation 

Rate/Unit 
 Depreciation 

Expense 

3 100,000 640,000 20% 128,000 70,000 $2.50 175,000

4 100,000 512,000 20% 102,400 60,000 $2.50 150,000

5 100,000 409,600 20% 81,920 50,000 $2.50 125,000

6 100,000 327,680 20% 65,536 10,000 $2.50 25,000

7 100,000 262,144 20% 52,429 10,000 $2.50 25,000

8 100,000 209,715 20% 41,943 10,000 $2.50 25,000

9 100,000 167,772 20% 33,554 10,000 $2.50 25,000

10 100,000 134,218 20% 26,844 10,000 $2.50 25,000

Total $1,000,000 $892,626 400,000 $1,000,000

  1 Declining balance rate of 20% calculated as 10-year life being equivalent to 10% annual depreciation 
rate, multiplied by 2 = 20%.  
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 Th e company’s managers could justify any one of these methods. Each might fairly rep-
resent the way the equipment will be consumed over its expected economic life, which is a 
subjective estimate itself. Th e choices of methods and lives can profoundly aff ect reported 
income. Th ese choices are not proven right or wrong until far into the future—but managers 
must estimate their eff ects in the present. 

  Exhibit 17  shows the eff ects of the three diff erent methods on operating profi t and op-
erating profi t margins, assuming that the production output of the equipment generates rev-
enues of $500,000 each year and $200,000 of cash operating expenses are incurred, leaving 
$300,000 of operating profi t before depreciation expense.  

   EXHIBIT 16       Expense Allocation Patterns of Diff erent Depreciation Methods 
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   EXHIBIT 17       Eff ects of Depreciation Methods on Operating Profi t 

   Straight Line 

 Year  Depreciation 
 Operating 

Profi t 
 Operating 

Profi t Margin 

1 $100,000 $200,000 40.0%

2 100,000 200,000 40.0%

3 100,000 200,000 40.0%

4 100,000 200,000 40.0%

5 100,000 200,000 40.0%

6 100,000 200,000 40.0%

7 100,000 200,000 40.0%

8 100,000 200,000 40.0%

9 100,000 200,000 40.0%

10 100,000 200,000 40.0%
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 Th e straight-line method shows consistent operating profi t margins, and the other two 
methods show varying degrees of increasing operating profi t margins as the depreciation ex-
pense decreases over time. 

 Th e example above shows the diff erences among several alternative methods, but even more 
depreciation expense variation is possible by changing estimated lives and assumptions about 
salvage value. For instance, change the expected life assumption to 5 years from 10 and add an 
expectation that the equipment will have a 10% salvage value at the end of its expected life. 
 Exhibit 18  shows the revised depreciation calculations. Notice that under the double-declining 
balance method, the depreciation rate is applied to the gross cost, unlike the other two methods. 
Th e straight-line method and the units-of-production method subtract the salvage value from 
the cost before depreciation expense is calculated. Also note that the assumption about the us-
age of the equipment is revised so that it is depreciated only to its salvage value of $100,000 by 
the end of its estimated life. Th e total depreciation under each method is $900,000. 

   Double-Declining Balance 

 Year  Depreciation 
 Operating 

Profi t 
 Operating 

Profi t Margin 

1 $200,000 $100,000 20.0%

2 160,000 140,000 28.0%

3 128,000 172,000 34.4%

4 102,400 197,600 39.5%

5 81,920 218,080 43.6%

6 65,536 234,464 46.9%

7 52,429 247,571 49.5%

8 41,943 258,057 51.6%

9 33,554 266,446 53.3%

10 134,218* 165,782 33.2%

   Units of Production 

 Year  Depreciation 
 Operating 

Profi t 
 Operating 

Profi t Margin 

1 $225,000 $75,000 15.0%

2 200,000 100,000 20.0%
3 175,000 125,000 25.0%
4 150,000 150,000 30.0%
5 125,000 175,000 35.0%
6 25,000 275,000 55.0%
7 25,000 275,000 55.0%
8 25,000 275,000 55.0%
9 25,000 275,000 55.0%

10 25,000 275,000 55.0%

 * Includes $107,374 of undepreciated basis, treated as depreciation expense in fi nal year of service.  

EXHIBIT 17 (Continued)



596 International Financial Statement Analysis

   Exhibit 19  shows the diff erent expense allocation patterns of the methods over the fi ve-
year expected life, and assuming a 10% salvage value. Although each method is distinctly 
diff erent in the timing of the cost allocation over time, the variation is less pronounced than 
over the longer life used in the previous example.  

   EXHIBIT 18       Depreciation Calculations for Each Method in Changed Scenario 

 Straight-Line 
Method 

 Double-Declining Balance Method 

 Units-of-Production Method  Declining 
Balance 
Rate 1   Year 

 Depreciation 
Expense  Balance 

 Depreciation 
Expense 

 Units 
Produced 

 Depreciation 
Rate/Unit 

 Depreciation 
Expense 

1  $180,000 $1,000,000 40%  $400,000 100,000 $2.25  $225,000 

2  180,000 600,000 40%  240,000 90,000 $2.25  202,500 

3  180,000 360,000 40%  144,000 80,000 $2.25  180,000 

4  180,000 216,000 40%  86,400 70,000 $2.25  157,500 

5  180,000 129,600 40%  29,600 2  60,000 $2.25  135,000 

Total  $900,000  $900,000 400,000  $900,000 

  1  Declining balance rate of 40% calculated as 5-year life being equivalent to 20% annual depreciation 
rate, multiplied by 2 = 40%. 
  2  Depreciation calculated as $29,600 instead of 40% × $129,600. Rote application of the declining-balance 
rate would have resulted in $51,840 of expense, which would have depreciated the asset below salvage value.  

   EXHIBIT 19       Expense Allocation Patterns of Depreciation Methods in Changed Scenario 
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 Perhaps one of the clearest examples of how choices aff ect both the balance sheet and 
income statement can be found in the area of capitalization practices. In classifying a payment 
made, management must determine whether the payment will benefi t only the current peri-
od—making it an expense—or whether it will benefi t future periods, leading to classifi cation 
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as a cost to be capitalized as an asset. Th is management judgment embodies an implicit forecast 
of how the item acquired by the payment will be used, or not used, in the future. 

 Th at judgment can be biased by the powerful eff ect a capitalization policy can have on 
current earnings. Every amount capitalized on the balance sheet as a building, an item of in-
ventory, a deferred cost, or any “other asset” is an amount that does not get recognized as an 
expense in the current period. 

 A real-life example can be found in the case of WorldCom, Inc., a telecom concern that 
grew rapidly in the late 1990s. Much of WorldCom’s fi nancial reporting was eventually found 
to be fraudulent, and one important part of the misreporting centered on its treatment of what 
is known in the telecom industry as “line costs.” Th ese are the costs of carrying a voice call or 
data transmission from its starting point to its ending point, and they represented WorldCom’s 
largest expense. WorldCom’s chief fi nancial offi  cer decided to capitalize such costs instead of 
treating them as an operating expense. As a consequence, from the second quarter of 1999 
through the fi rst quarter of 2002, WorldCom increased its operating income by $7 billion. In 
three of the fi ve quarters in which the improper line cost capitalization took place, WorldCom 
would have recognized pretax losses instead of profi ts.  24    

 Similarly, acquisitions are an area in which the managers charged with recording an acqui-
sition must exercise judgment. An allocation of purchase price must be made to all of the dif-
ferent assets acquired based on their fair values, and those fair values are not always objectively 
verifi able. Management may have to make its own estimate of fair values for assets acquired, 
and management may be biased towards a low estimate for the values of depreciable assets 
in order to depress future depreciation expense. Another benefi t to keeping depreciable asset 
values low is that the amount of the purchase price that cannot be allocated to specifi c assets is 
classifi ed as goodwill, which is neither depreciated nor amortized in future reporting periods. 

 Goodwill reporting has choices of its own. Although goodwill has no eff ect on future 
earnings when unimpaired, annual testing of its fair value may reveal that the excess of price 
paid over the fair value of assets may not be recoverable, which should lead to a write-down 
of goodwill. Th e estimation process for the fair value of goodwill may depend heavily on pro-
jections of future performance. Th ose projections may be biased upward in order to avoid a 
goodwill write-down.   

 4.2.2.     How Choices Aff ect the Cash Flow Statement 
 Th e cash fl ow statement consists of three sections: the operating section, which shows the 
cash generated or used by operations; the investing section, which shows the cash used for 
investments or provided by their disposal; and the fi nancing section, which shows the cash 
transactions attributable to fi nancing activities. 

 Th e operating section of the cash fl ow statement is often the portion most scrutinized by 
investors. Many of them consider the operating section to be a reality check on the reported 
earnings, on the grounds that signifi cant earnings that are attributable only to accrual account-
ing methods and unsupported by actual cash fl ows may indicate earnings manipulation. Such 
investors believe that amounts shown for cash generated by operations is more insulated from 
managerial manipulation than the income statement. Cash generated by operations can be 
managed to an extent, however. 

  24    See Report of Investigation by the Special Investigative Committee of the Board of Directors of 
WorldCom, Inc., by Dennis R. Beresford, Nicholas deB. Katzenbach, & C.B. Rogers, Jr.PP 9-11:  www
.sec.gov/Archives/edgar/data/723527/000093176303001862/dex991.htm.  
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 Whether the indirect method or direct method is used, simple choices exist for managers 
to improve the  appearance  of cash fl ow provided by operations without actually improving it. 
One such choice is in the area of accounts payable management, shaded in  Exhibit 20 . Assume 
that the accounts payable balance is $5,200 million at the end of the period, an increase of 
$1,200 million from its previous year-end balance of $4,000 million. Th e $1,200 million in-
crease in accounts payable matched increased expenses and/or assets but did not require cash. 
If the company’s managers had further delayed paying creditors $500 million until the day 
 after  the balance sheet date, they could have increased the cash provided by operating activities 
by $500 million. If the managers believe that the cash generated from operations is a metric of 
focus for investors, the managers could impress them with an artifi cially stronger cash fl ow by 
simply stretching the accounts payable credit period. 

 Th e operating section of the cash fl ow statement can be shown either under the direct 
method or the indirect method. Under the direct method, “entities are encouraged to report 
major classes of gross cash receipts and gross cash payments and their arithmetic sum—the 
net cash fl ow from operating activities.”  25    In practice, companies rarely use the direct method. 
Instead, they use the indirect method, which shows a reconciliation of net income to cash pro-
vided by operations. Th e reconciliation shows the non-cash items aff ecting net income along 
with changes in working capital accounts aff ecting cash provided by operations.  Exhibit 20  
provides an example of the indirect presentation method.  

  25    Accounting Standards Codifi cation Section 230-10-45-25, “Reporting Operating, Investing, and Fi-
nancing Activities.” Th e direct method and indirect method are similar in IFRS, as addressed in IAS 7, 
Paragraph 18. 

   EXHIBIT 20       Indirect Presentation Method 

 Cash Flows from Operating Activities  ($ millions)  2012 

Net income $3,000

 Adjustments to reconcile net income to net cash provided by operating activities: 

Provision for doubtful receivables 10

Provision for depreciation and amortization 1,000

Goodwill impairment charges 35

Share-based compensation expense 100

Provision for deferred income taxes 200

 Changes in assets and liabilities: 

Trade, notes, and fi nancing receivables related to sales (2,000)

Inventories (1,500)

 Accounts payable  1,200 

Accrued income taxes payable/receivable (80)

Retirement benefi ts 90

Other (250)

   Net cash provided by operating activities $1,805
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 What might alert investors to such machinations? Th ey need to examine the composition 
of the operations section of the cash fl ow statement—if they do not, then  nothing  will ever alert 
them. Studying changes in the working capital can reveal unusual patterns that may indicate 
manipulation of the cash provided by operations. 

 Another practice that might lead an investor to question the quality of cash provided by 
operations is to compare a company’s cash generation with an industry-wide level or with the 
cash operating performance of one or more similar competitors. Cash generation performance 
can be measured several ways. One way is to compare the relationship between cash generated 
by operations and net income. Cash generated by operations in excess of net income signifi es 
better quality of earnings, whereas a chronic excess of net income over cash generated by opera-
tions should be a cause for concern; it may signal the use of accounting methods to simply raise 
net income instead of depicting fi nancial reality. Another way to measure cash generation per-
formance is to compare cash generated by operations with debt service, capital expenditures, 
and dividends (if any). When there is a wide variance between the company’s cash generation 
performance and that of its benchmarks, investors should seek an explanation and carefully 
examine the changes in working capital accounts. 

 Because investors may focus on cash provided by operations as an important metric, man-
agers may resort to managing the working capital accounts as described in order to present the 
most favorable picture of cash provided by operations. But there are other means to improve 
the cash generation picture. A company may misclassify operating uses of cash into either the 
investing or fi nancing sections of the cash fl ow statement, which enhances the appearance of 
cash generated by operating activities. 

 Dynegy Inc. provides an example of manipulation of cash from operations through clever 
construction of contracts and assistance from an unconsolidated special purpose entity named 
ABG Gas Supply LLC (ABG). In April 2001, Dynegy entered into a contract for the pur-
chase of natural gas from ABG. According to the contract, Dynegy would purchase gas at 
 below-market  rates from ABG for nine months and sell it at the current market rate. Th e nine-
month term coincided with Dynegy’s 2001 year end and would result in gains backed by cash 
fl ows. Dynegy also agreed to buy gas at  above-market  rates from ABG for the following 51 
months and sell it at the current market rate. Th e contract was reported at its fair value at the 
end of fi scal year 2001. It had no eff ect on net income for the year. Th e earlier portion of the 
contract resulted in a gain, supported by $300 million of cash fl ow, but the latter portion of the 
contract resulted in non-cash losses that off set the profi t. Th e mark-to-market rules required 
the recognition of both gains and losses from all parts of the contract, and hence the net eff ect 
on earnings was zero. 

 In April 2002, a  Wall Street Journal  article exposed the chicanery, thanks to leaked doc-
uments. Th e SEC required Dynegy to restate the cash fl ow statement by reclassifying $300 
million from the operating section of the cash fl ow statement to the fi nancing section, on the 
grounds that Dynegy had used ABG as a conduit to eff ectively borrow $300 million from 
Citigroup. Th e bank had extended credit to ABG, which it used to fi nance its losses on the 
contract ( Lee, 2012 ). 

 Another area of fl exibility in cash fl ow statement reporting is found in the area of inter-
est capitalization, which creates diff erences between total interest payments and total interest 
costs.  26    Assume a company incurs total interest cost of $30,000, composed of $3,000 of 

  26    See  Nurnberg and Largay (1998)  and  Nurnberg (2006) . 
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discount amortization and $27,000 of interest payments. Of the $30,000, two-thirds of it 
($20,000) is expensed; the remaining third ($10,000) is capitalized as plant assets. If the 
company uses the same interest expense/capitalization proportions to allocate the interest 
payments between operating and investing activities, then it will report $18,000 (2/3 × 
$27,000) as an operating outfl ow and $9,000 (1/3 × $27,000) as an investing outfl ow. Th e 
company might also choose to off set the entire $3,000 of non-cash discount amortization 
against the $20,000 treated as expense, resulting in an operating outfl ow as low as $17,000, 
or as much as $20,000 if it allocated all of the non-cash discount amortization to inter-
est capitalized as investing activities. Similarly, the investing outfl ow could be as much as 
$10,000 or as little as $7,000, depending on the treatment of the non-cash discount amor-
tization. Th ere are choices within the choices, all in areas where investors believe choices 
do not even exist.  Nurnberg and Largay (1998)  note that companies apparently favor the 
method that reports the lowest operating outfl ow, presumably to maximize reported cash 
from operations. 

 Investors and analysts need to be aware that presentation choices permitted in IAS 7, 
“Statement of Cash Flows,” off er fl exibility in classifi cation of certain items in the cash fl ow 
statement. Th is fl exibility can drastically change the results in the operating section of the cash 
fl ow statement. An excerpt from IAS 7, Paragraphs 33 and 34, provides the background: 

  33. Interest paid and interest and dividends received are usually classifi ed as operating 
cash fl ows for a fi nancial institution. However, there is no consensus on the classifi -
cation of these cash fl ows for other entities. Interest paid and interest and dividends 
received may be classifi ed as operating cash fl ows because they enter into the deter-
mination of profi t or loss.  Alternatively, interest paid and interest and dividends received 
may be classifi ed as fi nancing cash fl ows and investing cash fl ows respectively, because they 
are costs of obtaining fi nancial resources or returns on investments.  

 34. Dividends paid may be classifi ed as a fi nancing cash fl ow because they are a 
cost of obtaining fi nancial resources.  Alternatively, dividends paid may be classifi ed as 
a component of cash fl ows from operating activities in order to assist users to determine 
the ability of an entity to pay dividends out of operating cash fl ows.  [Emphasis added.]  

 By allowing a choice of operating or fi nancing for the placement of interest and dividends 
received or paid, IAS 7 gives a company’s managers the opportunities to select the presentation 
that gives the best-looking picture of operating performance. An example is Norse Energy 
Corp. ASA, a Norwegian gas explorer and producer, which changed its classifi cations of in-
terest paid and interest received in 2007 ( Gordon, Henry, Jorgensen, and Linthicum, 2012 ). 
Interest paid was switched to fi nancing instead of decreasing cash generated from operations. 
Norse Energy also switched its classifi cation of interest received to investing from operating 
cash fl ow. Th e net eff ect of these changes was to report positive, rather than negative, operating 
cash fl ows in both 2007 and 2008. With these simple changes, the company could also change 
the perception of its operations. Th e cash fl ow statement formerly presented the appearance 
of a company with operations that used more cash than it generated, and it possibly raised 
questions about the sustainability of operations. After the revision, the operating section of the 
cash fl ow statement depicted a much more viable operation. 

  Exhibit 21  shows the net eff ect of the reclassifi cations on Norse Energy’s cash fl ows. 
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    4.2.3.     Choices Th at Aff ect Financial Reporting 
  Exhibit 22  summarizes some of the areas where choices can be made that aff ect fi nancial 
reports.  

   EXHIBIT 21       Reclassifi cation of Cash Flows 

 

 As Reported  
   (following 2007 
reclassifi cation)

Adjustments, If No 
Reclassifi cation*

 Pro-Forma  
   (if no reclassifi cation)

   2008  2007  2008  2007  2008  2007 

 Operating  $ 5.30  $ 2.80 ( $13.70 ) ( $14.40 ) ( $ 8.40 ) ( $11.60 )

Investing $ 0.90 ($56.80) ($ 9.00) ($ 3.50) ($ 8.10) ($ 60.30)

Financing ($16.60) $34.50 $ 22.70 $ 17.90 $ 6.10 $ 52.40

Total ($10.40) ($19.50) $ 0 $ 0 ($10.40) ($ 19.50)

 * Th e adjustments reverse the addition of interest received to investing and instead add it to operating. 
Th e adjustments also reverse the deduction of interest paid from fi nancing and instead subtract it from 
operating.  

   EXHIBIT 22       Areas Where Choices and Estimates Aff ect Financial Reporting 

 Area of Choice/
Estimate  Analyst Concerns 

  Revenue recognition  •     How is revenue recognized: upon shipment or upon delivery of goods?   

•     Is the company engaging in “channel stuffi  ng”—the practice of overloading 
a distribution channel with more product than it is normally capable of 
selling? Th is can be accomplished by inducing customers to buy more 
through unusual discounts, the threat of near-term price increases, or both—
or simply by shipping goods that were not ordered. Th ese transactions may 
be corrected in a subsequent period and may even result in restated results. 
Are accounts receivable relative to revenues abnormally high for a company 
relative to its history or its peers? If so, channel stuffi  ng may have occurred.   

•     Is there unusual activity in the allowance for sales returns relative to past 
history?   

•     Does the company’s days sales outstanding indicate any collection issues that 
might indicate shipment of unneeded or unwanted goods to customers?   

•     Does the company engage in “bill-and-hold” transactions? In such 
transactions, a customer purchases goods but requests that the goods remain 
with the seller until a later date. Th is kind of transaction makes it possible for 
a seller to manufacture fi ctitious sales by declaring end-of-period inventory as 
“sold but held,” with a minimum of eff ort and phony documentation.   

•     Does the company use rebates as part of its marketing approach? If so, how 
signifi cantly do the estimates of rebate fulfi llment aff ect net revenues, and 
have any unusual breaks with history occurred?   

(continued)
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 Area of Choice/
Estimate  Analyst Concerns 

•     Does the company separate its revenue arrangements into multiple 
deliverables of goods or services? Th is area is one of great revenue recognition 
fl exibility, and also one that provides little visibility to investors. Th ey simply 
cannot examine a company’s arrangements and decide for themselves as to 
the propriety of revenue allocation to diff erent components of a contract. 
If a company uses multiple deliverable arrangements with its customers as a 
routine matter, investors might be more sensitive to revenue reporting risks. 
In seeking a comfort level, investors might ask the following questions: Does 
the company explain adequately how it determines the diff erent allocations 
of deliverables and how revenue is recognized on each one? Do deferred 
revenues result? If not, does it seem reasonable that there are no deferred 
revenues for this kind of arrangement? Are there unusual trends in revenues 
and receivables, particularly with regard to cash conversion? If an investor 
cannot be satisfi ed with the answers from these questions, he or she might be 
more comfortable with other investment choices.   

  Long-lived assets: 
Depreciation 
policies  

•     Do the estimated life spans of the associated assets make sense, or are they 
unusually low compared with others in the same industry?  

•    Have there been changes in depreciable lives that have a positive eff ect on 
current earnings?  

•    Do recent asset write-downs indicate that company policy on asset lives 
might need to be reconsidered?   

  Intangibles: 
Capitalization 
policies  

•     Does the company capitalize expenditures related to intangibles, such as 
software? Does its balance sheet show any R&D capitalized as a result of 
acquisitions? Or, if the company is an IFRS fi ler, has it capitalized any 
internally generated development costs?  

•    How do the company’s capitalization policies compare with the competition?  
•    Are amortization policies reasonable?   

  Allowance for 
doubtful accounts/
loan loss reserves  

•     Are additions to such allowances lower or higher than in the past?  
•    Does the collection experience justify any diff erence from historical 

provisioning?  
•    Is there a possibility that any lowering of the allowance may be the result 

of industry diffi  culties along with the diffi  culty of meeting earnings 
expectations?   

  Inventory cost 
methods  

•     Does the company use a costing method that produces fair reporting results 
in view of its environment? How do its inventory methods compare with 
others in its industry? Are there diff erences that will make comparisons 
uneven if there are unusual changes in infl ation?  

•    Does the company use reserves for obsolescence in its inventory valuation? 
If so, are they subject to unusual fl uctuations that might indicate adjusting 
them to arrive at a specifi ed earnings result?  

•    If a company reports under US GAAP and uses last-in-fi rst-out (LIFO) 
inventory accounting, does LIFO liquidation (the assumed sale of old, lower-
cost layers of inventory) occur through inventory reduction programs? Th is 
inventory reduction may generate earnings without supporting cash fl ow, 
and management may intentionally reduce the layers to produce specifi c 
earnings benefi ts.   

EXHIBIT 22 (Continued)
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 Area of Choice/
Estimate  Analyst Concerns 

  Tax asset valuation 
accounts  

•     Tax assets, if present, must be stated at the value at which management 
expects to realize them, and an allowance must be set up to restate tax assets 
to the level expected to eventually be converted into cash. Determining the 
allowance involves an estimate of future operations and tax payments. Does 
the amount of the valuation allowance seem reasonable, overly optimistic, or 
overly pessimistic?  

•    Are there contradictions between the management commentary and the 
allowance level, or the tax note and the allowance level? Th ere cannot be an 
optimistic management commentary and a fully reserved tax asset, or vice 
versa. One of them has to be wrong.  

•    Look for changes in the tax asset valuation account. It may be 100% reserved 
at fi rst, and then “optimism” increases whenever an earnings boost is needed. 
Lowering the reserve decreases tax expense and increases net income.   

  Goodwill  •     Companies must annually assess goodwill balances for impairment on a 
qualitative basis. If further testing appears necessary, it is based on estimates 
of the fair value of reporting units (US GAAP issuers) or cash-generating 
units (IFRS issuers), which are associated with goodwill balances. Th e 
tests are based on subjective estimates, including future cash fl ows and the 
employment of discount rates.  

•    Do the disclosures relating to the goodwill testing suggest that the testing 
was skewed to avoid goodwill impairment charges?   

  Warranty reserves  •     Have additions to the reserves been reduced, perhaps to make earnings 
targets? Examine the trend in the charges of actual costs against the reserves: 
Do they support or contradict the warranty provisioning activity? Do the 
actual costs charged against the reserve give the analyst any indication about 
the quality of the products sold?   

  Related-party 
transactions  

•     Is the company engaged in transactions that disproportionately benefi t 
members of management? Does one company have control over another’s 
destiny through supply contracts or other dealings?  

•    Do extensive dealings take place with  non-public  companies that are under 
management control? If so, non-public companies could absorb losses 
(through supply arrangements that are unfavorable to the private company, 
for example) in order to make the public company’s performance look good. 
Th is scenario may provide opportunities for an owner to cash out.   

EXHIBIT 22 (Continued)

 Th e most important lesson is that choices exist among accounting methods and estimates, 
and an analyst needs a working knowledge of them in order to understand whether manage-
ment may have made choices to achieve a desired result.    

 4.3.     Warning Signs 

 Th e choices management makes to achieve desired results leave a trail, like tracks in sand or 
snow. Th e evidence or warning signs of information manipulation in fi nancial reports are 
directly linked to the basic means of manipulation: biased revenue recognition and biased 
expense recognition. Th e bias may relate to timing and/or location of recognition. For exam-
ple, a company may choose to defer expenses by capitalizing them, which relates to when an 
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expense is recognized. In another example, a company may choose to recognize a loss in other 
comprehensive income or directly through equity rather than through the profi t and loss state-
ment, which relates to where the loss is recognized. Th e alert investor or analyst should do the 
following to fi nd warning signs.  

    1) Pay attention to revenue .      Th e single largest number on the income statement is revenue, 
and revenue recognition is a recurring source of accounting manipulation and even outright 
fraud. Answering the question, “Is revenue higher or lower than the previous comparable 
period?” is not suffi  cient. Many analytical procedures can be routinely performed to provide 
warning signals of accounting malfeasance:  

•     Examine the accounting policies note for a company’s revenue recognition policies.   
•    Consider whether the policies make it easier to prematurely recognize revenue, such as 

recognizing revenue immediately upon shipment of goods, or if the company uses bill-
and-hold arrangements whereby a sale is recognized before goods are actually shipped to 
the customer.  

•    Barter transactions may exist, which can be diffi  cult to value properly.  
•    Rebate programs involve many estimates, including forecasts of the amount of rebates 

that will ultimately be incurred. Th ese estimates can have signifi cant eff ects on revenue 
recognition.  

•    Multiple-deliverable arrangements of goods and services are common, but clarity about 
the timing of revenue recognition for each item or service delivered is necessary for the 
investor to be comfortable with the reporting of revenues.   

 Although none of these decisions violates accounting standards, each can raise investor sus-
picions if other warning signs are present.  

•     Look at revenue relationships.  Compare a company’s revenue growth with its primary com-
petitors or its industry peer group.  
•    If a company’s revenue growth is out of line with its competitors, its industry, or the econ-

omy, the investor or analyst needs to understand the reasons for the outperformance. It 
may be a result of superior management or products and services, but not all management 
is superior, nor are the products and services of their companies. Revenue quality might 
be suspect, and the investor should take additional analytical steps.  

•    Compare accounts receivable with revenues over several years.  
•    Examine the trend to determine whether receivables are increasing as a percentage of 

total revenues. If so, a company might be engaging in channel-stuffi  ng activities, or 
worse, recording fi ctitious sales transactions.  

•    Calculate receivables turnover for several years:  
•    Examine the trend for unusual changes and seek an explanation if they exist.  
•    Compare a company’s days sales outstanding (DSO) or receivables turnover with 

that of relevant competitors or an industry peer group and determine whether the 
company is an outlier.     

 An increase in DSO or decrease in receivables turnover could suggest that some revenues 
are recorded prematurely or are even fi ctitious, or that the allowance for doubtful ac-
counts is insuffi  cient.  

•    Examine asset turnover. If a company’s managers make poor asset allocation choices, rev-
enues may not be suffi  cient to justify the investment. Be particularly alert when asset 
allocation choices involve acquisitions of entire companies. If post-acquisition revenue 
generation is weak, managers might reach for revenue growth anywhere it can be found. 
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Th at urge for growth might result in accounting abuses. 
 Revenues, divided by total assets, indicate the productivity of assets in generating 

revenues. If the company’s asset turnover is continually declining, or lagging the asset 
turnover of competitors or industry, it may portend future asset write-downs, particularly 
in the area of goodwill balances for acquisitive companies.       

 2) Pay attention to signals from inventories.     Although inventory is not a component of every 
company’s asset base, its presence creates an opportunity for accounting manipulation.  

•     Look at inventory relationships.  Because revenues involve items sold from inventory, the kind 
of examination an investor should perform on inventory is similar to that for revenues.  
•    Compare growth in inventories with competitors and industry benchmarks. If a compa-

ny’s inventory growth is out of line with its peers, without any concurrent sales growth, 
then it may be simply the result of poor inventory management—an operational ineffi  -
ciency that might aff ect an investor’s view of a company. It may also signal obsolescence 
problems in the company’s inventory that have not yet been recognized through mark-
downs to the inventory’s net realizable value. Current gross and net profi ts could be over-
stated because of overstated inventory.  

•    Calculate the inventory turnover ratio. Th is ratio is the cost of sales divided by the average 
ending inventory. Declining inventory turnover could also suggest obsolescence problems 
that should be recognized.  

•    Companies reporting under US GAAP may use LIFO inventory cost fl ow assumptions. 
When this assumption is part of the accounting policies, and a company operates in an 
infl ationary environment, investors should note whether old, low-cost inventory costs 
have been passed through current earnings and artifi cially improved gross, operating, and 
net profi ts.       

 3) Pay attention to capitalization policies and deferred costs.     In a study of enforcement actions 
over a fi ve-year period, the SEC found that improper revenue recognition was the most prev-
alent accounting issue.  27    Suppression of expenses was the next most prevalent problem noted. 
As the earlier discussion of WorldCom showed, improper capitalization practices can result in 
a signifi cant misstatement of fi nancial results.  

•     Examine the company’s accounting policy note for its capitalization policy for long-term assets, 
including interest costs, and for its handling of other deferred costs.  Compare the company’s 
policy with the industry practice. If the company is the only one capitalizing certain costs 
while other industry participants treat them as expenses, a red fl ag is raised. If an outlier 
company of this type is encountered, it would be useful to cross-check such a company’s 
asset turnover and profi tability margins with others in its industry. An investor might expect 
such a company to be more profi table than its competitors, but the company might have 
lower confi dence in the quality of the reported numbers.     

 4) Pay attention to the relationship of cash fl ow and net income.     Net income propels stock pric-
es, but cash fl ow pays bills. Management can manipulate either one, but sooner or later, net 

  27    SEC, “Report Pursuant to Section 704 of the Sarbanes–Oxley Act of 2002” ( www.sec.gov/news/
studies/sox704report.pdf  ): 5–6. 
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income must be realized in cash if a company is to remain viable. When net income is higher 
than cash provided by operations, one possibility is that aggressive accrual accounting policies 
have shifted current expenses to later periods. Increasing earnings in the presence of declining 
cash generated by operations might signal accounting irregularities.  

•     Construct a time series of cash generated by operations divided by net income.  If the ratio is 
consistently below 1.0 or has declined repeatedly, there may be problems in the company’s 
accrual accounts.     

 5) Other potential warnings signs.     Other areas that might suggest further analysis include the 
following:  

•     Depreciation methods and useful lives.  As discussed earlier, depreciation methods and the use-
ful lives selected can greatly infl uence profi tability. An investor should compare a company’s 
policies with those of its peers to determine whether it is particularly lenient in its eff ects on 
earnings. Investors should likewise compare the length of depreciable lives used by a compa-
ny with those used by its peers.  

•     Fourth-quarter surprises.  An investor should be suspicious of possible earnings management 
if a company routinely disappoints investors with poor earnings or overachieves in the fourth 
quarter of the year when no seasonality exists in the business. Th e company may be over- or 
under-reporting profi ts in the fi rst three quarters of the year.  

•     Presence of related-party transactions.  Related-party transactions often arise when a company’s 
founders are still very active in managing the company, with much of their wealth tied to 
the company’s fortunes. Th ey may be more biased in their view of a company’s performance 
because it relates directly to their own wealth and reputations, and they may be able to trans-
act business with the company in ways that may not be detected. For instance, they may 
purchase unsellable inventory from the company for disposal in another company of their 
own in order to avoid markdowns.  

•     Non-operating income or one-time sales included in revenue.  To disguise weakening revenue 
growth, or just to enhance revenue growth, a company might classify non-operating income 
items into revenues or fail to clarify the nature of revenues. In the Trump Hotels example, 
the company’s presentation of pro forma earnings included in revenues a one-time gain 
from a lease termination.  28    In the fi rst quarter of 1997, Sunbeam Corporation included 
one-time disposal of product lines in sales without indicating that such non-recurring sales 
were included in revenues. Th is inclusion gave investors a false impression of the company’s 
sustainable revenue-generating capability.  

•     Classifi cation of expenses as “non-recurring.”  To make operating performance look more at-
tractive, managers might carve out “special items” in the income statement. Particularly 
when such special items appear period after period, equity investors might fi nd their inter-
ests best served by not giving serial “special items” such treatment and instead focusing on 
the net income line in evaluating performance over long periods.  

•     Gross/operating margins out of line with competitors or industry.  Th is disparity is an ambiva-
lent warning sign. It might signal superior management ability. But it might also signal the 
presence of accounting manipulations to add a veneer of superior management ability to the 

  28    Accounting and Auditing Enforcement Release No. 1499, “In the Matter of Trump Hotels & Casino 
Resorts,” SEC (16 January 2002):  www.sec.gov/litigation/admin/34-45287.htm . 
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company’s reputation. Only the compilation and examination of other warning signals will 
enable an investor or analyst to decide which signal is being given.   

 Warning signals are just that: signals, not indisputable declarations of accounting manip-
ulation guilt. Investors and analysts need to evaluate them cohesively, not on an isolated basis. 
When an investor fi nds a number of these signals, the subject investment should be viewed 
with caution or even discarded in favor of alternatives. 

 Furthermore, as discussed earlier, context is important in judging the value of warning 
signals. A few examples of facts and circumstances to be aware of are as follows.  

•     Younger companies with an unblemished record of meeting growth projections.  It is plausible, 
especially for a younger company with new and popular product off erings, to generate 
above-average returns for a period of time. But, as demand dissipates, products mature, and 
competitors challenge for market share, management may seek to extend its recent record of 
rapid growth in sales and profi tability by unconventional means. At this point, the “earnings 
games” begin: aggressive estimates, drawing down “cookie jar” reserves, selling assets for 
accounting gains, taking on excess leverage, or entering into fi nancial transactions with no 
apparent business purpose other than fi nancial statement “window dressing.”  

•     Management has adopted a minimalist approach to disclosure.  Confi dence in accounting qual-
ity depends on disclosure. For example, when large companies claim that they have only 
one reportable segment or that management’s commentary is similar from period to period, 
there is cause for concern. If management does not seem to take seriously its obligation to 
provide information, one needs to be concerned. A plausible explanation for minimalist dis-
closure policies could be that management is protecting investors’ interests by withholding 
valuable information from competitors. But, this explanation is not necessarily the case. For 
example, after Sony Corporation acquired CBS Records and Columbia Pictures, it incurred 
substantial losses for a number of years. Yet, Sony chose to hide its negative trends and 
doubtful future prospects by aggregating the results within a much larger “Entertainment 
Division.” In 1998, after Sony ultimately wrote off  much of the goodwill associated with 
these ill-fated acquisitions, the SEC sanctioned Sony and its CFO for failing to separately 
discuss them in MD&A in a balanced manner.  29     

•     Management fi xation on earnings reports.  Beware of companies whose management appears 
to be fi xated on reported earnings, sometimes to the detriment of attending to real drivers 
of value. Indicators of excessive earnings fi xation include the aggressive use of non-GAAP 
measures of performance, special items, or non-recurring charges. Another indicator of earn-
ings fi xation is highly decentralized operations in which division managers’ compensation 
packages are heavily weighted toward the attainment of reported earnings or non-GAAP 
measures of performance.   

 A company’s culture is an intangible that investors should bear in mind when they are evalu-
ating fi nancial statements for the possibility of accounting manipulation. A management’s highly 
competitive mentality may serve investors well when the company conducts buisness (assuming 
that actions taken are not unethical, illegal, or harmfully myopic), but that kind of thinking 
should not extend to communications with the owners of the company: the shareholders. Th at 

  29    Accounting and Auditing Enforcement Release No. 1061, “In the Matter of Sony Corporation and 
Sumio Sano, Respondents,” SEC (5 August 1998). 
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mentality can lead to the kind of accounting gamesmanship seen in the early part of the century. 
In examining fi nancial statements for warning signs of manipulation, the investor should con-
sider whether that mindset exists in the preparation of the fi nancial statements. 

 One notable example of the mindset comes from one of the most recognized corporate 
names in the world, General Electric. In the mid-1980s, GE acquired Kidder Peabody, and it 
was ultimately determined that much of the earnings that Kidder had reported were bogus. As 
a consequence, GE would announce within two days that it would take a non-cash write-off  of 
$350 million. Here is how former CEO/Chair Jack Welsh described the ensuing meeting with 
senior management in his memoir,  Straight from the Gut : 

  “Th e response of our business leaders to the crisis was typical of the GE  culture  [em-
phasis added]. Even though the books had closed on the quarter, many immediately 
off ered to pitch in to cover the Kidder gap. Some said they could fi nd an extra $10 
million, $20 million, and even $30 million from their businesses to off set the sur-
prise. Th ough it was too late, their willingness to help was a dramatic contrast to the 
excuses I had been hearing from the Kidder people.” (p. 225)  

 It appears that the corporate governance apparatus fostered a GE culture that extended 
the concept of teamwork to the point of “sharing” profi ts to win one for the team as a whole, 
which is incompatible with the concept of neutral fi nancial reporting. Although research is not 
conclusive on this question, it may also be worth considering that predisposition to earnings 
manipulation is more likely to be present when the CEO and board chair are one and the 
same, or when the audit committee of the board essentially serves at the pleasure of the CEO 
and lacks fi nancial reporting sophistication. Finally, one could discuss whether the fi nancial 
reporting environment today would reward or penalize a CEO who openly endorsed a view 
that he could legitimately exercise fi nancial reporting discretion—albeit within limits—for the 
purpose of artifi cially smoothing earnings.  

 Restructuring and/or impairment charges.     At times, a company’s stock price has been observed 
to rise after it recognized a “big bath” charge to earnings of the current period. Th e conven-
tional wisdom explaining the stock price rise is that accounting recognition signals something 
positive: that management is now ready to part with the lagging portion of a company, so as 
to redirect its attention and talents to more-profi table activities. Consequently, the earnings 
charge should be disregarded for being solely related to past events. 

 Th e analyst should also consider, however, that the events leading ultimately to the big 
bath on the fi nancial statements did not happen overnight, even though the accounting for 
those events occurs at a point subsequent. Management may want to communicate that the 
accounting adjustments will refl ect the company’s new path, but the restructuring charge also 
indicates that the old path of reported earnings was not real. In particular, expenses reported in 
prior years were very likely understated—even assuming that no improper fi nancial statement 
manipulation had occurred. To extrapolate historical earnings trends, an analyst should con-
sider making pro forma analytical adjustments of prior years’ earnings to refl ect in those prior 
years a reasonable share of the current period’s restructuring and impairment charges.   

 Management has a merger and acquisition orientation.     Tyco International Ltd. acquired more 
than 700 companies from 1996 to 2002. Even assuming the best of intentions regarding fi -
nancial reporting, a growth-at-any-cost corporate culture poses a severe challenge to oper-
ational and fi nancial reporting controls. In Tyco’s case, the SEC found that it consistently 
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and fraudulently understated assets acquired (lowering future depreciation and amortization 
charges) and overstated liabilities assumed (avoiding expense recognition and the earnings 
banks to be drawn down in future periods).  30           

 5. SUMMARY 

 Financial reporting quality varies across companies. Th e ability to assess the quality of a company’s 
fi nancial reporting is an important skill for analysts. Indications of low-quality fi nancial reporting 
can prompt an analyst to maintain heightened skepticism when reading a company’s reports, to 
review disclosures critically when undertaking fi nancial statement analysis, and to incorporate 
appropriate adjustments in assessments of past performance and forecasts of future performance.  

•    Financial reporting quality can be thought of as spanning a continuum from the highest 
(containing information that is relevant, correct, complete, and unbiased) to the lowest 
(containing information that is not just biased or incomplete but possibly pure fabrication).  

•     Reporting quality , the focus of this chapter, pertains to the information disclosed. High-quality 
reporting represents the economic reality of the company’s activities during the reporting 
period and the company’s fi nancial condition at the end of the period.  

•     Results quality  (commonly referred to as earnings quality) pertains to the earnings and cash 
generated by the company’s actual economic activities and the resulting fi nancial condition, 
relative to expectations of current and future fi nancial performance.  

•    An aspect of fi nancial reporting quality is the degree to which accounting choices are con-
servative or aggressive. “Aggressive” typically refers to choices that aim to enhance the com-
pany’s reported performance and fi nancial position by infl ating the amount of revenues, 
earnings, and/or operating cash fl ow reported in the period; or by decreasing the amount of 
expenses reported in the period and/or the amount of debt reported on the balance sheet.  

•    Conservatism in fi nancial reports can result from either (1) accounting standards that 
specifi cally require a conservative treatment of a transaction or an event or (2) judgments 
necessarily made by managers when applying accounting standards that result in more- or 
less-conservative results.  

•    An example of conservatism in the oil and gas industry is the revenue recognition account-
ing standard. Th is standard permits recognition of revenue only at time of shipment rather 
than closer to the time of actual value creation, which is the time of discovery.  

•    Managers may be motivated to issue less than high quality fi nancial reports in order to mask 
poor performance, to boost the stock price, to increase personal compensation, and/or to 
avoid violation of debt covenants.  

•    Conditions that are conducive to the issuance of low-quality fi nancial reports include cultur-
al environment attributes that result in fewer or less transparent fi nancial disclosures, book/
tax conformity that shifts emphasis toward legal compliance and away from fair presenta-
tion, and limited capital markets regulation.  

•    Mechanisms that discipline fi nancial reporting quality include the free market and incen-
tives for companies to minimize cost of capital, auditors, contract provisions specifi cally 
tailored to penalize misreporting, and enforcement by regulatory entities.  

  30    Accounting and Auditing Enforcement Release No. 2414, “SEC Brings Settled Charges Against Tyco 
International Ltd. Alleging Billion Dollar Accounting Fraud,” SEC (17 April 2006):  www.sec.gov/
litigation/litreleases/2006/lr19657.htm . 
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•    Pro forma earnings (also commonly referred to as non-GAAP or non-IFRS earnings) adjust 
earnings as reported on the income statement. Pro forma earnings that exclude negative 
items are a hallmark of aggressive presentation choices.  

•    Companies are required to make additional disclosures when presenting any non-GAAP or 
non-IFRS metric.  

•    Managers’ considerable fl exibility in choosing their companies’ accounting policies and in 
formulating estimates provides opportunities for aggressive accounting.  

•    Examples of accounting choices that aff ect earnings and balance sheets include inventory 
cost fl ow assumptions, estimates of uncollectible accounts receivable, estimated realizability 
of deferred tax assets, depreciation method, estimated salvage value of depreciable assets, and 
estimated useful life of depreciable assets.  

•    Cash from operations is a metric of interest to investors that can be enhanced by operating 
choices, such as stretching accounts payable, and potentially by classifi cation choices.      
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    PROBLEMS  

   1  .     Th e information provided by a low-quality fi nancial report will  most likely :  
    A   .     decrease company value. 
    B   .     indicate earnings are not sustainable. 
    C   .     impede the assessment of earnings quality.   

   2  .     To properly assess a company’s past performance, an analyst requires:  
    A   .     high earnings quality. 
    B   .     high fi nancial reporting quality. 
    C   .     both high earnings quality and high fi nancial reporting quality.   

   3  .     Low quality earnings  most likely  refl ect:  
    A   .     low-quality fi nancial reporting. 
    B   .     company activities which are unsustainable. 
    C   .     information that does not faithfully represent company activities.   

   4  .     Financial reports of the lowest level of quality refl ect:  
    A   .     fi ctitious events. 
    B   .     biased accounting choices. 
    C   .     accounting that is non-compliant with GAAP.   

   5  .     If a particular accounting choice is considered aggressive in nature, then the fi nancial 
performance for the current period would  most likely :  
    A   .     be neutral. 
    B   .     exhibit an upward bias. 
    C   .     exhibit a downward bias.   

   6  .     Which of the following is  most likely  to refl ect conservative accounting choices?  
    A   .     Decreased reported earnings in later periods 
    B   .     Increased reported earnings in the current period 
    C   .     Increased debt reported on the balance sheet at the end of the current period   

   7  .     Which of the following statements  most likely  describes a situation that would motivate a 
manager to issue low-quality fi nancial reports?  
    A   .     Th e manager’s compensation is tied to stock price performance. 
    B   .     Th e manager has increased the market share of products signifi cantly. 
    C   .     Th e manager has brought the company’s profi tability to a level higher than 

competitors.   

   8  .     A company is experiencing a period of strong fi nancial performance. In order to increase 
the likelihood of exceeding analysts’ earnings forecasts in the next reporting period, the 
company would  most likely  undertake accounting choices that:  
    A   .     infl ate reported revenue in the current period. 
    B   .     delay expense recognition in the current period. 
    C   .     accelerate expense recognition in the current period.   

  Th is question set was developed by Dan Reeder, CFA (Shawnee, OK, USA). Copyright © 2014 CFA 
Institute.  
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   9  .     Which of the following situations will  most likely  motivate managers to infl ate earnings in 
the current period?  
    A   .     Possibility of bond covenant violation 
    B   .     Earnings in excess of analysts’ forecasts 
    C   .     Earnings that are greater than the previous year   

   10  .     Which of the following  best  describes an opportunity for management to issue low-quality 
fi nancial reports?  
    A   .     Ineff ective board of directors 
    B   .     Pressure to achieve some performance level 
    C   .     Corporate concerns about fi nancing in the future   

   11  .     An audit opinion of a company’s fi nancial reports is  most likely  intended to:  
    A   .     detect fraud. 
    B   .     reveal misstatements. 
    C   .     assure that fi nancial information is presented fairly.   

   12  .     If a company uses a non-GAAP fi nancial measure in an SEC fi ling, then the company 
must:  
    A   .     give more prominence to the non-GAAP measure if it is used in earnings releases. 
    B   .     provide a reconciliation of the non-GAAP measure and equivalent GAAP measure. 
    C   .     exclude charges requiring cash settlement from any non-GAAP liquidity measures.   

   13  .     A company wishing to increase earnings in the current period may choose to:  
    A   .     decrease the useful life of depreciable assets. 
    B   .     lower estimates of uncollectible accounts receivables. 
    C   .     classify a purchase as an expense rather than a capital expenditure.   

   14  .     Bias in revenue recognition would  least likely  be suspected if:  
    A   .     the fi rm engages in barter transactions. 
    B   .     reported revenue is higher than the previous quarter. 
    C   .     revenue is recognized before goods are shipped to customers.   

   15  .     Which of the following is an indication that a company may be recognizing revenue pre-
maturely? Relative to its competitors, the company’s:  
    A   .     asset turnover is decreasing. 
    B   .     receivables turnover is increasing. 
    C   .     days sales outstanding is increasing.   

   16  .     Which of the following would  most likely  signal that a company may be using aggressive 
accrual accounting policies to shift current expenses to later periods? Over the last fi ve-
year period, the ratio of cash fl ow to net income has:  
    A   .     increased each year. 
    B   .     decreased each year. 
    C   .     fl uctuated from year to year.      
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 CHAPTER   12   

 FINANCIAL STATEMENT 
ANALYSIS: APPLICATIONS   

     Th omas R.     Robinson   ,   CFA   
    Jan     Hendrik van Greuning   ,   CFA   

    Elaine     Henry   ,   CFA   
    Michael A.     Broihahn   ,   CFA         

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         evaluate a company’s past fi nancial performance and explain how a company’s strategy is 
refl ected in past fi nancial performance;  

•         forecast a company’s future net income and cash fl ow;  
•         describe the role of fi nancial statement analysis in assessing the credit quality of a potential 

debt investment;  
•         describe the use of fi nancial statement analysis in screening for potential equity 

investments;  
•         explain appropriate analyst adjustments to a company’s fi nancial statements to facilitate 

comparison with another company.      

 1. INTRODUCTION 

 Th is chapter presents several important applications of fi nancial statement analysis. Among the 
issues we will address are the following:  

•    What are the key questions to address in evaluating a company’s past fi nancial performance?  
•    How can an analyst approach forecasting a company’s future net income and cash fl ow?  
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•    How can fi nancial statement analysis be used to evaluate the credit quality of a potential 
fi xed-income investment?  

•    How can fi nancial statement analysis be used to screen for potential equity investments?  
•    How can diff erences in accounting methods aff ect fi nancial ratio comparisons between com-

panies, and what are some adjustments analysts make to reported fi nancials to facilitate 
comparability among companies.   

 Th e chapter “Financial Statement Analysis: An Introduction” described a framework for 
conducting fi nancial statement analysis. Consistent with that framework, prior to undertaking 
any analysis, an analyst should explore the purpose and context of the analysis. Th e purpose 
and context guide further decisions about the approach, the tools, the data sources, and the 
format in which to report results of the analysis, and also suggest which aspects of the analysis 
are most important. Having identifi ed the purpose and context, the analyst should then be 
able to formulate the key questions that the analysis must address. Th e questions will suggest 
the data the analyst needs to collect to objectively address the questions. Th e analyst then pro-
cesses and analyzes the data to answer these questions. Conclusions and decisions based on the 
analysis are communicated in a format appropriate to the context, and follow-up is undertaken 
as required. Although this chapter will not formally present applications as a series of steps, the 
process just described is generally applicable. 

 Section 2 of this chapter describes the use of fi nancial statement analysis to evaluate a 
company’s past fi nancial performance, and Section 3 describes basic approaches to projecting 
a company’s future fi nancial performance. Section 4 presents the use of fi nancial statement 
analysis in assessing the credit quality of a potential debt investment. Section 5 concludes the 
survey of applications by describing the use of fi nancial statement analysis in screening for 
potential equity investments. Analysts often encounter situations in which they must make 
adjustments to a company’s reported fi nancial results to increase their accuracy or compara-
bility with the fi nancials of other companies. Section 6 illustrates several common types of 
analyst adjustments. Section 7 presents a summary, and practice problems in the CFA Institute 
multiple-choice format conclude the chapter.    

 2. APPLICATION: EVALUATING PAST FINANCIAL 
PERFORMANCE 

 Analysts examine a company’s past fi nancial performance for a number of reasons. 
Cross-sectional analysis of fi nancial performance facilitates understanding of the compara-
bility of companies for a market-based valuation.  1    Analysis of a company’s historical perfor-
mance over time can provide a basis for a forward-looking analysis of the company. Both 
cross-sectional and trend analysis can provide information for evaluating the quality and per-
formance of a company’s management. 

  1    Pinto et al. (2010) describe market-based valuation as using price multiples—ratios of a stock’s market 
price to some measure of value per share (e.g., price-to-earnings ratios). Although the valuation method 
may be used independently of an analysis of a company’s past fi nancial performance, such an analysis may 
provide reasons for diff erences in companies’ price multiples. 
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 An evaluation of a company’s past performance addresses not only  what  happened (i.e., 
how the company performed) but also  why  it happened—the causes behind the performance 
and how the performance refl ects the company’s strategy. Evaluative judgments assess whether 
the performance is better or worse than a relevant benchmark, such as the company’s own his-
torical performance, a competitor’s performance, or market expectations. Some key analytical 
questions include the following:  

•    How and why have corporate measures of profi tability, effi  ciency, liquidity, and solvency 
changed over the periods being analyzed?  

•    How do the level and trend in a company’s profi tability, effi  ciency, liquidity, and solvency 
compare with the corresponding results of other companies in the same industry? What 
factors explain any diff erences?  

•    What aspects of performance are critical for a company to successfully compete in its indus-
try, and how did the company perform relative to those critical performance aspects?  

•    What are the company’s business model and strategy, and how did they infl uence the com-
pany’s performance as refl ected in, for example, its sales growth, effi  ciency, and profi tability?   

 Data available to answer these questions include the company’s (and its competitors’) 
fi nancial statements, materials from the company’s investor relations department, corpor-
ate press releases, and non-fi nancial-statement regulatory fi lings, such as proxies. Useful 
data also include industry information (e.g., from industry surveys, trade publications, and 
government sources), consumer information (e.g., from consumer satisfaction surveys), 
and information that is gathered by the analyst fi rsthand (e.g., through on-site visits). 
Processing the data typically involves creating common-size fi nancial statements, calcu-
lating fi nancial ratios, and reviewing or calculating industry-specifi c metrics.  Example 1  
illustrates the eff ects of strategy on performance and the use of basic economic reasoning 
in interpreting results.  

 EXAMPLE 1    A Change in Strategy Refl ected in 
Financial Performance 

 Apple Inc. (NASDAQ: AAPL) is a company that has evolved and adapted over time. 
In its 1994 Prospectus (Form 424B5) fi led with the US SEC, Apple identifi ed itself as 
“one of the world’s leading personal computer technology companies.” At that time, 
most of its revenue was generated by computer sales. In the prospectus, however, Apple 
stated, “Th e Company’s strategy is to expand its market share in the personal computing 
industry while developing and expanding into new related business such as Personal In-
teractive Electronics and Apple Business Systems.” Over time, products other than com-
puters became signifi cant generators of revenue and profi t. In its 2010 Annual Report 
(Form 10-K) fi led with the SEC, Apple stated in Part I, Item 1, under Business Strat-
egy, “Th e Company is committed to bringing the best user experience to its customers 
through its innovative hardware, software, peripherals, services, and Internet off erings. 
Th e Company’s business strategy leverages its unique ability to design and develop . . . to 
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provide its customers new products and solutions with superior ease-of-use, seamless in-
tegration, and innovative industrial design. . . . Th e Company is therefore uniquely posi-
tioned to off er superior and well-integrated digital lifestyle and productivity solutions.” 
Clearly, the company is no longer simply a personal computer technology company. 

 In analyzing the historical performance of Apple as of the beginning of 2011, an 
analyst might refer to the information presented in  Exhibit 1 . Panel A presents selected 
fi nancial data for the company from 2007 to 2010. Panels B and C present excerpts 
from the segment footnote. Panel B reports the net sales by product, in millions of 
dollars, and Panel C reports the unit sales by product, in thousands. [Because Apple 
manages its business on the basis of geographical segments, the more complete data 
required in segment reporting (i.e., segment operating income and segment assets) is 
available only by geographical segment, not by product.] 

 In 2005, an article in  Barron’s  said, “In the last year, the iPod has become Apple’s 
best-selling product, bringing in a third of revenues for the Cupertino, Calif. fi rm. . . . 
Little noticed by these iPod zealots, however is a looming threat. . . . Wireless phone 
companies are teaming up with the music industry to make most mobile phones into 
music players” ( Barron’s  27 June 2005, p. 19). Th e threat noted by  Barron’s  was not un-
noticed or ignored by Apple. 

 In June 2007, Apple itself entered the mobile phone market with the launch of the 
original iPhone, followed in June 2008 by the second-generation iPhone 3G (a handheld 
device combining the features of a mobile phone, an iPod, and an internet connection 
device). Soon after, the company launched the iTunes App Store, which allows users to 
download third-party applications onto their iPhones. As noted in a 2009  Business Week  
article, Apple “is the world’s largest music distributor, having passed Wal-Mart Stores in 
early 2008. Apple sells around 90% of song downloads and 75% of digital music players 
in the United States” ( Business Week , 28 September 2009, p. 34). Product innovations 
continue as evidenced by the introduction of the iPad in January 2010. 

    EXHIBIT 1       Selected Data for Apple Inc. (for the four years ended 25 September 2010) 

 Panel A: Data for Apple Inc.  Fiscal Year 

(dollars in millions)  2010  2009  2008  2007 

Net sales $65,225 $42,905 $37,491 $24,578

Gross margin 25,684 17,222 13,197 8,152

Net income 14,013 8,235 6,119 3,495

Cash and marketable 
securities 51,011 33,992 24,490 15,386

Total current assets 41,678 31,555 30,006 21,956

Total assets 75,183 47,501 36,171 24,878

Total current liabilities 20,722 11,506 11,361 9,280

 Panel B: Net Sales by Product 

(dollars in millions)  2010  2009  2008  2007 

Desktops $6,201 $4,324 $5,622 $4,023

Portables 11,278 9,535 8,732 6,313
Total Mac net sales 17,479 13,859 14,354 10,336
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(dollars in millions)  2010  2009  2008  2007 
iPod 8,274 8,091 9,153 8,305
Other music related products and services 4,948 4,036 3,340 2,496
iPhone and related products and services 25,179 13,033 6,742 630
iPad and related products and services 4,958 0 0 0
Peripherals and other hardware 1,814 1,475 1,694 1,303
Software, service and other sales 2,573 2,411 2,208 1,508
Total net sales $65,225 $42,905 $37,491 $24,578

 Panel C: Unit Sales by Product 

(units in thousands)  2010  2009  2008  2007 
Desktops 4,627 3,182 3,712 2,714
Portables 9,035 7,214 6,003 4,337
Total Mac unit sales 13,662 10,396 9,715 7,051
Net sales per Mac unit sold $1,279 $1,333 $1,478 $1,466
iPod unit sales 50,312 54,132 54,828 51,630
Net sales per iPod unit sold $164 $149 $167 $161
iPhone units sold 39,989 20,731 11,627 1,389
iPad units sold 7,458 0 0 0

  Source:  Apple Inc. 2008 Form 10-K, 2009 Form 10-K/A, and 2010 Form 10-K.   

 Using the information provided, address the following:  

  1  .     Typically, products that are diff erentiated either through recognizable brand names, 
proprietary technology, unique styling, or some combination of these features can 
be sold at a higher price than commodity products.  
  A  .   In general, would the selling prices of diff erentiated products be more directly 

refl ected in a company’s operating profi t margin or gross profi t margin?  
  B  .   Does Apple’s fi nancial data (Panel A) refl ect a successful diff erentiation 

strategy?    
  2  .     How liquid is Apple at the end of fi scal 2009 and 2010? In general, what are some 

of the considerations that a company makes in managing its liquidity?  
  3  .     Based on the product segment data for 2007 (Panels B and C), Apple’s primary source 

of revenue was from sales of computers (the $10,336 million in sales of Mac comput-
ers represented 42 percent of total net sales) and its secondary source of revenue was 
from iPods. How has the company’s product mix changed since 2007, and what might 
this change suggest for an analyst examining Apple relative to its competitors?    

 Solution to 1:   
  A  .   Sales of diff erentiated products at premium prices would generally be refl ected 

more directly in the gross profi t margin; such sales would have a higher gross 
profi t margin, all else equal. Th e eff ect of premium pricing generally would also 
be refl ected in a higher operating margin. Expenditures on advertising and/or 

EXHIBIT 1 (Continued)
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research are required to support diff erentiation, however, which means that the 
eff ect of premium pricing on operating profi t margins is often weaker than the 
eff ect on gross profi t margins.  

  B  .   Based on Apple’s fi nancial data in Panel A, the company appears to have success-
fully implemented a diff erentiation strategy, with gross margin increasing from 
33 percent of sales to 40 percent of sales, as shown in the following table:

 2010  2009  2008  2007 

$ 
   Millions

Percent 
of Sales

$ 
   Millions

Percent 
of Sales

$ 
   Millions

Percent 
of Sales

$ 
   Millions

Percent 
of Sales

Net sales $65,225 100% $42,905 100% $37,491 100% $24,578 100%

Cost of sales 39,541 61% 25,683 60% 24,294 65% 16,426 67%

Gross 
margin $25,684 39% $17,222 40% $13,197 35% $8,152 33%

 In general, in addition to a successful diff erentiation strategy, higher gross margins can 
result from lower input costs and/or a change in sales mix to include more product types 
with high gross margins.   

 Solution to 2:   Apple was very liquid at the end of fi scal 2009 and 2010, with cur-
rent ratios of, respectively, 2.7 ($31,555/$11,506) and 2.0 (= $41,678/$20,722). In 
addition, the company had 71.6 and 67.8 percent of total assets invested in cash and 
marketable securities at the end of, respectively, 2009 and 2010. In general, some of the 
considerations that a company makes in managing its liquidity include the following: 
(1) maintaining enough cash and other liquid assets to ensure that it can meet near-
term operating expenditures and unexpected needs, (2) avoiding excessive amounts of 
cash because the return on cash assets is almost always less than the company’s costs of 
capital to fi nance its assets, and (3) accumulating cash that will be used for acquisitions 
(sometimes referred to as a “war chest,” which is illustrated in  Exhibit 2 ). Apple may 
be accumulating a war chest, but an analyst might, given point 2 above, question the 
amount of cash and marketable securities on hand.   

 Solution to 3:   In 2009, the proportion of Apple’s total sales from computers declined 
from 42 percent to 32 percent and the proportion of total sales from iPods declined 
from 34 percent to 19 percent. Th e biggest shift in product sales was the increase in 
iPhone sales from 3 percent in 2007, the year of the product’s introduction, to 30 per-
cent in 2009. In 2010, the proportion of Apple’s total sales from computers and iPods 
continued to decline and the proportion from iPhones continued to increase. Th ese pro-
portions in 2010 were, respectively, 27 percent, 13 percent, and 39 percent of total sales. 
Th e iPad introduced in fi scal 2010 represented 8 percent of total sales that year. For an 
analyst examining Apple relative to its competitors, the relevant comparable companies 
clearly changed from 2007 to 2010. Recently, the company may be more appropriately 
compared not only with other computer manufacturers but also with mobile phone 
manufacturers and companies developing competing software and systems for mobile 
internet devices. Apple’s product innovation has reshaped the competitive landscape.   
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 To illustrate the use of a war chest,  Exhibit 2  provides descriptions of several companies’ 
cash positions and potential uses of their funds. When a company has accumulated large 
amounts of cash, an analyst should consider the likely implications for a company’s strategic 
actions (i.e., potential acquisitions) or fi nancing decisions (e.g., share buybacks, dividends, or 
debt repayment). 

    EXHIBIT 2       War Chests  

 Th e expression “war chest” is sometimes used to refer to large cash balances that a company 
accumulates prior to making acquisitions. Some examples are shown here: 

  Apple Inc. 
 Apple (NASDAQ: AAPL) closed 2009 with nearly $40 billion in the bank, in 

the form of cash, short-term and long-term marketable securities. Th at “war chest,” 
as one shareholder described it [during Apple’s annual shareholder’s meeting], has 
fueled speculation about what the company might do with the funds. Options could 
include large acquisitions or returning cash to shareholders in the form of a buyback 
or dividend. 

 Dan Gallagher,  MarketWatch , 25 February 2010.  

  Asahi Breweries 
 Th e head of Japan’s Asahi Breweries said he expects to have $9.2 billion on tap 

for acquisitions over the next fi ve years as it looks for new growth drivers outside the 
shrinking domestic beer market. Asahi President Naoki Izumiya also told Reuters 
that he wanted to lift its stake in China’s Tsingtao Brewery pending regulatory chang-
es, and is eyeing closer ties in South Korea with that country’s top soft drinks maker, 
the Lotte Group. 

 Taiga Uranaka and Ritsuko Shimizu,  Reuters , Tuesday, 3 August 2010.  

  McLeod Russel India Ltd. 
 McLeod Russel India Ltd., the world’s biggest tea grower, plans to use rising 

prices to build a “war chest” of as much as $250 million to acquire companies. . . . 
Th e plantation company, based in Kolkata, may buy tea companies in India and Afri-
ca as it targets a 50 percent increase in production to 150 million kilograms in three 
to four years, said Aditya Khaitan, managing director of McLeod Russel. 

 Arijit Ghosh and Th omas Kutty Abraham,  Bloomberg , 14 May 2010.   

 In calculating and interpreting fi nancial statement ratios, an analyst needs to be aware of 
the potential impact on the fi nancial statements and related ratios of companies reporting un-
der diff erent accounting standards, such as international fi nancial reporting standards (IFRS), 
US generally accepted accounting principles (US GAAP), or other home-country GAAP. Fur-
thermore, even within a given set of accounting standards, companies still have discretion to 
choose among acceptable methods. A company also may make diff erent assumptions and esti-
mates even when applying the same method as another company. Th erefore, making selected 
adjustments to a company’s fi nancial statement data may be useful to facilitate comparisons 
with other companies or with the industry overall. Examples of such analyst adjustments will 
be discussed in Section 6. 
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 Non-US companies that use any acceptable body of accounting standards (other than 
IFRS or US GAAP) and fi le with the US SEC (because their shares or depositary receipts 
based on their shares trade in the United States) are required to reconcile their net income 
and shareholders’ equity accounts to US GAAP. Note that in 2007, the SEC eliminated the 
reconciliation requirement for non-US companies using IFRS and fi ling with the SEC.  Ex-
ample 2  uses reconciliation data from SEC fi lings to illustrate how diff erences in accounting 
standards can aff ect fi nancial ratio comparisons. Th e diff erences in the example are very 
large.  

 EXAMPLE 2    Th e Eff ect of Diff erences in Accounting Standards on 
ROE Comparisons 

 In the process of comparing the 2009 performance of three telecommunication com-
panies—Teléfonos de México, S.A.B. DE C.V. (NYSE: TMX), Tele Norte Leste 
Participações S.A. (NYSE: TNE), and Verizon Communications Inc. (NYSE: VZ)—an 
analyst prepared  Exhibit 3  to evaluate whether the diff erences in accounting standards 
aff ect the comparison of the three companies’ return on equity (ROE). Panel A presents 
selected data for TMX for 2008 and 2009 under Mexican GAAP and US GAAP. Panel 
B presents data for TNE under Brazilian GAAP and US GAAP. Panel C presents data 
for VZ under US GAAP. 

    EXHIBIT 3       Data for TMX, TNE, and VZ for a ROE Calculation (years ended 
31 December) 

 Panel A: Selected Data for Teléfonos de México (TMX)  

(in millions of Mexican pesos) 2009 2008

 Mexican GAAP 

Net income 20,469 20,177

Shareholders’ equity 38,321 39,371

 US GAAP 

Net income 19,818 19,782

Shareholders’ equity 7,465 11,309

 Panel B: Selected Data for Tele Norte Leste Participações S.A. (TNE) 

(in millions of Brazilian reais a ) 2009 2008

 Brazilian GAAP 

Net income (1,056) 1,432

Shareholders’ equity 15,352 11,411

 US GAAP 

Net income 4,866 1,252

Shareholders’ equity 21,967 11,203
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 Panel C: Selected Data for Verizon Communications Inc. 

(in millions of US dollars) 2009 2008

 US GAAP 

Net income 10,358 12,583

Shareholders’ equity 84,367 78,905

  a “Reais” is the plural of “real.” 
  Sources:  TMX’s and TME’s 2009 Form 20-F; VZ’s 2009 10-K.   

 Based on TMX’s reconciliation footnote, the most signifi cant adjustment for 
TMX between Mexican GAAP and US GAAP was an adjustment to shareholders’ 
equity for “Labor obligations (SFAS 158).” Th e US accounting standard SFAS 158, 
 Employers’ Accounting for Defi ned Benefi t Pension and Other Postretirement Plans , now 
codifi ed as Accounting Standards Codifi cation (ASC) 715 (i.e., Expenses: Compen-
sation–Retirement Benefi ts) requires companies to refl ect on their balance sheets the 
funded status of pensions and other post-employment benefi ts. (Funded status equals 
plan assets minus plan obligations.) For an underfunded plan—i.e., one in which 
assets that are held in trust to pay for the obligation are less than the amount of the 
obligation—the amount of underfunding is shown as a liability and as a reduction to 
shareholders’ equity. [Th e full reconciliation between shareholders’ equity under Mex-
ican FRS and US GAAP (not presented here) shows that the adjustment related to 
SFAS 158 reduced equity at TMX by 50,028 million pesos and 46,637 million pesos 
in 2009 and 2008, respectively.] 

 Based on TNE’s reconciliation footnote, the most signifi cant adjustment for TNE 
between Brazilian GAAP and US GAAP was an increase to net income to recognize a 
“bargain purchase gain on business combination.” A bargain purchase gain under US 
GAAP results when the purchase price of an acquisition is less than the fair value (as of 
the acquisition date) of the net identifi ed assets acquired. Th e adjustment for the bargain 
purchase gain represented an increase of 6,591 million Brazilian reais to net income as 
reported under Brazilian GAAP. 

 Does the diff erence in accounting standards aff ect the ROE comparison?  

 Solution:   When ROE is compared under diff erent standards, both of the non-US com-
panies report signifi cantly higher ROE under US GAAP than under home-country 
GAAP (Mexican GAAP for TMX and Brazilian GAAP for TNE). 

 When ROE is compared across companies, TMX’s ROE is higher than that of 
both of the other two companies regardless of whether the comparison is based on 
home-country amounts or US GAAP amounts. For TNE, however, the company re-
ported a loss and thus a negative ROE under home-country (Brazilian) GAAP but a 
profi t under US GAAP. Th e ROE for TNE is lower than VZ’s ROE when calculations 
are based on home-country GAAP but higher than VZ’s ROE when calculations are 
based on US GAAP. 

 Results of the calculations are summarized in the following table, with the calcula-
tions based on TMX’s Mexican GAAP explained after the table: 

(Continued)
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 Panel A: Teléfonos de México (TMX) 

 Mexican GAAP 

Return on average shareholders’ equity 52.69%

 US GAAP 

Return on average shareholders’ equity 211.12%

 Panel B: Tele Norte Leste Participações S.A. (TNE)  

 Brazilian GAAP 

Return on average shareholders’ equity –7.89%

 US GAAP 

Return on average shareholders’ equity 29.34%

 Panel C: Verizon Communications Inc. (VZ) 

 US GAAP 

Return on average shareholders’ equity 12.69%

 For an illustration of the ROE calculation, we have calculated TMX’s ROE (with all 
numbers in thousands of Mexican pesos) as 20,468,983/[(38,320,773 + 39,371,099)/2] = 
52.69%. Note that TMX’s signifi cantly higher ROE under US GAAP is the result of a 
much lower shareholders’ equity under US GAAP than under Mexican GAAP.   

 In  Example 2 , the 2009 ROE for both TMX and TNE diff ered substantially under 
home-country GAAP and US GAAP. In general, because the reconciliation data are no longer 
required by the SEC, we cannot determine whether diff erences in net income, equity, and 
thus ROE also exist between IFRS and the companies’ home-country GAAP (including US 
GAAP). Historically, research indicates that for most non-US companies fi ling with the SEC, 
diff erences in net income between US GAAP and home-country GAAP average 1–2 percent of 
market value of equity, but large variations do occur.  2    Additionally, research indicates that for 
most non-US companies fi ling with the SEC, ROE was historically higher under IFRS than 
under US GAAP.  3    

 Comparison of the levels and trends in a company’s performance provide information 
about  how  the company performed. Th e company’s management presents its view about causes 
underlying its performance in the management commentary or management discussion and 
analysis (MD&A) section of its annual report and during periodic conference calls with ana-

  2    Pownall and Schipper (1999). 
  3    In a study of European companies’ reconciliations in the last year that reconciliations were required by 
the SEC, Henry, Lin, and Yang (2009) found that most of the companies reported IFRS net income 
higher than US GAAP net income and reported IFRS shareholders’ equity lower than US GAAP share-
holders’ equity. Th e result was that 28 percent of the sample companies’ 2006 ROE under IFRS was 
more than 5 percentage points higher than under US GAAP whereas fewer than 10 percent of the sample 
report ROE more than 5 percentage points lower. 
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lysts and investors. To gain additional understanding of the causes underlying a company’s 
performance, an analyst can review industry information or seek information from additional 
sources, such as consumer surveys. 

 Th e results of an analysis of past performance provide a basis for reaching conclu-
sions and making recommendations. For example, an analysis undertaken as the basis for 
a forward-looking study might conclude that a company’s future performance is or is not 
likely to refl ect continuation of recent historical trends. As another example, an analysis 
to support a market-based valuation of a company might focus on whether the company’s 
profi tability and growth outlook, which is better (worse) than the peer group median, jus-
tifi es its relatively high (low) valuation. Th is analysis would consider market multiples, such 
as price-to-earnings ratio (P/E), price-to-book ratio, and total invested capital to EBITDA 
(earnings before interest, taxes, depreciation, and amortization).  4    As another example, an 
analysis undertaken as part of an evaluation of the management of two companies might 
result in conclusions about whether one company has grown as fast as another company, 
or as fast as the industry overall, and whether each company has maintained profi tability 
while growing.    

 3. APPLICATION: PROJECTING FUTURE 
FINANCIAL PERFORMANCE 

 Projections of future fi nancial performance are used in determining the value of a company 
or its equity component. Projections of future fi nancial performance are also used in credit 
analysis—particularly in project fi nance or acquisition fi nance—to determine whether a com-
pany’s cash fl ows will be adequate to pay the interest and principal on its debt and to evaluate 
whether a company will likely remain in compliance with its fi nancial covenants. 

 Sources of data for analysts’ projections include some or all of the following: the compa-
ny’s projections, the company’s previous fi nancial statements, industry structure and outlook, 
and macroeconomic forecasts. 

 Evaluating a company’s past performance may provide a basis for forward-looking anal-
yses. An evaluation of a company’s business and economic environment and its history may 
persuade the analyst that historical information constitutes a valid basis for such analyses and 
that the analyst’s projections may be based on the continuance of past trends, perhaps with 
some adjustments. Alternatively, in the case of a major acquisition or divestiture, for a start-
up company, or for a company operating in a volatile industry, past performance may be less 
relevant to future performance. 

 Projections of a company’s near-term performance may be used as an input to market-based 
valuation or relative valuation (i.e., valuation based on price multiples). Such projections may 
involve projecting next year’s sales and using the common-size income statement to project 
major expense items or particular margins on sales (e.g., gross profi t margin or operating 
profi t margin). Th ese calculations will then lead to the development of an income measure 
for a valuation calculation, such as net income, earnings per share (EPS) or EBITDA. More 
complex projections of a company’s future performance involve developing a more detailed 

  4     Total invested capital  is the sum of market value of common equity, book value of preferred equity, 
and face value of debt. 
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analysis of the components of performance for multiple periods—for example, projections of 
sales and gross margin by product line, projection of operating expenses based on historical 
patterns, and projection of interest expense based on requisite debt funding, interest rates, and 
applicable taxes. Furthermore, a projection should include sensitivity analyses applied to the 
major assumptions.  

 3.1.     Projecting Performance: An Input to Market-Based Valuation 

 One application of fi nancial statement analysis involves projecting a company’s near-term per-
formance as an input to market-based valuation. For example, an analyst might project a 
company’s sales and profi t margin to estimate EPS and then apply a projected P/E to establish 
a target price for the company’s stock. 

 Analysts often take a top-down approach to projecting a company’s sales.  5    First, industry 
sales are projected on the basis of their historical relationship with some macroeconomic in-
dicator, such as growth in real gross domestic product (GDP). In researching the automobile 
industry, for example, the analyst may fi nd that the industry’s annual domestic unit car sales 
(number of cars sold in domestic markets) bears a relationship to annual changes in real GDP. 
Regression analysis is often used to establish the parameters of such relationships. Other factors 
in projecting sales may include consumer income or tastes, technological developments, and 
the availability of substitute products or services. After industry sales are projected, a compa-
ny’s market share is projected. Company-level market share projections may be based on his-
torical market share and a forward-looking assessment of the company’s competitive position. 
Th e company’s sales are then estimated as its projected market share multiplied by projected 
total industry sales. 

 After developing a sales forecast for a company, an analyst can choose among various 
methods for forecasting income and cash fl ow. An analyst must decide on the level of detail 
to consider in developing forecasts. For example, separate forecasts may be made for indi-
vidual expense items or for more aggregated expense items, such as total operating expenses. 
Rather than stating a forecast in terms of expenses, the forecast might be stated in terms of 
a forecasted profi t margin (gross, operating, or net). Th e net profi t margin, in contrast to 
the gross or operating profi t margins, is aff ected by fi nancial leverage and tax rates, which 
are subject to managerial and legal/regulatory revisions; therefore, historical data may some-
times be more relevant for projecting gross or operating profi t margins than for projecting 
net profi t margins. Whatever the margin used, the forecasted amount of profi t for a given 
period is the product of the forecasted amount of sales and the forecast of the selected profi t 
margin. 

 As  Example 3  illustrates, for relatively mature companies operating in non-volatile prod-
uct markets, historical information on operating profi t margins can provide a useful starting 
point for forecasting future operating profi ts (at least over short forecasting horizons). Histori-
cal operating profi t margins are typically less reliable for projecting future margins for a new or 
relatively volatile business or one with signifi cant fi xed costs (which can magnify the volatility 
of operating margins).  

  5    Th e discussion in this paragraph is indebted to Benninga and Sarig (1997). 
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 EXAMPLE 3    Using Historical Operating Profi t Margins to Forecast 
Operating Profi t 

 One approach to projecting operating profi t is to determine a company’s average oper-
ating profi t margin over the previous several years and apply that margin to a forecast 
of the company’s sales. Use the following information on three companies to answer 
Questions 1 and 2 below:  

•    Johnson & Johnson (JNJ). Th is US health care conglomerate, founded in 1887, had 
2009 sales of around $61.9 billion from its three main businesses: pharmaceuticals, 
medical devices and diagnostics, and consumer products.  

•    BHP Billiton (BHP). Th is company, with group headquarters in Australia and sec-
ondary headquarters in London, is the world’s largest natural resources company, 
reporting revenue of approximately US$50.2 billion for the fi scal year ended June 
2009. Th e company mines, processes, and markets coal, copper, nickel, iron, bauxite, 
and silver and also has substantial petroleum operations.  

•    Baidu. Th is Chinese company, which was established in 2000 and went public on 
NASDAQ in 2005, is the leading Chinese language search engine. Th e company’s 
revenues for 2009 were 4.4 billion renminbi (RMB), an increase of 40 percent from 
2008 and more than 14 times greater than revenues in 2005.  
  1  .     For each of the three companies, state and justify whether the suggested forecast-

ing method (applying the average operating profi t over the previous several years 
to a forecast of sales) would be a reasonable starting point for projecting future 
operating profi t.  

  2  .     Assume that the 2009 forecast of sales was perfect and, therefore, equal to the 
realized sales by the company in 2009. Compare the forecast of 2009 operating 
profi t, using an average of the previous four years’ operating profi t margins, with 
the actual 2009 operating profi t reported by the company given the following 
additional information:    

•    JNJ: For the four years prior to 2009, JNJ’s average operating profi t margin was 
approximately 25.0 percent. Th e company’s actual operating profi t for 2009 was 
$15.6 billion.  

•    BHP: For the four years prior to the year ending June 2009, BHP’s average operating 
profi t margin was approximately 38.5 percent. Th e company’s actual operating profi t 
for the year ended June 2009 was US$12.2 billion.  

•    Baidu: Over the four years prior to 2009, Baidu’s average operating profi t margin 
was approximately 27.1 percent. Th e company’s actual operating profi t for 2009 was 
RMB1.6 billion.   

 Using the additional information given, state and justify whether actual results support 
the usefulness of the stable operating margin assumption.  

 Solution to 1:   

   JNJ . Because JNJ is an established company with diversifi ed operations in relatively 
stable businesses, the suggested approach to projecting the company’s operating 
profi t would be a reasonable starting point.  
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   BHP . Because commodity prices tend to be volatile and the mining industry is 
relatively capital intensive, the suggested approach to projecting BHP’s operating 
profi t would probably not be a useful starting point.  
   Baidu . A relatively new company such as Baidu has limited operating history on 
which to judge stability of margins. Th e company appears to have been in a period 
of rapid growth and is in an industry that has been changing rapidly in recent years. 
Th is important aspect about the company suggests that the broad approach to pro-
jecting operating profi t would not be a useful starting point for Baidu.     

 Solution to 2:  

   JNJ . JNJ’s actual operating profi t margin for 2009 was 25.2 percent ($15.6 billion 
divided by sales of $61.9 billion), which is very close to the company’s three-year 
average operating profi t margin of approximately 25.0 percent. If the average op-
erating profi t margin had been applied to perfectly forecasted 2009 sales to obtain 
forecasted operating profi t, the forecasting error would have been minimal.  
   BHP . BHP’s actual operating profi t margin for the year ended June 2009 was 24.3 
percent ($12.2 billion divided by sales of $50.2 billion). If the company’s aver-
age profi t margin of 38.5 percent had been applied to perfectly forecasted sales, 
the forecasted operating profi t would have been approximately US$19.3 billion, 
around 58 percent higher than actual operating profi t.  
   Baidu . Baidu’s actual operating profi t margin for 2009 was 36.4 percent (RMB1.6 
billion divided by sales of RMB4.4 billion). If the average profi t margin of 27.1 
percent had been applied to perfectly forecasted sales, the forecasted operating prof-
it would have been approximately RMB1.2 billion, or around 25 percent below 
Baidu’s actual operating profi t.     

 Although prior years’ profi t margins can provide a useful starting point in projections for 
companies with relatively stable business, the underlying data should, nonetheless, be examined 
to identify items that are not likely to occur again in the following year(s). Such non-recurring 
(i.e., transitory) items should be removed from computations of any profi t amount or profi t 
margin that will be used in projections.  Example 4  illustrates this principle.  

 EXAMPLE 4    Issues in Forecasting 

 Following are excerpts from the annual reports of two global companies. Indicate the 
relevance of each disclosure in forecasting the company’s future net income. (Business 
descriptions are from the companies’ websites.)  

  1  .     Anheuser-Busch InBev SA/NV (Euronext: ABI, NYSE: BUD), the world’s largest 
brewing company by volume, with brands such as Budweiser, Stella Artois, and 
Beck’s, disclosed the following items, which are primarily related to its acquisition 
of Anheuser-Busch.  
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  1.1. “Th e 2009 restructuring charges of (153)m US dollar primarily relate to the 
Anheuser-Busch integration, organizational alignments and outsourcing activi-
ties in the global headquarters, Western Europe and Asia Pacifi c. Th ese changes 
aim to eliminate overlap or duplicated processes and activities across functions 
and zones. Th ese one time expenses as a result of the series of decisions will pro-
vide the company with a lower cost base besides a stronger focus on AB InBev’s 
core activities, quicker decision-making and improvements to effi  ciency, service 
and quality…”  
  1.2. “2009 business and asset disposals resulted in an exceptional income of 
1,541m US dollar mainly representing the sale of assets of InBev USA LLC (also 
doing business under the name Labatt USA) to an affi  liate of KPS Capital Part-
ners, L.P. (54m US dollar), the sale of the Korean subsidiary Oriental Brewery 
to an affi  liate of Kohlberg Kravis Roberts & Co. L.P. (428m US dollar) and the 
sale of the Central European operations to CVC Capital Partners (1,088m US 
dollar) . . . ” 
  Source:  2009 Annual Report, note 8.    

  2  .     Nestlé Group (NESN.VX), the largest food and beverages manufacturer in the 
world, disclosed the following information about the sale of its holding in the eye 
care company Alcon Inc. (NYSE: ACL).  
  2.1. “Th e most signifi cant divestment was announced on 4 January 2010, with the 
agreement to sell our remaining holding in Alcon, for about USD 28 billion. Th e 
completion of this transaction will bring the total value realised from the three-part 
disposal of Alcon to over USD 40 billion. Alcon was acquired by Nestlé in 1977 
for USD 280 million.” 
  Source:  2009 Annual Report, Shareholder Letter, p. 4.  

  2.2. “On 7 July 2008, the Group sold 24.8% of Alcon outstanding capital to No-
vartis for a total amount of USD 10.4 billion, resulting in a profi t on disposal of 
CHF 9208 million and in an increase of non-controlling interests of CHF 1537 
million. Th e agreement further included the option for Novartis to acquire Nestlé’s 
remaining shareholding in Alcon at a price of USD 181.– per share from January 
2010 until July 2011. During the same period, Nestlé had the option to sell its 
remaining shareholding in Alcon to Novartis at the lower of either the call price 
of USD 181.– per share or the average share price during the week preceding the 
exercise plus a premium of 20.5%. On 4 January 2010, Novartis exercised its call 
option to acquire the remaining 52% shareholding from Nestlé at a price of USD 
181.– per share. Th e transaction is now pending regulatory approval which can be 
expected during the course of 2010. As IFRS 5 criteria were met on 31 December 
2009, Alcon’s related assets and liabilities are classifi ed as a disposal group in Assets 
held for sale and Liabilities directly associated with assets held for sale. Moreover, 
Alcon operations are disclosed as discontinued operations in the 2009 Consolidat-
ed Financial Statements. Th e results of Alcon discontinued operations are disclosed 
separately in the income statement.” 
  Source:  2009 Financial Statements, note 25.  

  2.3. Excerpt from Nestlé’s consolidated income statement for the year ended 
31 December 2009:  
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(CHF millions) 2009 2008

Sales

Continuing operations 100,579 103,086

Discontinued operations 7,039 6,822

Total 107,618 109,908

EBIT (earnings before interest, taxes, restructuring 
and impairments)

Continuing operations 13,222 13,240

Discontinued operations 2,477 2,436

 Total 15,699 15,676

Profi t for the year

Continuing operations 9,551 7,656

Discontinued operations 2,242 11,395

 Total 11,793 19,051

  Source:  2009 Financial Statements.         

 Discussion of 1.1. 
 Th is item relates to one-time restructuring charges aimed at eliminating duplication be-
tween the pre-acquisition operations of the two companies (InBev and Anheuser-Busch). 
Th e restructuring charges themselves are not directly relevant in forecasting the future 
net income of the company. If the restructuring successfully reduced the company’s cost 
base, however, the combined companies’ expenses in the future are likely to be less than 
the sum of the two individual companies’ expenses. Also, if the cost base was successfully 
reduced, the profi t margin for the combined company is likely to be higher than a profi t 
margin calculated as the sum of the individual companies’ profi ts divided by the sum of 
the individual companies’ sales revenues.   

 Discussion of 1.2. 
 Gains on sales of businesses and assets that result in exceptional income are not a core 
part of a company’s business. Th is item should typically not be viewed as an ongoing 
source of earnings and should not, therefore, be a component of forecasts of net income. 
Additionally, any portion of the company’s past income that had been generated by the 
businesses sold should be excluded from forecasted net income.   

 Discussion of 2.1. 
 Th ese disclosures pertain to Nestlé’s total USD40 billion return on the USD280 million 
investment in Alcon over 33 years (between 1977 and 2010). Th e information is not di-
rectly relevant to forecasting future net income. Although forecasts of net income must 
exclude the income from the divested business, information about the amount of that 
income is disclosed elsewhere.   
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 Discussion of 2.2. 
 Gains on sales of businesses and assets that result in exceptional income are not a core 
part of a company’s business, so neither the CHF9,208 million gain in 2008 nor any 
further gains on the transaction should be included in ongoing, long-term forecasts. An 
analyst can, however, use the disclosed information about the sale price and information 
about the net book value of the investment to estimate the gain that will be reported 
in 2010 net income. In addition, results of discontinued items should not be includ-
ed when assessing past performance or when forecasting future net income. As noted, 
the results of the discontinued items are shown separately on the income statement, as 
shown in excerpt 2.3.   

 Discussion of 2.3. 
 Results of discontinued items should not be included when assessing past performance 
or when forecasting future net income. For example, the company’s EBIT margin 
(EBIT/sales) for continuing operations for 2009 of 13 percent should be included in an 
analysis (not the 15 percent for the combined continuing and discontinued operations).   

 In general, when earnings projections are used as a foundation for market-based valu-
ations, an analyst will make appropriate allowance for transitory components of past earnings.   

 3.2.     Projecting Multiple-Period Performance 

 Projections of future fi nancial performance over multiple periods are needed in valuation mod-
els that estimate the value of a company or its equity by discounting future cash fl ows. Th e 
value of a company or its equity developed in this way can then be compared with its current 
market price as a basis for investment decisions. 

 Projections of future performance are also used for credit analysis. Th ese projections are 
important in assessing a borrower’s ability to repay interest and principal of debt obligations. 
Investment recommendations depend on the needs and objectives of the client and on an 
evaluation of the risk of the investment relative to its expected return—both of which are 
a function of the terms of the debt obligation itself as well as fi nancial market conditions. 
Terms of the debt obligation include amount, interest rate, maturity, fi nancial covenants, 
and collateral. 

  Example 5  presents an elementary illustration of net income and cash fl ow forecasting to 
illustrate a format for analysis and some basic principles. In  Example 5 , assumptions are shown 
fi rst; then, the period-by-period abbreviated fi nancial statement resulting from the assump-
tions is shown. 

 Depending on the use of the forecast, an analyst may choose to compute further, more 
specifi c cash fl ow metrics. For example, free cash fl ow to equity, which is used in discounted 
cash fl ow approaches to equity valuation, can be estimated as net income adjusted for 
noncash items, minus investment in net working capital and in net fi xed assets, plus net 
borrowing.  6     

  6    See Pinto, Henry, Robinson, and Stowe (2010) for further information. 
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 EXAMPLE 5    Basic Example of Financial Forecasting 

 Assume a company is formed with $100 of equity capital, all of which is immediately 
invested in working capital. Assumptions are as follows: 

Dividends Non-Dividend-Paying

First-year sales $100

Sales growth 10% per year

Cost of goods sold/Sales 20%

Operating expense/Sales 70%

Interest income rate 5%

Tax rate 30%

Working capital as percent of sales 90%

 Based on this information, forecast the company’s net income and cash fl ow for 
fi ve years.  

 Solution:    Exhibit 4  shows the net income forecasts in Line 7 and cash fl ow forecasts 
(“Change in cash”) in Line 18. 

    EXHIBIT 4       Basic Financial Forecasting 

Time Period

 0  1  2  3  4  5 

(1) Sales 100.0 110.0 121.0 133.1 146.4

(2) Cost of goods sold (20.0) (22.0) (24.2) (26.6) (29.3)

(3) Operating expenses (70.0) (77.0) (84.7) (93.2) (102.5)

(4) Interest income 0.0 0.9 0.8 0.8 0.7

(5) Income before tax 10.0 11.9 12.9 14.1 15.3

(6) Taxes (3.0) (3.6) (3.9) (4.2) (4.6)

(7) Net income 7.0 8.3 9.0 9.9 10.7

(8) Cash/Borrowing 0.0 17.0 16.3 15.4 14.4 13.1

(9) Working capital (non-cash) 100.0 90.0 99.0 108.9 119.8 131.8

(10) Total assets 100.0 107.0 115.3 124.3 134.2 144.9

(11) Liabilities 0.0 0.0 0.0 0.0 0.0 0.0

(12) Equity 100.0 107.0 115.3 124.3 134.2 144.9

(13) Total liabilities + Equity 100.0 107.0 115.3 124.3 134.2 144.9

(14) Net income 7.0 8.3 9.0 9.9 10.7

(15) Plus: Non-cash items 0.0 0.0 0.0 0.0 0.0

(16)  Less: Investment in 
working capital –10.0 9.0 9.9 10.9 12.0
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Time Period

 0  1  2  3  4  5 

(17)  Less: Investment in fi xed 
capital 0.0 0.0 0.0 0.0 0.0

(18) Change in cash 17.0 –0.7 –0.9 –1.0 –1.3

(19) Beginning cash 0.0 17.0 16.3 15.4 14.4

(20) Ending cash 17.0 16.3 15.4 14.4 13.1

  Exhibit 4  indicates that at time 0, the company is formed with $100 of equity 
capital (Line 12). All of the company’s capital is assumed to be immediately invested in 
working capital (Line 9). In future periods, because it is assumed that no dividends are 
paid, book equity increases each year by the amount of net income (Line 14). Future 
periods’ required working capital (Line 9) is assumed to be 90 percent of annual sales 
(Line 1). Sales are assumed to be $100 in the fi rst period and to grow at a constant rate 
of 10 percent per year (Line 1). Th e cost of goods sold is assumed to be constant at 
20 percent of sales (Line 2), so the gross profi t margin is 80 percent. Operating expenses 
are assumed to be 70 percent of sales each year (Line 3). Interest income (Line 4) is cal-
culated as 5 percent of the beginning balance of cash/borrowing or the ending balance 
of the previous period (Line 8) and is an income item when there is a cash balance, as 
in this example. (If available cash is inadequate to cover required cash outfl ows, the 
shortfall is presumed to be covered by borrowing. Th is borrowing would be shown as a 
negative balance on Line 8 and an associated interest expense on Line 4. Alternatively, 
a forecast can be presented with separate lines for cash and borrowing.) Taxes of 30 per-
cent are deducted to obtain net income (Line 7). 

 To calculate each period’s cash fl ow, begin with net income (Line 7 = Line 14), add 
back any noncash items, such as depreciation (Line 15), deduct investment in work-
ing capital in the period or change in working capital over the period (Line 16), and 
deduct investment in fi xed capital in the period (Line 17).  7    In this simple example, we 
are assuming that the company does not invest in any fi xed capital (long-term assets) 
but, rather, rents furnished offi  ce space. Th erefore, there is no depreciation and noncash 
items are zero. Each period’s change in cash (Line 18) is added to the beginning cash 
balance (Line 19) to obtain the ending cash balance (Line 20 = Line 8).   

EXHIBIT 4 (Continued)

  7    Working capital represents funds that must be invested in the daily operations of a business to, for ex-
ample, carry inventory and accounts receivable. Th e term “investment” in this context means “addition 
to” or “increase in.” Th e “investment in fi xed capital” is also referred to as “capital expenditure” (“capex”). 
See Pinto et al. (2010), Chapter 4, for further information. 

  Example 5  is simplifi ed to demonstrate some principles of forecasting. In practice, each 
aspect of a forecast presents a range of challenges. Sales forecasts may be very detailed, with 
separate forecasts for each year of each product line, each geographical, and/or each business 
segment. Sales forecasts may be based on past results (for relatively stable businesses), man-
agement forecasts, industry studies, and/or macroeconomic forecasts. Similarly, gross profi t 
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margins may be based on past results or forecasted relationships and may be detailed. Expenses 
other than cost of goods sold may be broken down into more detailed line items, each of which 
may be forecasted on the basis of its relationship with sales (if variable) or on the basis of its 
historical levels. Working capital requirements may be estimated as a proportion of the amount 
of sales (as in  Example 5 ) or the change in sales or as a compilation of specifi c forecasts for in-
ventory, receivables, and payables. Most forecasts will involve some investment in fi xed assets, 
in which case, depreciation amounts aff ect taxable income and net income but not cash fl ow. 
 Example 5  makes the simplifying assumption that interest is paid on the beginning-of-year 
cash balance. 

  Example 5  develops a series of point estimates for future net income and cash fl ow. In 
practice, forecasting generally includes an analysis of the risk in forecasts—in this case, an 
assessment of the impact on income and cash fl ow if the realized values of variables diff er 
signifi cantly from the assumptions used in the base case or if actual sales are much diff erent 
from forecasts. Quantifying the risk in forecasts requires an analysis of the economics of the 
company’s businesses and expense structure and the potential impact of events aff ecting the 
company, the industry, and the economy in general. When that investigation is completed, the 
analyst can use scenario analysis or Monte Carlo simulation to assess risk. Scenario analysis 
involves specifying assumptions that diff er from those used as the base-case assumptions. In 
 Example 5 , the projections of net income and cash fl ow could be recast in a more pessimistic 
scenario, with assumptions changed to refl ect slower sales growth and higher costs. A Monte 
Carlo simulation involves specifying probability distributions of values for variables and ran-
dom sampling from those distributions. In the analysis in  Example 5 , the projections would 
be repeatedly recast with the selected values for the drivers of net income and cash fl ow, thus 
permitting the analyst to evaluate a range of possible results and the probability of simulating 
the possible actual outcomes. 

 An understanding of fi nancial statements and ratios can enable an analyst to make more de-
tailed projections of income statement, balance sheet, and cash fl ow statement items. For exam-
ple, an analyst may collect information on normal inventory and receivables turnover and use this 
information to forecast accounts receivable, inventory, and cash fl ows based on sales projections 
rather than use a composite working capital investment assumption, as in  Example 5 . 

 As the analyst makes detailed forecasts, he or she must ensure that the forecasts are con-
sistent with each other. For instance, in  Example 6 , the analyst’s forecast concerning days of 
sales outstanding (which is an estimate of the average time to collect payment from sales made 
on credit) should fl ow from a model of the company that yields a forecast of the change in 
the average accounts receivable balance. Otherwise, predicted days of sales outstanding and 
accounts receivable will not be mutually consistent.  

 EXAMPLE 6    Consistency of Forecasts  8    

 Brown Corporation had an average days-of-sales-outstanding (DSO) period of 19 days 
in 2009. An analyst thinks that Brown’s DSO will decline in 2010 (because of expected 
improvements in the company’s collections department) to match the industry average 
of 15 days. Total sales (all on credit) in 2009 were $300 million, and Brown expects total 

  8    Adapted from a past CFA Institute examination question. 
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 Th e next section illustrates the application of fi nancial statement analysis to credit risk 
analysis.     

 4. APPLICATION: ASSESSING CREDIT RISK 

  Credit risk  is the risk of loss caused by a counterparty’s or debtor’s failure to make a prom-
ised payment. For example, credit risk with respect to a bond is the risk that the obligor (the 
issuer of the bond) will not be able to pay interest and/or principal according to the terms of 
the bond indenture (contract).  Credit analysis  is the evaluation of credit risk. Credit analysis 
may relate to the credit risk of an obligor in a particular transaction or to an obligor’s overall 
creditworthiness. 

 In assessing an obligor’s overall creditworthiness, one general approach is credit scoring, a 
statistical analysis of the determinants of credit default. Credit analysis for specifi c types of debt 
(e.g., acquisition fi nancing and other highly leveraged fi nancing) typically involves projections 
of period-by-period cash fl ows. 

 Whatever the techniques adopted, the analytical focus of credit analysis is on debt-paying 
ability. Unlike payments to equity investors, payments to debt investors are limited by the 
agreed contractual interest. If a company experiences fi nancial success, its debt becomes less 
risky but its success does not increase the amount of payments to its debtholders. In contrast, 
if a company experiences fi nancial distress, it may be unable to pay interest and principal on its 
debt obligations. Th us, credit analysis has a special concern with the sensitivity of debt-paying 
ability to adverse events and economic conditions—cases in which the creditor’s promised 
returns may be most at risk. Because those returns are generally paid in cash, credit analysis 
usually focuses on cash fl ow rather than accrual income. Typically, credit analysts use return 
measures related to operating cash fl ow because it represents cash generated internally, which 
is available to pay creditors. 

 Th ese themes are refl ected in  Example 7 , which illustrates the application to an industry 
group of four groups of quantitative factors in credit analysis: (1) scale and diversifi cation, (2) 
tolerance for leverage, (3) operational effi  ciency, and (4) margin stability. 

sales (all on credit) to increase to $320 million in 2010. To achieve the lower DSO, the 
change in the average accounts receivable balance from 2009 to 2010 that must occur 
is  closest  to:  
  A  .   –$3.51 million.  
  B  .   –$2.46 million.  
  C  .   $2.46 million.  
  D  .   $3.51 million.    

 Solution:   B is correct. Th e fi rst step is to calculate accounts receivable turnover from 
the DSO collection period. Receivable turnover equals 365/19 (DSO) = 19.2 for 2009 
and 365/15 = 24.3 in 2010. Next, the analyst uses the fact that the average accounts 
receivable balance equals sales/receivable turnover to conclude that for 2009, average 
accounts receivable was $300,000,000/19.2 = $15,625,000 and for 2010, it must equal 
$320,000,000/24.3 = $13,168,724. Th e diff erence is a reduction in receivables of 
$2,456,276.   
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 “Scale and diversifi cation” relate to a company’s sensitivity to adverse events, adverse eco-
nomic conditions, and other factors—such as market leadership, purchasing power with sup-
pliers, and access to capital markets—that may aff ect debt-paying ability. 

 Financial policies, or “tolerance for leverage,” relate to the obligor’s ability to service its 
indebtedness (i.e., make the promised payments on debt). In  Example 7 , various solvency 
ratios are used to measure tolerance for leverage. One set of tolerance-for-leverage measures is 
based on retained cash fl ow (RCF). RCF is defi ned by Moody’s Investors Service as operating 
cash fl ow before working capital changes less dividends. For example, under the assumption of 
no capital expenditures, a ratio of RCF to total debt of 0.5 indicates that the company may be 
able to pay off  debt from cash fl ow retained in the business in approximately 1/0.5 = 2 years (at 
current levels of RCF and debt); a ratio adjusting for capital expenditures is also used. Other 
factors include interest coverage ratios based on EBITDA, which are also chosen by Moody’s 
in specifying factors for operational effi  ciency and margin stability. 

 “Operational effi  ciency” as defi ned by Moody’s relates to cost structure: Companies with 
lower costs are better positioned to deal with fi nancial stress. 

 “Margin stability” relates to the past volatility of profi t margins: Higher stability should 
be associated with lower credit risk.  

 EXAMPLE 7    Moody’s Evaluation of Quantifi able Rating Factors for a 
Specifi c Industry   9     

 Moody’s considers a number of items when assigning credit ratings for the global aero-
space and defense industry, including quantitative measures of three broad factors: size 
and scale; business profi le, revenue sustainability, and effi  ciency; and fi nancial leverage 
and fl exibility. A company’s ratings for each of these factors are weighted and aggregated 
in determining the overall credit rating assigned. Th e broad factors, the sub-factors, and 
weightings are as follows: 

 Broad Factor  Sub-Factors 

 Sub-Factor 
Weighting 

(%) 

 Broad Factor 
Weighting 

(%) 

Size and scale Total revenue 10
25

Operating profi t 15

Business 
profi le, revenue 
sustainability, and 
effi  ciency

Expected business profi le (e.g., prime 
contractor versus easily replaced 
small supplier) 10

25Revenue visibility (backlog/revenue) 5

Revenue protection (competitive 
factors; e.g., barriers to entry) 5

EBITA/Average assets 5

  9    “Rating Methodology: Global Aerospace and Defense” (Moody’s, 2010), p. 21. 
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 Broad Factor  Sub-Factors 

 Sub-Factor 
Weighting 

(%) 

 Broad Factor 
Weighting 

(%) 

Financial leverage 
and fl exibility

Debt/EBITDA 10 50

Free cash fl ow/Net debt 10

Retained cash fl ow/Debt 10

Cash and marketable securities/ Debt 10

EBIT/Interest 10

Total   100 100

  1  .     What are some reasons why Moody’s may have selected these three broad factors as 
being important in assigning a credit rating in the aerospace and defense industry?  

  2  .     Why might fi nancial leverage and fl exibility be weighted so heavily?    

 Solution to 1:     Size and scale:  

•    Larger size can strengthen negotiating position with customers and suppliers, leading 
to better contract terms and potential cost savings.  

•    Larger scale typically indicates prior success.  
•    Larger scale can enhance a company’s ability to manage and react to variable market 

conditions.  
•    Larger scale often indicates greater geographical, product, and customer diversifi cation.    

  Business profi le, revenue sustainability, and effi  ciency:  

•    A business profi le that provides some protection from competition, a sustainable fl ow 
of revenues as indicated by a strong order backlog, and better operating effi  ciency 
should contribute to higher and more sustainable cash fl ows.   

 Financial leverage and fl exibility:  

•    Strong fi nancial policies should increase the likelihood of cash fl ows being suffi  cient 
to service debt.       

 Solution to 2:   Th e level of debt relative to earnings and cash fl ow is a critical factor in 
assessing creditworthiness. Th e higher the current level of debt, the higher the risk of 
default.   

 A point to note regarding  Example 7  is that the rating factors and the metrics used to 
represent each can vary by industry group. For example, for heavy manufacturing (manufac-
turing of the capital assets used in other manufacturing and production processes), Moody’s 
distinguishes order trends and quality as distinctive credit factors aff ecting future revenues, 
factory load, and profi tability patterns. 

(Continued)
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 Analyses of a company’s historical and projected fi nancial statements are an integral part 
of the credit evaluation process. As noted by Moody’s, fi nancial statement information is an 
important source of information for the rating process: 

  Much of the information used in assessing performance for the sub-factors is found 
in or calculated using the company’s fi nancial statements; others are derived from 
observations or estimates by the analysts. … Moody’s ratings are forward-looking and 
incorporate our expectations for future fi nancial and operating performance. We use 
both historical and projected fi nancial results in the rating process. Historical results 
help us understand patterns and trends for a company’s performance as well as for 
peer comparison.  10     

 As noted, Moody computes a variety of ratios in assessing creditworthiness. A comparison 
of a company’s ratios with the ratios of its peers is informative in evaluating relative creditwor-
thiness, as demonstrated in  Example 8 .  

  10    Ibid., p. 7. 

 EXAMPLE 8    Peer Comparison of Ratios 

 A credit analyst is assessing the effi  ciency and leverage of two aerospace companies on 
the basis of certain sub-factors identifi ed by Moody’s. Th e analyst collects the informa-
tion from the companies’ annual reports and calculates the following ratios:  11    

Bombardier Inc. BAE Systems plc

EBITDA/Average assets 7.5% 10.1%

Debt/EBITDA 3.9 3.1

Retained cash fl ow to debt 6.1% 13.7%

Free cash fl ow to net debt –7.0% 7.7%

 Based solely on the data given, which company is more likely to be assigned a 
higher credit rating, and why?  

 Solution:   Th e ratio comparisons are all in favor of BAE Systems plc. BAE has a high-
er level of EBITDA in relation to average assets, higher retained cash fl ow relative to 
debt, and higher free cash fl ow to net debt. BAE also has a lower level of debt relative 
to EBITDA. Based on the data given, therefore, BAE is likely to be assigned a higher 
credit rating.   

  11    In calculating fi nancial ratios (values not disclosed in the rating report), Moody’s makes various 
adjustments to the fi nancial data reported by companies in order to better refl ect underlying obliga-
tions and/or to achieve greater comparability with other companies in the industry. Th e adjustments 
made in calculating ratios for this example do not necessarily correspond exactly to those calculated 
by Moody’s. 
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 Before calculating ratios such as those presented in  Example 8 , rating agencies make certain 
adjustments to reported fi nancial statements, such as adjusting debt to include off -balance-sheet 
debt in a company’s total debt.  12    We will describe in Section 6 some common adjustments. 

 Financial statement analysis, especially fi nancial ratio analysis, can also be an important 
tool in selecting equity investments, as discussed in the next section.    

 5. APPLICATION: SCREENING FOR POTENTIAL EQUITY 
INVESTMENTS 

 Ratios constructed from fi nancial statement data and market data are often used to screen for 
potential equity investments.  Screening  is the application of a set of criteria to reduce a set of 
potential investments to a smaller set having certain desired characteristics. Criteria involving 
fi nancial ratios generally involve comparing one or more ratios with some pre-specifi ed target 
or cutoff  values. 

 A security selection approach incorporating fi nancial ratios may be applied whether the 
investor uses top-down analysis or bottom-up analysis.  Top-down analysis  involves identifying 
attractive geographical segments and/or industry segments, from which the investor chooses 
the most attractive investments.  Bottom-up analysis  involves selection of specifi c investments 
from all companies within a specifi ed investment universe. Regardless of the direction, screen-
ing for potential equity investments aims to identify companies that meet specifi c criteria. 
An analysis of this type may be used as the basis for directly forming a portfolio, or it may be 
undertaken as a preliminary part of a more thorough analysis of potential investment targets. 

 Fundamental to this type of analysis are decisions about which metrics to use as screens, how 
many metrics to include, what values of those metrics to use as cutoff  points, and what weighting 
to give each metric. Metrics may include not only fi nancial ratios but also characteristics such 
as market capitalization or membership as a component security in a specifi ed index.  Exhibit 5  
presents a hypothetical example of a simple stock screen based on the following criteria: a valu-
ation ratio (P/E) less than a specifi ed value, a solvency ratio measuring fi nancial leverage (total 
debt/assets) not exceeding a specifi ed value, positive net income, and dividend yield (dividends 
per share divided by price per share) greater than a specifi ed value.  Exhibit 5  shows the results of 
applying the screen in August 2010 to a set of 5,187 US companies with market capitalization 
greater than $100 million, which compose a hypothetical equity manager’s investment universe. 

    EXHIBIT 5       Example of a Stock Screen 

Stocks Meeting Criterion

Criterion Number Percent of Total

P/E <15 1,471 28.36%

Total debt/Assets ≤ 0.5 880 16.97%

Net income/Sales > 0 2,907 56.04%

Dividend yield > 0.5% 1,571 30.29%

Meeting all four criteria simultaneously 101 1.95%

  Source for data:   http://google.com/fi nance/ .   

  12    Ibid., p. 6. 
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 Several points about the screen in  Exhibit 5  are consistent with many screens used in 
practice:  

•    Some criteria serve as checks on the results from applying other criteria. In this hypothetical 
example, the fi rst criterion selects stocks that appear relatively cheaply valued. Th e stocks 
might be cheap for a good reason, however, such as poor profi tability or excessive fi nancial 
leverage. So, the requirement for net income to be positive serves as a check on profi tability, 
and the limitation on fi nancial leverage serves as a check on fi nancial risk. Of course, fi nan-
cial ratios or other statistics cannot generally control for exposure to certain other types of 
risk (e.g., risk related to regulatory developments or technological innovation).  

•    If all the criteria were completely independent of each other, the set of stocks meeting all 
four criteria would be 42, equal to 5,187 times 0.82 percent—the product of the fraction of 
stocks satisfying the four criteria individually (i.e., 0.2836 × 0.1697 × 0.5604 × 0.3029 = 
0.0082, or 0.82 percent). As the screen illustrates, criteria are often not independent, and 
the result is that more securities pass the screening than if criteria were independent. In this 
example, 101 (or 1.95 percent) of the securities pass all four screens simultaneously. For 
an example of the lack of independence, we note that dividend-paying status is probably 
positively correlated with the ability to generate positive earnings and the value of the third 
criterion. If stocks that pass one test tend to also pass another, few are eliminated after the 
application of the second test.  

•    Th e results of screens can sometimes be relatively concentrated in a subset of the sectors 
represented in the benchmark. Th e fi nancial leverage criterion in  Exhibit 5  would exclude 
banking stocks, for example. What constitutes a high or low value of a measure of a fi nancial 
characteristic can be sensitive to the industry in which a company operates.   

 Screens can be used by both  growth investors  (focused on investing in high-earnings-
growth companies),  value investors  (focused on paying a relatively low share price in relation 
to earnings or assets per share), and  market-oriented investors  (an intermediate grouping 
of investors whose investment disciplines cannot be clearly categorized as value or growth). 
Growth screens would typically feature criteria related to earnings growth and/or momentum. 
Value screens, as a rule, feature criteria setting upper limits for the value of one or more valua-
tion ratios. Market-oriented screens would not strongly emphasize valuation or growth criteria. 
Th e use of screens involving fi nancial ratios may be most common among value investors. 

 Many studies have assessed the most eff ective items of accounting information for screen-
ing equity investments. Some research suggests that certain items of accounting information 
can help explain (and potentially predict) market returns (e.g., Chan et al. 1991; Lev and 
Th iagarajan 1993; Lakonishok et al. 1994; Davis 1994; Abarbanell and Bushee 1998). Repre-
sentative of such investigations is Piotroski (2000), whose screen uses nine accounting-based 
fundamentals that aim to identify fi nancially strong and profi table companies among those 
with high book value/market value ratios. For example, the profi tability measures relate to 
whether the company reported positive net income, positive cash fl ow, and an increase in 
return on assets (ROA). 

 An analyst may want to evaluate how a portfolio based on a particular screen would have 
performed historically. For this purpose, the analyst uses a process known as “back-testing.” 
 Back-testing  applies the portfolio selection rules to historical data and calculates what returns 
would have been earned if a particular strategy had been used. Th e relevance of back-testing to 
investment success in practice, however, may be limited. Haugen and Baker (1996) described 
some of these limitations:  
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•    Survivorship bias: If the database used in back-testing eliminates companies that cease to 
exist because of a bankruptcy or merger, then the remaining companies collectively will 
appear to have performed better.  

•    Look-ahead bias: If a database includes fi nancial data updated for restatements (where com-
panies have restated previously issued fi nancial statements to correct errors or refl ect changes 
in accounting principles),  13    then there is a mismatch between what investors would have 
actually known at the time of the investment decision and the information used in the 
back-testing.  

•    Data-snooping bias: If researchers build a model on the basis of previous researchers’ fi nd-
ings, then use the same database to test that model, they are not actually testing the model’s 
predictive ability. When each step is backward looking, the same rules may or may not 
produce similar results in the future. Th e predictive ability of the model’s rules can validly be 
tested only by using future data. One academic study has argued that the apparent ability of 
value strategies to generate excess returns is largely explainable as the result of collective data 
snooping (Conrad, Cooper, and Kaul, 2003).       

  13    In the United States, restatements of previously issued fi nancial statements have increased in recent 
years. Th e US Government Accounting Offi  ce (2002) reported 919 restatements by 834 public compa-
nies from January 1997 to June 2002. Th e  Wall Street Journal  has reported that the number of restate-
ments increased from 613 in 2004 to 1,195 in 2005 ( Wall Street Journal , 2006). 

 EXAMPLE 9    Ratio-Based Screening for Potential Equity Investments 

 Below are two alternative strategies under consideration by an investment fi rm:  

   Strategy A : Invest in stocks that are components of a global equity index, have a 
ROE above the median ROE of all stocks in the index, and have a P/E less than 
the median P/E.  
   Strategy B : Invest in stocks that are components of a broad-based US equity index, 
have a ratio of price to operating cash fl ow in the lowest quartile of companies in 
the index, and have shown increases in sales for at least the past three years.   

 Both strategies were developed with the use of back-testing.  

  1  .     How would you characterize the two strategies?  
  2  .     What concerns might you have about using such strategies?    

 Solution to 1:   Strategy A appears to aim for global diversifi cation and combines a re-
quirement for high relative profi tability with a traditional measure of value (low P/E). 
Strategy B focuses on both large and small companies in a single market and apparently 
aims to identify companies that are growing and have a lower price multiple based on 
cash fl ow from operations.   

 Solution to 2:   Th e use of  any  approach to investment decisions depends on the objec-
tives and risk profi le of the investor. With that crucial consideration in mind, we note 
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 6. ANALYST ADJUSTMENTS TO REPORTED FINANCIALS 

 When comparing companies that use diff erent accounting methods or estimate key account-
ing inputs in diff erent ways, analysts frequently adjust a company’s fi nancials. In this section, 
we fi rst provide a framework for considering potential analyst adjustments to facilitate such 
comparisons and then provide examples of such adjustments. In practice, required adjustments 
vary widely. Th e examples presented here are not intended to be comprehensive but, rather, to 
illustrate the use of adjustments to facilitate a meaningful comparison.  

 6.1.     A Framework for Analyst Adjustments 

 In this discussion of potential analyst adjustments to a company’s fi nancial statements, we use 
a framework focused on the  balance sheet . Because the fi nancial statements are interrelated, 
however, adjustments to items reported on one statement may also be refl ected in adjustments 
to items on another fi nancial statement. For example, an analyst adjustment to inventory on 
the balance sheet aff ects cost of goods sold on the income statement (and thus also aff ects net 
income and, subsequently, the retained earnings account on the balance sheet). 

 Regardless of the particular order in which an analyst considers the items that may require 
adjustment for comparability, the following aspects are appropriate:  

•     Importance  ( materiality ). Is an adjustment to this item likely to aff ect the conclusions? 
In other words, does it matter? For example, in an industry where companies require 

that ratio-based benchmarks may be an effi  cient way to screen for potential equity in-
vestments. In screening, however, many questions arise. 

 First, unintentional selections can be made if criteria are not specifi ed carefully. For 
example, Strategy A might unintentionally select a loss-making company with negative 
shareholders’ equity because negative net income divided by negative shareholders’ eq-
uity arithmetically results in a positive ROE. Strategy B might unintentionally select a 
company with negative operating cash fl ow because price to operating cash fl ow will be 
negative and thus very low in the ranking. In both cases, the analyst can add additional 
screening criteria to avoid unintentional selections; these additional criteria could in-
clude requiring positive shareholders’ equity in Strategy A and requiring positive oper-
ating cash fl ow in Strategy B. 

 Second, the inputs to ratio analysis are derived from fi nancial statements, and com-
panies may diff er in the fi nancial standards they apply (e.g., IFRS versus US GAAP), 
the specifi c accounting method(s) they choose within those allowed by the reporting 
standards, and/or the estimates made in applying an accounting method. 

 Th ird, back-testing may not provide a reliable indication of future performance 
because of survivorship bias, look-ahead bias, or data-snooping bias. Also, as suggest-
ed by fi nance theory and by common sense, the past is not necessarily indicative of 
the future. 

 Fourth, implementation decisions can dramatically aff ect returns. For example, de-
cisions about frequency and timing of portfolio re-evaluation and changes aff ect trans-
action costs and taxes paid out of the portfolio.   
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minimal inventory, does it matter that two companies use diff erent inventory accounting 
methods?  

•     Body of standards . Is there a diff erence in the body of standards being used (US GAAP versus 
IFRS)? If so, in which areas is the diff erence likely to aff ect a comparison?  

•     Methods . Is there a diff erence in accounting methods used by the companies being 
compared?  

•     Estimates . Is there a diff erence in important estimates used by the companies being 
compared?   

 Th e following sections illustrate analyst adjustments—fi rst, those relating to the asset side of 
the balance sheet and then those relating to the liability side.   

 6.2.     Analyst Adjustments Related to Investments 

 Accounting for investments in the debt and equity securities of other companies (other 
than investments accounted for under the equity method and investments in consolidated 
subsidiaries) depends on management’s intention (i.e., whether to actively trade the securi-
ties, make them available for sale, or in the case of debt securities, hold them to maturity). 
When securities are classifi ed as “fi nancial assets measured at fair value through profi t or 
loss” (similar to “trading” securities in US GAAP), unrealized gains and losses are reported 
in the income statement. When securities are classifi ed as “fi nancial assets measured at fair 
value through other comprehensive income” (similar to “available-for-sale” securities in US 
GAAP), unrealized gains and losses are not reported in the income statement and, instead, 
are recognized in equity. If two otherwise comparable companies have signifi cant diff er-
ences in the classifi cation of investments, analyst adjustments may be useful to facilitate 
comparison.   

 6.3.     Analyst Adjustments Related to Inventory 

 With inventory, adjustments may be required for diff erent accounting methods. As described 
in previous chapters, a company’s decision about inventory method will aff ect the value of in-
ventory shown on the balance sheet as well as the value of inventory that is sold (cost of goods 
sold). If a company not reporting under IFRS  14    uses LIFO (last-in, fi rst-out) and another uses 
FIFO (fi rst-in, fi rst-out), comparability of the fi nancial results of the two companies will suff er. 
Companies that use the LIFO method, must also, however, disclose the value of their inven-
tory under the FIFO method. To recast inventory values for a company using LIFO reporting 
on a FIFO basis, the analyst adds the ending balance of the LIFO reserve to the ending value 
of inventory under LIFO accounting. To adjust cost of goods sold to a FIFO basis, the analyst 
subtracts the change in the LIFO reserve from the reported cost of goods sold under LIFO 
accounting.  Example 10  illustrates the use of a disclosure of the value of inventory under the 
FIFO method to make a more consistent comparison of the current ratios of two companies 
reporting in diff erent methods.  

  14    IAS No. 2 does not permit the use of LIFO. 
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 EXAMPLE 10    Adjustment for a Company Using LIFO Accounting 
for Inventories 

 An analyst is comparing the fi nancial performance of Carpenter Technology Corpora-
tion (NYSE: CRS), a US company operating in the specialty metals industry, with the 
fi nancial performance of a similar company that uses IFRS for reporting. Under IFRS, 
this company uses the FIFO method of inventory accounting. Th erefore, the analyst 
must convert results to a comparable basis.  Exhibit 6  provides balance sheet information 
on CRS. 

    EXHIBIT 6       Data for Carpenter Technology Corporation 

30 June

2010 2009

Total current assets 820.2 749.7

Total current liabilities 218.1 198.5

NOTE 6. INVENTORIES

Inventories consist of the following ($ millions):

Raw materials $30.7 $29.5

Work in process 109.1 90.8

Finished goods 63.8 65.1

$203.6 $185.4

 If the fi rst-in, fi rst-out method of inventory had been used instead of the LIFO method, in-
ventories would have been $331.8 and $305.8 million higher as of June 30, 2010 and 2009, 
respectively. 
  Source:  10-K for Carpenter Technology Corporation for the year ended 30 June 2010.    

  1  .     Based on the information in  Exhibit 6 , calculate CRS’s current ratio under FIFO 
and LIFO for 2009 and 2010.  

  2  .     CRS makes the following disclosure in the risk section of its MD&A. Assuming an 
eff ective tax rate of 35 percent, estimate the impact on CRS’s tax liability.   

   “We value most of our inventory using the LIFO method, which could 
be repealed resulting in adverse aff ects on our cash fl ows and fi nancial 
condition.  

 Th e cost of our inventories is primarily determined using the Last-In 
First-Out (“LIFO”) method. Under the LIFO inventory valuation method, 
changes in the cost of raw materials and production activities are recognized 
in cost of sales in the current period even though these materials and other 
costs may have been incurred at signifi cantly diff erent values due to the length 
of time of our production cycle. Generally in a period of rising prices, LIFO 
recognizes higher costs of goods sold, which both reduces current income and 
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assigns a lower value to the year-end inventory. Recent proposals have been 
initiated aimed at repealing the election to use the LIFO method for income 
tax purposes. According to these proposals, generally taxpayers that currently 
use the LIFO method would be required to revalue their LIFO inventory to its 
fi rst-in, fi rst-out (“FIFO”) value. As of June 30, 2010, if the FIFO method of 
inventory had been used instead of the LIFO method, our inventories would 
have been about $332 million higher. Th is increase in inventory would result 
in a one time increase in taxable income which would be taken into account 
ratably over the fi rst taxable year and the following several taxable years. Th e 
repeal of LIFO could result in a substantial tax liability which could adversely 
impact our cash fl ows and fi nancial condition.” 

  Source:  10-K for Carpenter Technology Corporation for the year ended 30 June 2010.   

  3  .     CRS reported cash fl ow from operations of $115.2 million for the year ended 30 
June 2010. In comparison with the company’s operating cash fl ow, how signifi cant 
is the additional potential tax liability?    

 Solution to 1:   Th e calculations of CRS’s current ratio (current assets divided by current 
liabilities) are as follows: 

2010 2009

 I. Current ratio (unadjusted) 

Total current assets $820.2 $749.7

Total current liabilities $218.1 $198.5

Current ratio (unadjusted) 3.8 3.8

 II. Current ratio (adjusted) 

Total current assets $820.2 $749.7

Adjust inventory to FIFO, add: 331.8 305.8

Total current assets (adjusted) $1,152 $1,056

Total current liabilities 218.1 198.5

Current ratio (adjusted) 5.3 5.3

 To adjust the LIFO inventory to FIFO, add the excess amounts of FIFO cost over 
LIFO cost to LIFO inventory and increase current assets by an equal amount. Th e 
eff ect of adjusting inventory on the current ratio is to increase the current ratio from 
3.8 to 5.3 in both 2009 and 2010. CRS has greater liquidity according to the adjusted 
current ratio.   

 Solution to 2:   Assuming an eff ective tax rate of 35 percent, we fi nd the total increase in 
CRS’s tax liability to be $116.1 million (0.35 × $331.8 million).   

 Solution to 3:   Th e additional tax liability would be greater than the entire amount of 
the company’s cash fl ow from operations of $115.2 million; the additional tax liability 
would be apportioned, however, over several years.   



644 International Financial Statement Analysis

 In summary, the information disclosed by companies that use LIFO allows an analyst to 
calculate the value of the company’s inventory as if the company were using the FIFO meth-
od. In  Example 10 , the portion of inventory valued under the LIFO method was a relatively 
small portion of total inventory; the LIFO reserve (excess of FIFO cost over LIFO) was also 
relatively small. If the LIFO method is used for a substantial part of a company’s inventory and 
the LIFO reserve is large relative to reported inventory, however, the adjustment to a FIFO 
basis can be important for comparison of the LIFO-reporting company with a company that 
uses the FIFO method of inventory valuation.  Example 11  illustrates a case in which such an 
adjustment would have a major impact on an analyst’s conclusions.  

 EXAMPLE 11    Analyst Adjustment to Inventory Value for 
Comparability in a Current Ratio Comparison 

 Company A reports under IFRS and uses the FIFO method of inventory accounting. 
Company B reports under US GAAP and uses the LIFO method.  Exhibit 7  gives data 
pertaining to current assets, LIFO reserves, and current liabilities of these companies. 

    EXHIBIT 7       Data for Companies Accounting for Inventory on Diff erent Bases 

Company A 
   (FIFO)

Company B 
   (LIFO)

Current assets (includes inventory) $300,000 $80,000

LIFO reserve NA $20,000

Current liabilities $150,000 $45,000

 NA = not applicable.   

 Based on the data given in  Exhibit 7 , compare the liquidity of the two companies 
as measured by the current ratio.  

 Solution:   Company A’s current ratio is 2.0. Based on unadjusted balance sheet data, 
Company B’s current ratio is 1.78. Company A’s higher current ratio indicates that 
Company A appears to be more liquid than Company B; however, the use of unadjusted 
data for Company B is not appropriate for making comparisons with Company A. 

 After adjusting Company B’s inventory to a comparable basis (i.e., to a FIFO basis), 
the conclusion changes. Th e following table summarizes the results when Company B’s 
inventory is left on a LIFO basis and when it is placed on a FIFO basis for comparability 
with Company A. 

Company B

Company A 
   (FIFO)

Unadjusted 
   (LIFO basis)

Adjusted 
   (FIFO basis)

Current assets (includes inventory) $300,000 $80,000 $100,000

Current liabilities $150,000 $45,000 $45,000

Current ratio 2.00 1.78 2.22
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 When both companies’ inventories are stated on a FIFO basis, Company B appears 
to be the more liquid, as indicated by its current ratio of 2.22 versus Company A’s ratio 
of 2.00. 

 Th e adjustment to place Company B’s inventory on a FIFO basis was signifi cant 
because Company B was assumed to use LIFO for its entire inventory and its inventory 
reserve was $20,000/$80,000 = 0.25, or 25 percent of its reported inventory.   

 As mentioned earlier, an analyst can also adjust the cost of goods sold for a company using 
LIFO to a FIFO basis by subtracting the change in the amount of the LIFO reserve from cost 
of goods sold. Such an adjustment would be appropriate for making profi tability comparisons 
with a company reporting on a FIFO basis and is important to make when the impact of the 
adjustment would be material.   

 6.4.     Analyst Adjustments Related to Property, Plant, and Equipment 

 Management generally has considerable discretion in determination of depreciation expense. 
Depreciation expense aff ects the values of reported net income and reported net fi xed assets. 
Analysts often consider management’s choices related to depreciation as a qualitative factor 
in evaluating the quality of a company’s fi nancial reporting, and in some cases, analysts may 
adjust reported depreciation expense for a specifi c analytical purpose. 

 Th e amount of depreciation expense depends on both the accounting method and the 
estimates used in the calculations. Companies can use the straight-line method, an accelerated 
method, or a usage method to depreciate fi xed assets (other than land). Th e straight-line meth-
od reports an equal amount of depreciation expense each period, and the expense is computed 
as the depreciable cost divided by the estimated useful life of the asset (when acquired, an as-
set’s depreciable cost is calculated as its total cost minus its estimated salvage value). Accelerated 
methods depreciate the asset more quickly; they apportion a greater amount of the depreciable 
cost to depreciation expense in the earlier periods. Usage-based methods depreciate an asset 
in proportion to its usage. In addition to selecting a depreciation method, companies must 
estimate an asset’s salvage value and useful life to compute depreciation. 

 Disclosures required for depreciation often do not facilitate specifi c adjustments, so com-
parisons of companies concerning their decisions in depreciating assets are often qualitative 
and general. Th e accounts that are associated with depreciation include the balance sheet ac-
counts for gross property, plant, and equipment (PPE) and accumulated depreciation; the in-
come statement amount for depreciation expense; and the statement of cash fl ows disclosure of 
capital expenditure (capex) and asset disposals. Th e relationships among these items can reveal 
various pieces of information. Note, however, that PPE typically includes a mix of assets with 
diff erent depreciable lives and salvage values, so the items in the following list refl ect general 
relationships in the total pool of assets.  

•    Accumulated depreciation divided by gross PPE, from the balance sheet, suggests how much 
of the useful life of the company’s overall asset base has passed.  

•    Accumulated depreciation divided by depreciation expense suggests how many years’ worth 
of depreciation expense have already been recognized (i.e., the average age of the asset base).  

•    Net PPE (net of accumulated depreciation) divided by depreciation expense is an approxi-
mate indicator of how many years of useful life remain for the company’s overall asset base.  
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•    Gross PPE divided by depreciation expense suggests the average life of the assets at installation.  
•    Capex divided by the sum of gross PPE plus capex can suggest what percentage of the asset 

base is being renewed through new capital investment.  
•    Capex in relation to asset disposal provides information on growth of the asset base.   

 As  Example 12  shows, these relationships can be evaluated for companies in an industry 
to suggest diff erences in their strategies for asset utilization or areas for further investigation.    

 EXAMPLE 12    Diff erences in Depreciation 

 An analyst is evaluating the fi nancial statements of two companies in the same industry. 
Th e companies have similar strategies with respect to the use of equipment in manu-
facturing their products. Th e following information is provided (amounts in millions): 

Company A Company B

Net PPE $1,200 $750

Depreciation expense $120 $50

  1  .     Based on the information given, estimate the average remaining useful lives of the 
asset bases of Company A and Company B.  

  2  .     Suppose that, based on a physical inspection of the companies’ plants and other 
industry information, the analyst believes that the actual remaining useful lives of 
Company A’s and Company B’s assets are roughly equal at 10 years. Based only on 
the facts given, what might the analyst conclude about Company B’s reported net 
income?    

 Solution to 1:   Th e estimated average remaining useful life of Company A’s asset base 
is 10 years (calculated as net PPE divided by depreciation expense, or $1,200/$120 = 
10 years). For Company B, the average remaining useful life of the asset base appears to 
be far longer, 15 years ($750/$50).   

 Solution to 2:   If 10 years were used to calculate Company B’s depreciation expense, the 
expense would be $75 million (i.e., $25 million higher than reported) and higher depre-
ciation expense would decrease net income. Th e analyst might conclude that Company 
B’s reported net income refl ects relatively more aggressive accounting estimates than 
estimates refl ected in Company A’s reported net income.   

 6.5.     Analyst Adjustments Related to Goodwill 

 Goodwill arises when one company purchases another for a price that exceeds the fair value of 
the net identifi able assets acquired. Net identifi able assets include current assets, fi xed assets, 
and certain intangible assets that have value and meet recognition criteria under account-
ing standards. A broad range of intangible assets might require valuation in the context of 
a business combination—for example, brands, technology, and customer lists. Goodwill is 
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recorded as an asset and essentially represents the diff erence between the purchase price and 
the net identifi able assets. For example, assume ParentCo purchases TargetCo for a purchase 
price of $400 million and the fair value of TargetCo’s identifi able assets is $300 million (which 
includes the fair values of current assets, fi xed assets, and a recognized brand). ParentCo will 
record total assets of $400 million consisting of $300 million in identifi able assets (including 
the fair value of the brand) and $100 million of goodwill. Th e goodwill is tested annually for 
impairment and if the value of the goodwill is determined to be impaired, ParentCo will then 
reduce the amount of the asset and report a write-off  resulting from impairment. 

 One of the conceptual diffi  culties with goodwill arises in comparative fi nancial statement 
analysis. Consider, for example, two hypothetical US companies, one of which has grown by 
making an acquisition and the other of which has grown internally. Assume that the economic 
value of the two companies is identical: Each has an identically valuable branded product, well-
trained workforce, and proprietary technology. Th e company that has grown by acquisition 
will have recorded the transaction to acquire the target company and its underlying net assets 
on the basis of the total consideration paid for the acquisition. Th e company that has grown 
internally will have done so by incurring expenditures for advertising, staff  training, and re-
search, all of which are expensed as incurred under US GAAP. Given the immediate expensing, 
the value of the internally generated assets is not capitalized onto the balance sheet and is thus 
not directly refl ected on the company’s balance sheet (revenues, income, and cash fl ows should 
refl ect the benefi ts derived from the investment in the intangible assets). Ratios based on asset 
values and/or income, including profi tability ratios (such as ROA) and market value to book 
value (MV/BV),  15    will generally diff er for the two companies because of diff erences in the 
accounting values of assets and income related to acquired intangibles and goodwill, although, 
by assumption, the economic value of the companies is identical.    

  15    MV/BV equals the total market value of the stock (the market capitalization) divided by total stock-
holders’ equity. It is also referred to as the price-to-book ratio because it can also be calculated as price per 
share divided by stockholders’ equity per share. 

 EXAMPLE 13    Ratio Comparisons for Goodwill 

 Miano Marseglia is an analyst who is evaluating the relative valuation of two securities 
brokerage companies: TD Ameritrade Holding Corporation (NasdaqGS: AMTD) and 
the Charles Schwab Corporation (NYSE: SCHW). As one part of an overall analysis, 
Marseglia would like to see how the two companies compare with each other and with 
the industry based on market value to book value. Because both companies are large 
players in the industry, Marseglia expects them to sell at a higher MV/BV than the in-
dustry median of 1.2. He collects the following data on the two companies. 

 SCHW  AMTD 

Market capitalization on January 2010 (market price 
per share times the number of shares outstanding) $21,871 $11,525

Total shareholders’ equity as of most recent quarter $5,073 $3,551

Goodwill $528 $2,472

Other intangible assets $23 $1,225
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 Marseglia computes the MV/BV for the companies as follows: 

 SCHW $21,871/$5,073 = 4.3 
 AMTD $11,525/$3,551 = 3.2 

 As expected, each company appears to be selling at a premium to the industry 
average MV/BV of 1.2. Th e companies have similar MV/BVs (i.e., they are some-
what equally valued relative to the book value of shareholders’ equity), but based 
solely on MV/BV, AMTD appears to be a better value. Marseglia is concerned, how-
ever, because he notes that AMTD has signifi cant amounts of goodwill and acquired 
intangible assets. He wonders what the relative value would be if the MV/BV were 
computed after adjusting book value, fi rst, to remove goodwill and, second, to re-
move all intangible assets. Book value reduced by all intangible assets (including 
goodwill) is known as “tangible book value.” Th e median price/tangible book value 
for the industry is 1.3.  

  1  .     Compute the MV/BV adjusted for goodwill and the price/tangible book value for 
each company.  

  2  .     Which company appears to be a better value based  solely  on this data? (Note that 
the MV/BV is only one part of a broader analysis. Much more evidence related to 
the valuations and the comparability of the companies would be required to reach a 
conclusion about whether one company is a better value.)    

 Solution to 1: 
($ millions)

 SCHW  AMTD 

Total stockholders’ equity $5,073 $3,551

Less: Goodwill $528 $2,472

Book value, adjusted $4,545 $1,079

 Adjusted MV/BV  4.8  10.7 

($ millions)

 SCHW  AMTD 

Total stockholders’ equity $5,073 $3,551

Less: Goodwill $528 $2,472

Less: Other intangible assets $23 $1,225

Tangible book value $4,522 ($146)

 MV/tangible book value  4.8  NM 

 NM = not meaningful.     

 Solution to 2:   After adjusting for goodwill, SCHW appears to be selling for a lower price 
relative to book value than does AMTD (4.8 versus 10.7). Both companies are selling at 
a premium to the industry, particularly AMTD, after adjusting for goodwill. 
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  16    A lessee classifi es a lease as an operating lease if certain guidelines concerning the term of the lease, 
the present value of the lease payments, and the ownership of the asset at the end of the lease term are 
satisfi ed. Under US GAAP, FASB ASC 840-10-25 (Leases: Overall–Recognition) specifi es the criteria for 
classifi cation. 

 SCHW is also selling for a higher multiple than the industry (4.8 versus 1.3) based 
on price/tangible book value. AMTD has a negative tangible book value and, therefore, 
its price/tangible book value is not meaningful. Based on this interpretation and based 
 solely  on this information, Marseglia would conclude that AMTD is relatively more 
expensive than SCHW.   

 6.6.     Analyst Adjustments Related to Off -Balance-Sheet Financing 

 A number of business activities give rise to obligations that, although they are economically 
liabilities of a company, are not required to be reported on a company’s balance sheet. In-
cluding such off -balance-sheet obligations in a company’s liabilities can aff ect ratios and 
conclusions based on such ratios. In this section, we describe adjustments to fi nancial state-
ments related to one type of off -balance-sheet obligation, the operating lease. (Note that 
revised leasing standards proposed in 2011 eliminate the existing operating lease distinction; 
if implemented, these standards are likely to change or even eliminate adjustments required 
for operating leases.) 

 Th e rights of a lessee (the party that is leasing some asset) may be similar to the rights 
of an owner, but if the terms of the lease can be structured so it can be accounted for as an 
operating lease, the lease is treated like a rental contract and neither the leased asset nor the 
associated liability is reported on the balance sheet.  16    Th e lessee simply records the periodic 
lease payment as a rental expense in its income statement. In contrast, when a company ac-
tually owns an asset, the asset is shown on the balance sheet, together with any correspond-
ing liability, such as fi nancing for the asset. Similarly, if a lease is accounted for as a capital 
lease—essentially equivalent to ownership—the leased asset and associated liability appear 
on the lessee’s balance sheet. 

 What is of concern to analysts is when a lease conveys to the lessee most of the benefi ts 
and risks of ownership but the lease is accounted for as an operating lease—giving rise to off -
balance-sheet fi nancing. International accounting standard setters have stated that the entities 
should not avoid balance sheet recording of leases through artifi cial leasing structures. 

 A 2005 report by the US SEC on off -balance-sheet fi nancing estimates that more than 
63 percent of companies in the United States report having an operating lease. Th e SEC 
estimate of total future lease payments under operating leases was $1.2 trillion over the 
remaining terms of the leases. 

 Because companies are required to disclose in their fi nancial statements the amount and 
timing of lease payments, an analyst can use this information to answer the question: How 
would a company’s fi nancial position look if operating lease obligations were included in its 
total liabilities? 

  Exhibit 8  presents selected items from the balance sheet of AMR Corporation (the parent 
of American Airlines) and the text of the footnote from the fi nancial statements about the 
company’s leases. We use the information in this exhibit to illustrate analyst adjustments. 
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    EXHIBIT 8       Lease Arrangements of AMR Corporation (NYSE: AMR)     Selected Items from 
Balance Sheet     ($ millions)  

31 December

2009 2008

        Total Assets  $25,438  $25,175 

Current maturities of long-term debt $1,024 $1,845

Long-term debt, less current maturities 9,984 8,423

Total long-term debt 11,008 10,268

Current obligations under capital leases 90 107

Obligations under capital leases, less current 
obligations 599 582

        Total long-term debt and capital leases $11,697 $10,957

 From Footnote 5. Leases 
 AMR’s subsidiaries lease various types of equipment and property, primarily aircraft and air-
port facilities. Th e future minimum lease payments required under capital leases, together 
with the present value of such payments, and future minimum lease payments required under 
operating leases that have initial or remaining non-cancelable lease terms in excess of one year 
as of December 31, 2009, were (in millions): 

Year Ending December 31, Capital Leases Operating Leases

2010 $181 $1,057

2011 184 1,032

2012 134 848

2013 119 755

2014 98 614

2015 and thereafter 436 5,021

$1,152 $9,327 (1) 

Less amount representing interest 463

Present value of net minimum lease 
payments $689

 (1)As of December 31, 2009, included in Accrued liabilities and Other liabilities and deferred credits on 
the accompanying consolidated balance sheet is approximately $1.2 billion relating to rent expense being 
recorded in advance of future operating lease payments. 
  Source:  AMR Corporation’s Form 10-K for period ending 31 December 2009.      

 To evaluate the company’s solvency, we can calculate the debt-to-assets ratio, defi ned 
as the ratio of total debt to total assets. When we include obligations under capital leases 
(amounting to $689 million in 2009), the debt-to-assets ratio for 2009 is 46.0 percent (total 
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long-term debt/total assets = $11,697/$25,438). Th e company’s footnote on leases discloses 
a total of $9.3 billion of future payments for operating leases on an undiscounted basis. Th e 
footnote also indicates that of this amount, only $1.2 billion is shown on the balance sheet. 
To determine the impact of including operating lease obligations in total liabilities, we can 
calculate the present value of the future operating lease payments. Calculating the present 
value of these payments requires a discount rate. We can estimate an appropriate discount 
rate from the information about the present value of the capital lease payments. Using the 
present value of the capital lease payments and the schedule of future payments, we can 
calculate the internal rate of return (i.e., the return that results in the discounted future 
payments equaling the present value). Th e internal rate of return from the capital lease in-
formation can then be used as the discount rate to estimate the present value of the series of 
operating lease payments. 

 For AMR, the present value of the capital lease payments is $689 million.  Exhibit 9  
shows diff erent assumed streams of payments based on the information given in the footnote 
and illustrates the sensitivity of the analysis to assumptions about the timing of cash fl ows. 
Each assumed stream results in a diff erent implied discount rate on the lease or internal rate 
of return to the lease. Using the stream of payments shown in the footnote and assuming 
that all of the $436 million payments indicated for 2015 and thereafter are made in the year 
2015 results in an internal rate of return of 15.04 percent. Based on the schedule of pay-
ments shown, a more reasonable assumption, however, is that the $436 million payments do 
not all occur in a single year. One approach to estimating the timing of these payments is to 
assume that the payments in 2015 and subsequent years equal the average annual payments 
in years 2010–2014 of $143 = ($181 + $184 + $134 + $119 + $98)/5. Using this approach, 
we assume payments in 2015 and the following three years that total the amount shown in 
the footnote for 2015 and the internal rate of return of the capital lease is 13.90 percent. 
Given that lease payments have been generally declining over 2010–2015, another approach 
is to assume that the amount of the lease payment after 2015 remains constant in subsequent 
years at an amount equal to the payment in 2014 until the total amount shown in the note 
for 2015 is reached. Using this assumption, we fi nd the internal rate of return of the capital 
lease payments is 13.24 percent.  17    

  17    If the term structure of the capital and operating leases can be assumed to be similar, an alternative, 
shortcut, way to estimate the present value of future operating lease payments that do not appear on 
the balance sheet is to assume that the relationship between the discounted and undiscounted operating 
lease payments is approximately the same as the relationship between the discounted and undiscounted 
capital lease payments. Th e discounted capital lease payments of $689 million as reported on the bal-
ance sheet are 64.9 percent of the undiscounted noncurrent capital lease payments of $1,062 million 
($1,152 million total minus $90 million current liabilities). Applying the same relationship to operating 
lease payments, we fi nd that 64.9 percent of the undiscounted noncurrent operating lease payments of 
$8,127 million ($9,327 million total minus $1,200 million current) equals $5.3 billion, close to the 
estimate of the present value of future operating lease payments given in  Exhibit 9  with a discount rate 
of 13.90 percent. 
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    EXHIBIT 9       Present Value of Operating Lease Payments Using a Discount Rate Derived from 
Present Value of Capital Lease Payments     ($ millions) 

 Capital Lease  Operating Lease 

Payments 
(as given in 
footnote)

Payments 
including 
Estimated 

Annual Payments 
for 2015 and 

Th ereafter 
   (Th rough 2018)

Payments 
including 
Estimated 

Annual Payments 
for 2015 and 

Th ereafter 
   (Th rough 2019)

Payments 
as Given

Payments 
including 
Estimated 

Annual 
Payments for 

2015 and 
Th ereafter

Present 
value,  given ($689) ($689) ($689)

2010 $181 $181 $181 $1,065 $1,065

2011 $184 $184 $184 $1,039 $1,039

2012 $134 $134 $134 $973 $973

2013 $119 $119 $119 $872 $872

2014 $98 $98 $98 $815 $815

2015 and 
thereafter $436 $143 $98 $7,453 $815

$143 $98 $815

$143 $98 $815

$7 $98 $815

$44 $815

$815

$815

$815

$815

$118

Internal rate 
of return 15.04% 13.90% 13.24%

Present value of operating lease payments with 15.04% discount rate $5,193

Present value of operating lease payments with 13.90% discount rate $5,466

Present value of operating lease payments with 13.24% discount rate $5,632

 We developed discount rate estimates of 13.90 percent and 13.24 percent. Using a dis-
count rate of 13.90 percent, the present value of future operating lease payments would be 
roughly $5.5 billion, and using a discount rate of 13.24 percent, the present value would be 
around $5.6 billion. Because $1.2 billion of the amounts related to operating leases already 
appear on the balance sheet (as disclosed in the company’s lease footnote), the value of the 
future operating lease payments that do not appear on the balance sheet are estimated to 
be in the range of $5,466 million – $1,200 million = $4,266 million to $5,632 million – 
$1,200 million = $4,432 million. Th e lower the assumed discount rate, the higher the present 
value of the lease payments. 
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 We now add the present value of the off -balance-sheet future operating lease payments to the 
company’s total assets and total debt. Making this adjustment increases the debt-to-assets ratio 
to an amount between ($11,697 + $4,266)/($25,438 + $4,266) = 67.5 percent and ($11,697 + 
$4,432)/($25,438 + $4,432) = 68.1 percent. Th e discount rates implied by the company’s 
capital lease structure are signifi cantly higher, however, than yields on investment-grade bonds 
as of the date of the example; therefore, an analyst might choose to examine the sensitivity of 
the lease obligation to alternative discount rates.  

 EXAMPLE 14    Analyst Adjustment to Debt for Operating Lease 
Payments 

 An analyst is evaluating the capital structure of two (hypothetical) companies, Koller 
Semiconductor and MacRae Manufacturing, as of the beginning of 2010. Koller Semi-
conductor makes somewhat less use of operating leases than MacRae Manufacturing. 
Th e analyst has the additional information in  Exhibit 10 . 

    EXHIBIT 10  

Koller  
   Semiconductor

MacRae  
   Manufacturing

Total debt $1,200 $2,400

Total equity $2,000 $4,000

Average interest rate on debt 10% 8%

Lease payments on operating leases:

   2010 10 90

   2011 18 105

   2012 22 115

   2013 25 128

   2014 and thereafter 75 384

 Based on the information given in  Exhibit 10  and assuming no adjustment to 
equity, discuss how adjusting for operating leases aff ects the companies’ solvency on the 
basis of debt/debt-plus-equity. (Assume payments after 2013 occur at the same rate as 
for 2013. For example, for Koller Semiconductor, the payments for 2014 through 2016 
would be assumed to be $25 each year.)  

 Solution:   Before the adjustment is made, the companies’ debt/debt-plus-equity are 
identical, both at 37.5 percent. To make the adjustment for operating leases, the fi rst 
step is to calculate the present value of the operating lease payments. Assuming that 
payments after 2013 occur at the same rate as for 2013, the analyst fi nds Koller’s pay-
ment would be $25 in 2014, 2015, and 2016. Th e present value of $25 discounted for 
fi ve years at 10 percent is $15.52. MacRae’s payment is assumed to be $128 in each of 
2014, 2015, and 2016. Th e present value of $128 discounted for fi ve years at 8 percent 
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is $87.11. Calculations for 2015 and 2016 are made in the same manner, resulting in 
the present values shown in  Exhibit 11 . 

    EXHIBIT 11  

Koller 
Semiconductor

MacRae 
Manufacturing

2010 $9.09 $83.33

2011 $14.88 $90.02

2012 $16.53 $91.29

2013 $17.08 $94.08

2014 $15.52 $87.11

2015 $14.11 $80.66

2016 $12.83 $74.69

Total present value $100.04 $601.18

 After the present value of capitalized lease obligations is added to total debt, Mac-
Rae Manufacturing’s debt/debt-plus-equity is signifi cantly higher, at 42.9 percent, than 
the debt/debt-plus-equity of Koller Semiconductor, as shown in  Exhibit 12 . Th e higher 
ratio refl ects the impact of lease obligations on MacRae’s solvency, as measured by debt/
debt-plus-equity. 

    EXHIBIT 12  

Koller Semiconductor MacRae Manufacturing

Before 
Capitalizing

After 
Capitalizing

Before 
Capitalizing

After 
Capitalizing

Total debt $1,200 $1,300 $2,400 $3,001

Total equity $2,000 $2,000 $4,000 $4,000

Debt/(Debt + Equity) 37.5% 39.4% 37.5% 42.9%

 Th e adjustment for operating leases essentially treats the transaction as if the asset sub-
ject to the operating lease had been purchased rather than leased. Th e present value of the 
capitalized lease obligations is the amount owed and the amount at which the asset is valued. 
Further adjustments refl ect the reduction of rent expenses (if the asset is owned, rent would 
not be paid), the related interest expense on the amount owed, and a depreciation expense for 
the asset. Th e reduction of rent expense can be estimated as the average of two years of rent 
expense. Interest expense is estimated as the interest rate times the present value of the lease 
payments. Depreciation is estimated on a straight-line basis for the number of years of future 
lease payments.  
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 EXAMPLE 15    Eff ect on Coverage Ratio for Operating Lease Adjustment 

 Th e analyst is also evaluating the interest coverage ratio of the companies in the previous 
example, Koller Semiconductor and MacRae Manufacturing. 

Koller 
Semiconductor

MacRae 
Manufacturing

EBIT before adjustment $850 $1,350

Interest expense before 
adjustment $120 $192

 Th e prior-year (2009) rent expense was $11 for Koller Semiconductor and $90 for 
MacRae Manufacturing. 

 Using the information in  Example 14  and the additional information given here, 
discuss how adjustment for operating leases aff ects the companies’ solvency as measured 
by their coverage ratios.  

 Solution:   Interest coverage is calculated as EBIT divided by interest. For the adjust-
ments, rent expense is the average of two years of rent. For Koller Semiconductor, rent 
expense is calculated as ($11 + $10)/2. Th e cost of interest on lease obligations is es-
timated as the interest rate multiplied by the present value of the lease payments. For 
Koller Semiconductor, this interest expense is calculated as 10% × $100.04, and for 
MacRae Manufacturing, it is calculated as 8% × $601.18. Depreciation is estimated 
on a straight-line basis by dividing the present value of lease payments by the number 
of years of lease payments (seven years). After the adjustment, both companies show a 
decline in interest coverage ratio, refl ecting the increased obligation associated with the 
operating leases. Also the apparent diff erence in the coverage between the two compa-
nies is larger than it was in  Example 14 . 

    EXHIBIT 13  

Koller  
   Semiconductor

MacRae  
   Manufacturing

 Interest coverage before adjustment 7.1 7.0

EBIT before adjustment $850.0 $1,350.0

Rent expense (an add-back to EBIT) 10.5 90.0

Depreciation (a deduction from EBIT) (14.3) (85.9)

EBIT after adjustment $846.2 $1354.1

Interest expense before adjustment $120.0 $192.0

Assumed cost of interest on lease 
obligation (to add to interest) 10.0 48.1

Interest expense after adjustment $130.0 $240.1

 Interest coverage after adjustment 6.5 5.6
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 In summary, adjusting a company’s fi nancial statements to include amounts of lease pay-
ments provides a more complete picture of the company’s fi nancial condition and enables the 
comparison of companies with varying arrangements for fi nancing assets. Th e analyst may also 
need to adjust for amounts associated with other off -balance-sheet fi nancing arrangements.     

 7. SUMMARY 

 Th is chapter described selected applications of fi nancial statement analysis, including the eval-
uation of past fi nancial performance, the projection of future fi nancial performance, the assess-
ment of credit risk, and the screening of potential equity investments. In addition, the chapter 
introduced analyst adjustments to reported fi nancials. In all cases, the analyst needs to have a 
good understanding of the fi nancial reporting standards under which the fi nancial statements 
were prepared. Because standards evolve over time, analysts must stay current in order to make 
good investment decisions. 

 Th e main points in the chapter are as follows:  

•    Evaluating a company’s historical performance addresses not only what happened but also 
the causes behind the company’s performance and how the performance refl ects the com-
pany’s strategy.  

•    Th e projection of a company’s future net income and cash fl ow often begins with a top-down 
sales forecast in which the analyst forecasts industry sales and the company’s market share. 
By projecting profi t margins or expenses and the level of investment in working and fi xed 
capital needed to support projected sales, the analyst can forecast net income and cash fl ow.  

•    Projections of future performance are needed for discounted cash fl ow valuation of equity 
and are often needed in credit analysis to assess a borrower’s ability to repay interest and 
principal of a debt obligation.  

•    Credit analysis uses fi nancial statement analysis to evaluate credit-relevant factors, including 
tolerance for leverage, operational stability, and margin stability.  

•    When ratios constructed from fi nancial statement data and market data are used to screen 
for potential equity investments, fundamental decisions include which metrics to use as 
screens, how many metrics to include, what values of those metrics to use as cutoff  points, 
and what weighting to give each metric.  

•    Analyst adjustments to a company’s reported fi nancial statements are sometimes necessary 
(e.g., when comparing companies that use diff erent accounting methods or assumptions). 
Adjustments include those related to investments; inventory; property, plant, and equip-
ment; goodwill; and off -balance-sheet fi nancing.      
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       PROBLEMS      

   1  .     Projecting profi t margins into the future on the basis of past results would be  most  reliable 
when the company:  
    A   .     is in the commodities business. 
    B   .     operates in a single business segment. 
    C   .     is a large, diversifi ed company operating in mature industries.   

   2  .     Galambos Corporation had an average receivables collection period of 19 days in 2003. 
Galambos has stated that it wants to decrease its collection period in 2004 to match the 
industry average of 15 days. Credit sales in 2003 were $300 million, and analysts expect 
credit sales to increase to $400 million in 2004. To achieve the company’s goal of decreas-
ing the collection period, the change in the average accounts receivable balance from 2003 
to 2004 that must occur is  closest  to:  
    A   .     –$420,000. 
    B   .     $420,000. 
    C   .     $836,000.   

   3  .     Credit analysts are likely to consider which of the following in making a rating recom-
mendation?  
    A   .     Business risk but not fi nancial risk 
    B   .     Financial risk but not business risk 
    C   .     Both business risk and fi nancial risk   

   4  .     When screening for potential equity investments based on return on equity, to control 
risk, an analyst would be  most likely  to include a criterion that requires:  
    A   .     positive net income. 
    B   .     negative net income. 
    C   .     negative shareholders’ equity.   
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   5  .     One concern when screening for stocks with low price-to-earnings ratios is that compa-
nies with low P/Es may be fi nancially weak. What criterion might an analyst include to 
avoid inadvertently selecting weak companies?  
    A   .     Net income less than zero 
    B   .     Debt-to-total assets ratio below a certain cutoff  point 
    C   .     Current-year sales growth lower than prior-year sales growth   

   6  .     When a database eliminates companies that cease to exist because of a merger or bank-
ruptcy, this can result in:  
    A   .     look-ahead bias. 
    B   .     back-testing bias. 
    C   .     survivorship bias.   

   7  .     In a comprehensive fi nancial analysis, fi nancial statements should be:  
    A   .     used as reported without adjustment. 
    B   .     adjusted after completing ratio analysis. 
    C   .     adjusted for diff erences in accounting standards, such as international fi nancial re-

porting standards and US generally accepted accounting principles.   

   8  .     When comparing fi nancial statements prepared under IFRS with those prepared under 
US GAAP, analysts may need to make adjustments related to:  
    A   .     realized losses. 
    B   .     unrealized gains and losses for trading securities. 
    C   .     unrealized gains and losses for available-for-sale securities.   

   9  .     When comparing a US company that uses the last in, fi rst out (LIFO) method of inven-
tory with companies that prepare their fi nancial statements under international fi nancial 
reporting standards (IFRS), analysts should be aware that according to IFRS, the LIFO 
method of inventory:  
    A   .     is never acceptable. 
    B   .     is always acceptable. 
    C   .     is acceptable when applied to fi nished goods inventory only.   

   10  .     An analyst is evaluating the balance sheet of a US company that uses last in, fi rst out 
(LIFO) accounting for inventory. Th e analyst collects the following data:

31 Dec 05 31 Dec 06

Inventory reported on balance sheet $500,000 $600,000

LIFO reserve $ 50,000 $70,000

Average tax rate 30% 30%

 After adjusting the amounts to convert to the fi rst in, fi rst out (FIFO) method, inventory at 
31 December 2006 would be closest to:  

    A   .     $600,000. 
    B   .     $620,000. 
    C   .     $670,000.   
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  11  .     An analyst gathered the following data for a company ($ millions):

31 Dec 2000 31 Dec 2001

Gross investment in fi xed assets $2.8 $2.8

Accumulated depreciation $1.2 $1.6

 Th e average age and average depreciable life of the company’s fi xed assets at the end of 2001 
are  closest  to:

Average Age Average Depreciable Life

 A. 1.75 years 7 years

 B. 1.75 years 14 years

 C. 4.00 years 7 years

  12  .     To compute tangible book value, an analyst would  
    A   .     add goodwill to stockholders’ equity. 
    B   .     add all intangible assets to stockholders’ equity. 
    C   .     subtract all intangible assets from stockholders’ equity.   

  13  .     Which of the following is an off -balance-sheet fi nancing technique? Th e use of  
    A   .     capital leases. 
    B   .     operating leases. 
    C   .     the last in, fi rst out inventory method.   

  14  .     To better evaluate the solvency of a company, an analyst would most likely add to total 
liabilities  
    A   .     the present value of future capital lease payments. 
    B   .     the total amount of future operating lease payments. 
    C   .     the present value of future operating lease payments.       
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 CHAPTER   13   

 INCOME TAXES   
     Elbie     Antonites   ,   CFA    

     Michael A.     Broihahn   ,   CFA         

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:   

•         describe the diff erences between accounting profi t and taxable income, and defi ne key terms, 
including deferred tax assets, deferred tax liabilities, valuation allowance, taxes payable, and 
income tax expense;   

•         explain how deferred tax liabilities and assets are created and the factors that determine how 
a company’s deferred tax liabilities and assets should be treated for the purposes of fi nancial 
analysis;  

•         calculate the tax base of a company’s assets and liabilities;  
•         calculate income tax expense, income taxes payable, deferred tax assets, and deferred tax 

liabilities, and calculate and interpret the adjustment to the fi nancial statements related to a 
change in the income tax rate;  

•         evaluate the impact of tax rate changes on a company’s fi nancial statements and ratios;  
•         distinguish between temporary and permanent diff erences in pre-tax accounting income 

and taxable income;  
•         describe the valuation allowance for deferred tax assets—when it is required and what im-

pact it has on fi nancial statements;  
•         compare a company’s deferred tax items;  
•         analyze disclosures relating to deferred tax items and the eff ective tax rate reconciliation, 

and explain how information included in these disclosures aff ects a company’s fi nancial 
statements and fi nancial ratios;  

•         identify the key provisions of and diff erences between income tax accounting under In-
ternational Financial Reporting Standards (IFRS) and US generally accepted accounting 
principles (GAAP).      
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 1. INTRODUCTION 

 For those companies reporting under International Financial Reporting Standards (IFRS), IAS 
12 covers accounting for a company’s income taxes and the reporting of deferred taxes. For 
those companies reporting under United States generally accepted accounting principles (US 
GAAP), SFAS No. 109  1    is the primary source for information on accounting for income taxes. 
Although IFRS and US GAAP follow similar conventions on many income tax issues, there 
are some key diff erences that will be discussed in the chapter. 

 Diff erences between how and when transactions are recognized for fi nancial reporting 
purposes relative to tax reporting can give rise to diff erences in tax expense and related tax 
assets and liabilities. To reconcile these diff erences, companies that report under either IFRS 
or US GAAP create a provision on the balance sheet called deferred tax assets or deferred tax 
liabilities, depending on the nature of the situation. 

 Deferred tax assets or liabilities usually arise when accounting standards and tax author-
ities recognize the timing of revenues and expenses at diff erent times. Because timing diff er-
ences such as these will eventually reverse over time, they are called “temporary diff erences.” 
Deferred tax assets represent taxes that have been recognized for tax reporting purposes (or 
often the carrying forward of losses from previous periods) but have not yet been recognized 
on the income statement prepared for fi nancial reporting purposes. Deferred tax liabilities rep-
resent tax expense that has appeared on the income statement for fi nancial reporting purposes, 
but has not yet become payable under tax regulations. 

 Th is chapter provides a primer on the basics of income tax accounting and reporting. Th e 
chapter is organized as follows. Section 2 describes the diff erences between taxable income and 
accounting profi t. Section 3 explains the determination of tax base, which relates to the valu-
ation of assets and liabilities for tax purposes. Section 4 discusses several types of timing dif-
ferences between the recognition of taxable and accounting profi t. Section 5 examines unused 
tax losses and tax credits. Section 6 describes the recognition and measurement of current and 
deferred tax. Section 7 discusses the disclosure and presentation of income tax information on 
companies’ fi nancial statements and illustrates its practical implications for fi nancial analysis. 
Section 8 provides an overview of the similarities and diff erences for income-tax reporting be-
tween IFRS and US GAAP. A summary of the key points and practice problems in the CFA 
Institute multiple-choice format conclude the chapter.    

 2. DIFFERENCES BETWEEN ACCOUNTING PROFIT AND 
TAXABLE INCOME 

 A company’s  accounting profi t  is reported on its income statement in accordance with prevail-
ing accounting standards. Accounting profi t (also referred to as income before taxes or pretax 
income) does not include a provision for income tax expense.  2    A company’s  taxable income  is 
the portion of its income that is subject to income taxes under the tax laws of its jurisdiction. Be-
cause of diff erent guidelines for how income is reported on a company’s fi nancial statements and 
how it is measured for income tax purposes, accounting profi t and taxable income may diff er. 

  1    FASB ASC Topic 740 [Income Taxes]. 
  2    As defi ned under IAS 12, paragraph 5. 
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 A company’s taxable income is the basis for its  income tax payable  (a liability) or recov-
erable (an asset), which is calculated on the basis of the company’s tax rate and appears on its 
balance sheet. A company’s  tax expense , or tax benefi t in the case of a recovery, appears on its 
income statement and is an aggregate of its income tax payable (or recoverable in the case of a 
tax benefi t) and any changes in deferred tax assets and liabilities. 

 When a company’s taxable income is greater than its accounting profi t, then its income 
taxes payable will be higher than what would have otherwise been the case had the income 
taxes been determined based on accounting profi t.  Deferred tax assets , which appear on the 
balance sheet, arise when an excess amount is paid for income taxes (taxable income higher 
than accounting profi t) and the company expects to recover the diff erence during the course 
of future operations. Actual income taxes payable will thus exceed the fi nancial accounting 
income tax expense (which is reported on the income statement and is determined based on 
accounting profi t). Related to deferred tax assets is a  valuation allowance , which is a reserve 
created against deferred tax assets. Th e valuation allowance is based on the likelihood of real-
izing the deferred tax assets in future accounting periods.  Deferred tax liabilities , which also 
appear on the balance sheet, arise when a defi cit amount is paid for income taxes and the com-
pany expects to eliminate the defi cit over the course of future operations. In this case, fi nancial 
accounting income tax expense exceeds income taxes payable. 

  Income tax paid  in a period is the actual amount paid for income taxes (not a provision, 
but the actual cash outfl ow). Th e income tax paid may be less than the income tax expense be-
cause of payments in prior periods or refunds received in the current period. Income tax paid 
reduces the income tax payable, which is carried on the balance sheet as a liability. 

 Th e  tax base  of an asset or liability is the amount at which the asset or liability is valued 
for tax purposes, whereas the  carrying amount  is the amount at which the asset or liability is 
valued according to accounting principles.  3    Diff erences between the tax base and the carrying 
amount also result in diff erences between accounting profi t and taxable income. Th ese diff er-
ences can carry through to future periods. For example, a  tax loss carry forward  occurs when 
a company experiences a loss in the current period that may be used to reduce future taxable 
income. Th e company’s tax expense on its income statement must not only refl ect the taxes 
payable based on taxable income, but also the eff ect of these diff erences.  

 2.1.     Current Tax Assets and Liabilities 

 A company’s current tax liability is the amount payable in taxes and is based on current taxable 
income. If the company expects to receive a refund for some portion previously paid in taxes, 
the amount recoverable is referred to as a current tax asset. Th e current tax liability or asset 
may, however, diff er from what the liability would have been if it was based on accounting 
profi t rather than taxable income for the period. Diff erences in accounting profi t and taxable 
income are the result of the application of diff erent rules. Such diff erences between accounting 
profi t and taxable income can occur in several ways, including:  

•    Revenues and expenses may be recognized in one period for accounting purposes and a 
diff erent period for tax purposes;  

  3    Th e terms “tax base” and “tax basis” are interchangeable. “Tax basis” is more commonly used in the 
United States. Similarly, “carrying amount” and “book value” refer to the same concept. 



664 International Financial Statement Analysis

•    Specifi c revenues and expenses may be either recognized for accounting purposes and not 
for tax purposes; or not recognized for accounting purposes but recognized for tax purposes;  

•    Th e carrying amount and tax base of assets and/or liabilities may diff er;  
•    Th e deductibility of gains and losses of assets and liabilities may vary for accounting and 

income tax purposes;  
•    Subject to tax rules, tax losses of prior years might be used to reduce taxable income in later 

years, resulting in diff erences in accounting and taxable income (tax loss carryforward); and  
•    Adjustments of reported fi nancial data from prior years might not be recognized equally for 

accounting and tax purposes or might be recognized in diff erent periods.     

 2.2.     Deferred Tax Assets and Liabilities 

 Deferred tax assets represent taxes that have been paid (or often the carrying forward of losses 
from previous periods) but have not yet been recognized on the income statement. Deferred tax 
liabilities occur when fi nancial accounting income tax expense is greater than regulatory income 
tax expense. Deferred tax assets and liabilities usually arise when accounting standards and tax 
authorities recognize the timing of taxes due at diff erent times; for example, when a company 
uses accelerated depreciation when reporting to the tax authority (to increase expense and lower 
tax payments in the early years) but uses the straight-line method on the fi nancial statements. 
Although not similar in treatment on a year-to-year basis (e.g., depreciation of 5 percent on a 
straight-line basis may be permitted for accounting purposes whereas 10 percent is allowed for 
tax purposes) over the life of the asset, both approaches allow for the total cost of the asset to be 
depreciated (or amortized). Because these timing diff erences will eventually reverse or self-correct 
over the course of the asset’s depreciable life, they are called “temporary diff erences.” 

 Under IFRS, deferred tax assets and liabilities are always classifi ed as noncurrent. Under 
US GAAP, however, deferred tax assets and liabilities are classifi ed on the balance sheet as cur-
rent and noncurrent based on the classifi cation of the underlying asset or liability. 

 Any deferred tax asset or liability is based on temporary diff erences that result in an excess 
or a defi cit amount paid for taxes, which the company expects to recover from future operations. 
Because taxes will be recoverable or payable at a future date, it is only a temporary diff erence and 
a deferred tax asset or liability is created. Changes in the deferred tax asset or liability on the bal-
ance sheet refl ect the diff erence between the amounts recognized in the previous period and the 
current period. Th e changes in deferred tax assets and liabilities are added to income tax payable to 
determine the company’s income tax expense (or credit) as it is reported on the income statement. 

 At the end of each fi scal year, deferred tax assets and liabilities are recalculated by compar-
ing the tax bases and carrying amounts of the balance sheet items. Identifi ed temporary diff er-
ences should be assessed on whether the diff erence will result in future economic benefi ts. For 
example, Pinto Construction (a hypothetical company) depreciates equipment on a straight-
line basis of 10 percent per year. Th e tax authorities allow depreciation of 15 percent per year. 
At the end of the fi scal year, the carrying amount of the equipment for accounting purposes 
would be greater than the tax base of the equipment thus resulting in a temporary diff erence. 
A deferred tax item may only be created if it is not doubtful that the company will realize 
economic benefi ts in the future. In our example, the equipment is used in the core business of 
Pinto Construction. If the company is a going concern and stable, there should be no doubt 
that future economic benefi ts will result from the equipment and it would be appropriate to 
create the deferred tax item. 

 Should it be doubtful that future economic benefi ts will be realized from a temporary 
diff erence (such as Pinto Construction being under liquidation), the temporary diff erence will 
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not lead to the creation of a deferred tax asset or liability. If a deferred tax asset or liability re-
sulted in the past, but the criteria of economic benefi ts is not met on the current balance sheet 
date, then, under IFRS, an existing deferred tax asset or liability related to the item will be 
reversed. Under US GAAP, a valuation allowance is established. In assessing future economic 
benefi ts, much is left to the discretion of the auditor in assessing the temporary diff erences and 
the issue of future economic benefi ts.      

 EXAMPLE 1  

 Th e following information pertains to a fi ctitious company, Reston Partners:  

 Reston Partners Consolidated Income Statement 

 Period Ending 31 March (£ Millions)  2006  2005  2004 

Revenue £40,000 £30,000 £25,000

Other net gains 2,000 0 0

Changes in inventories of fi nished goods 
and work in progress 400 180 200

Raw materials and consumables used (5,700) (4,000) (8,000)

Depreciation expense (2,000) (2,000) (2,000)

Other expenses (6,000) (5,900) (4,500)

Interest expense (2,000) (3,000) (6,000)

 Profi t before tax £26,700 £15,280 £4,700

 Th e fi nancial performance and accounting profi t of Reston Partners on this income 
statement is based on accounting principles appropriate for the jurisdiction in which 
Reston Partners operates. Th e principles used to calculate accounting profi t (profi t be-
fore tax in the example above) may diff er from the principles applied for tax purposes 
(the calculation of taxable income). For illustrative purposes, however, assume that all 
income and expenses on the income statement are treated identically for tax and ac-
counting purposes  except  depreciation. 

 Th e depreciation is related to equipment owned by Reston Partners. For simplic-
ity, assume that the equipment was purchased at the beginning of the 2004 fi scal year. 
Depreciation should thus be calculated and expensed for the full year. Assume that 
accounting standards permit equipment to be depreciated on a straight-line basis over 
a 10-year period, whereas the tax standards in the jurisdiction specify that equipment 
should be depreciated on a straight-line basis over a 7-year period. For simplicity, as-
sume a salvage value of £0 at the end of the equipment’s useful life. Both methods will 
result in the full depreciation of the asset over the respective tax or accounting life. 

 Th e equipment was originally purchased for £20,000. In accordance with account-
ing standards, over the next 10 years the company will recognize annual depreciation of 
£2,000 (£20,000 ÷ 10) as an expense on its income statement and for the determination 
of accounting profi t. For tax purposes, however, the company will recognize £2,857 
(£20,000 ÷ 7) in depreciation each year. Each fi scal year the depreciation expense relat-
ed to the use of the equipment will, therefore, diff er for tax and accounting purposes 
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(tax base vs. carrying amount), resulting in a diff erence between accounting profi t and 
taxable income. 

 Th e previous income statement refl ects accounting profi t (depreciation at £2,000 
per year). Th e following table shows the taxable income for each fi scal year. 

 Taxable Income (£ Millions)  2006  2005  2004 

Revenue £40,000 £30,000 £25,000

Other net gains 2,000 0 0

Changes in inventories of fi nished goods 
and work in progress 400 180 200

Raw materials and consumables used (5,700) (4,000) (8,000)

Depreciation expense (2,857) (2,857) (2,857)

Other expenses (6,000) (5,900) (4,500)

Interest expense (2,000) (3,000) (6,000)

 Taxable income £25,843 £14,423 £3,843

 Th e carrying amount and tax base for the equipment is as follows: 

 (£ Millions)  2006  2005  2004 

Equipment value for accounting purposes 
( carrying amount ) (depreciation of £2,000/
year) £14,000 £16,000 £18,000

Equipment value for tax purposes ( tax base ) 
(depreciation of £2,857/year) £11,429 £14,286 £17,143

Diff erence £2,571 £1,714 £857

 At each balance sheet date, the tax base and carrying amount of all assets and lia-
bilities must be determined. Th e income tax payable by Reston Partners will be based 
on the taxable income of each fi scal year. If a tax rate of 30 percent is assumed, then 
the income taxes payable for 2004, 2005, and 2006 are £1,153 (30% × 3,843), £4,327 
(30% × 14,423), and £7,753 (30% × 25,843). 

 Remember, though, that if the tax obligation is calculated based on accounting 
profi ts, it will diff er because of the diff erences between the tax base and the carrying 
amount of equipment. Th e diff erence in each fi scal year is refl ected in the table above. 
In each fi scal year the carrying amount of the equipment exceeds its tax base. For tax 
purposes, therefore, the asset tax base is less than its carrying value under fi nancial ac-
counting principles. Th e diff erence results in a deferred tax liability. 

 (£ Millions)  2006  2005  2004 

 Deferred tax liability £771 £514 £257

   (Diff erence between tax base and carrying amount)

   2004: £(18,000 − 17,143) × 30% = 257

   2005: £(16,000 − 14,286) × 30% = 514

   2006: £(14,000 − 11,429) × 30% = 771
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 Th e comparison of the tax base and carrying amount of equipment shows what the 
deferred tax liability should be on a particular balance sheet date. In each fi scal year, only 
the change in the deferred tax liability should be included in the calculation of the in-
come tax expense reported on the income statement prepared for accounting purposes. 

 On the income statement, the company’s income tax expense will be the sum of the 
deferred tax liability and income tax payable. 

 (£ Millions)  2006  2005  2004 
 Income tax payable (based on tax accounting) £7,753 £4,327 £1,153
 Deferred tax liability 257 257 257
 Income tax (based on fi nancial accounting) £8,010 £4,584 £1,410
   (Diff erence between tax base and carrying amount)
   2004: £(18,000 − 17,143) × 30% = 257
   2005: £(16,000 − 14,286) × 30% − 257 = 257
   2006: £(14,000 − 11,429) × 30% − 514 = 257

 Note that because the diff erent treatment of depreciation is a temporary diff erence, 
the income tax on the income statement is 30 percent of the accounting profi t, although 
only a part is income tax payable and the rest is a deferred tax liability. 

 Th e consolidated income statement of Reston Partners including income tax is 
presented as follows: 

 Reston Partners Consolidated Income Statement 

 Period Ending 31 March (£ Millions)  2006  2005  2004 
Revenue £40,000 £30,000 £25,000
Other net gains 2,000 0 0
Changes in inventories of fi nished goods 
and work in progress 400 180 200
Raw materials and consumables used (5,700) (4,000) (8,000)
Depreciation expense (2,000) (2,000) (2,000)
Other expenses (6,000) (5,900) (4,500)
Interest expense (2,000) (3,000) (6,000)
 Profi t before tax £26,700 £15,280 £4,700
 Income tax (8,010) (4,584) (1,410)
 Profi t after tax £18,690 £10,696 £3,290

 Any amount paid to the tax authorities will reduce the liability for income tax pay-
able and be refl ected on the statement of cash fl ows of the company. 

 3. DETERMINING THE TAX BASE OF ASSETS AND LIABILITIES 

 As mentioned in Section 2, temporary diff erences arise from a diff erence in the tax base and 
carrying amount of assets and liabilities. Th e tax base of an asset or liability is the amount 
attributed to the asset or liability for tax purposes, whereas the carrying amount is based on 
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accounting principles. Such a diff erence is considered temporary if it is expected that the taxes 
will be recovered or payable at a future date.  

 3.1.     Determining the Tax Base of an Asset 

 Th e tax base of an asset is the amount that will be deductible for tax purposes in future periods 
as the economic benefi ts become realized and the company recovers the carrying amount of 
the asset. 

 For example, our previously mentioned Reston Partners (from  Example 1 ) depreciates 
equipment on a straight-line basis at a rate of 10 percent per year. Th e tax authorities allow 
depreciation of approximately 15 percent per year. At the end of the fi scal year, the carrying 
amount of equipment for accounting purposes is greater than the asset tax base thus resulting 
in a temporary diff erence. 

 EXAMPLE 2    Determining the Tax Base of an Asset 

 Th e following information pertains to Entiguan Sports, a hypothetical developer of 
products used to treat sports-related injuries. (Th e treatment of items for accounting 
and tax purposes is based on fi ctitious accounting and tax standards and is not specifi c 
to a particular jurisdiction.) Calculate the tax base and carrying amount for each item.  

  1  .      Dividends receivable : On its balance sheet, Entiguan Sports reports dividends of €1 
million receivable from a subsidiary. Assume that dividends are not taxable.  

  2  .      Development costs : Entiguan Sports capitalized development costs of €3 million 
during the year. Entiguan amortized €500,000 of this amount during the year. For 
tax purposes amortization of 25 percent per year is allowed.  

  3  .      Research costs : Entiguan incurred €500,000 in research costs, which were all expensed 
in the current fi scal year for fi nancial reporting purposes. Assume that applicable tax 
legislation requires research costs to be expensed over a four-year period rather than 
all in one year.  

  4  .      Accounts receivable : Included on the income statement of Entiguan Sports is a pro-
vision for doubtful debt of €125,000. Th e accounts receivable amount refl ected on 
the balance sheet, after taking the provision into account, amounts to €1,500,000. 
Th e tax authorities allow a deduction of 25 percent of the gross amount for doubtful 
debt.    

 Solutions: 

 Carrying  
    Amount (€)  Tax Base (€) 

 Temporary  
    Diff erence (€) 

1. Dividends receivable 1,000,000 1,000,000 0

2. Development costs 2,500,000 2,250,000 250,000

3. Research costs 0 375,000 (375,000)

4. Accounts receivable 1,500,000 1,218,750 281,250
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    3.2.     Determining the Tax Base of a Liability 

 Th e tax base of a liability is the carrying amount of the liability less any amounts that will be 
deductible for tax purposes in the future. With respect to payments from customers received 
in advance of providing the goods and services, the tax base of such a liability is the carrying 
amount less any amount of the revenue that will not be taxable in future. Keep in mind the 
following fundamental principle: In general, a company will recognize a deferred tax asset or 
liability when recovery/settlement of the carrying amount will aff ect future tax payments by ei-
ther increasing or reducing the taxable profi t. Remember, an analyst is not only evaluating the 
diff erence between the carrying amount and the tax base, but the relevance of that diff erence 
on future profi ts and losses and thus by implication future taxes. 

 IFRS off ers specifi c guidelines with regard to revenue received in advance: IAS 12 states 
that the tax base is the carrying amount less any amount of the revenue that will not be taxed 
at a future date. Under US GAAP, an analysis of the tax base would result in a similar out-
come. Th e tax legislation within the jurisdiction will determine the amount recognized on 

 Comments:  

  1  .      Dividends receivable : Although the dividends received are economic benefi ts from 
the subsidiary, we are assuming that dividends are not taxable. Th erefore, the carry-
ing amount equals the tax base for dividends receivable.  

  2  .      Development costs : First, we assume that development costs will generate economic 
benefi ts for Entiguan Sports. Th erefore, it may be included as an asset on the balance 
sheet for the purposes of this example. Second, the amortization allowed by the 
tax authorities exceeds the amortization accounted for based on accounting rules. 
Th erefore, the carrying amount of the asset exceeds its tax base. Th e carrying amount 
is (€3,000,000 − €500,000) = €2,500,000 whereas the tax base is [€3,000,000 − 
(25% × €3,000,000)] = €2,250,000.  

  3  .      Research costs : We assume that research costs will result in future economic benefi ts 
for the company. If this were not the case, creation of a deferred tax asset or liability 
would not be allowed. Th e tax base of research costs exceeds their carrying amount. 
Th e carrying amount is €0 because the full amount has been expensed for fi nancial 
reporting purposes in the year in which it was incurred. Th erefore, there would 
not have been a balance sheet item “Research costs” for tax purposes, and only a 
proportion may be deducted in the current fi scal year. Th e tax base of the asset is 
(€500,000 − €500,000/4) = €375,000.  

  4  .      Accounts receivable : Th e economic benefi ts that should have been received from ac-
counts receivable have already been included in revenues included in the calculation 
of the taxable income when the sales occurred. Because the receipt of a portion of the 
accounts receivable is doubtful, the provision is allowed. Th e provision, based on tax 
legislation, results in a greater amount allowed in the current fi scal year than would 
be the case under accounting principles. Th is results in the tax base of accounts 
receivable being lower than its carrying amount. Note that the example specifi cally 
states that the balance sheet amount for accounts receivable after the provision for 
accounting purposes amounts to €1,500,000. Th erefore, accounts receivable before 
any provision was €1,500,000 + €125,000 = €1,625,000. Th e tax base is calculated 
as (€1,500,000 + €125,000) − [25% × (€1,500,000 + €125,000)] = €1,218,750.      
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the income statement and whether the liability (revenue received in advance) will have a tax 
base greater than zero. Th is will depend on how tax legislation recognizes revenue received 
in advance.    

 EXAMPLE 3    Determining the Tax Base of a Liability 

 Th e following information pertains to Entiguan Sports for the 2006 year-end. Th e treat-
ment of items for accounting and tax purposes is based on fi ctitious accounting and 
tax standards and is not specifi c to a particular jurisdiction. Calculate the tax base and 
carrying amount for each item.  

  1  .      Donations : Entiguan Sports made donations of €100,000 in the current fi scal year. 
Th e donations were expensed for fi nancial reporting purposes, but are not tax de-
ductible based on applicable tax legislation.  

  2  .      Interest received in advance : Entiguan Sports received in advance interest of €300,000. 
Th e interest is taxed because tax authorities recognize the interest to accrue to the 
company (part of taxable income) on the date of receipt.  

  3  .      Rent received in advance : Entiguan recognized €10 million for rent received in ad-
vance from a lessee for an unused warehouse building. Rent received in advance is 
deferred for accounting purposes but taxed on a cash basis.  

  4  .      Loan : Entiguan Sports secured a long-term loan for €550,000 in the current fi scal 
year. Interest is charged at 13.5 percent per annum and is payable at the end of each 
fi scal year.    

 Solutions: 

 Carrying  
    Amount (€) 

 Tax Base  
    (€) 

 Temporary  
    Diff erence (€) 

1. Donations 0 0 0

2. Interest received in advance 300,000 0 (300,000)

3. Rent received in advance 10,000,000 0 (10,000,000)

4. Loan (capital) 550,000 550,000 0

Interest paid 0 0 0

 Comments:  

  1  .      Donations : Th e amount of €100,000 was immediately expensed on Entiguan’s in-
come statement; therefore, the carrying amount is €0. Tax legislation does not allow 
donations to be deducted for tax purposes, so the tax base of the donations equals 
the carrying amount. Note that while the carrying amount and tax base are the 
same, the diff erence in the treatment of donations for accounting and tax purposes 
(expensed for accounting purposes, but not deductible for tax purposes) represents 
a permanent diff erence (a diff erence that will not be reversed in future). Permanent 
and temporary diff erences are elaborated on in Section 4 and it will refer to this 
particular case with an expanded explanation.  
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  2  .      Interest received in advance : Based on the information provided, for tax purposes, in-
terest is deemed to accrue to the company on the date of receipt. For tax purposes, it 
is thus irrelevant whether it is for the current or a future accounting period; it must be 
included in taxable income in the fi nancial year received. Interest received in advance 
is, for accounting purposes though, included in the fi nancial period in which it is 
deemed to have been earned. For this reason, the interest income received in advance 
is a balance sheet liability. It was not included on the income statement because the in-
come relates to a future fi nancial year. Because the full €300,000 is included in taxable 
income in the current fi scal year, the tax base is €300,000 − 300,000 = €0. Note that 
although interest received in advance and rent received in advance are both taxed, the 
timing depends on how the particular item is treated in tax legislation.  

  3  .      Rent received in advance : Th e result is similar to interest received in advance. Th e 
carrying amount of rent received in advance would be €10,000,000 while the tax 
base is €0.  

  4  .      Loan : Repayment of the loan has no tax implications. Th e repayment of the capital 
amount does not constitute an income or expense. Th e interest paid is included as 
an expense in the calculation of taxable income as well as accounting income. Th ere-
fore, the tax base and carrying amount is €0. For clarity, the interest paid that would 
be included on the income statement for the year amounts to 13.5% × €550,000 = 
€74,250 if the loan was acquired at the beginning of the current fi scal year.      

 3.3.     Changes in Income Tax Rates 

 Th e measurement of deferred tax assets and liabilities is based on current tax law. But if there 
are subsequent changes in tax laws or new income tax rates, existing deferred tax assets and 
liabilities must be adjusted for the eff ects of these changes. Th e resulting eff ects of the changes 
are also included in determining accounting profi t in the period of change. 

 When income tax rates change, the deferred tax assets and liabilities are adjusted to the 
new tax rate. If income tax rates increase, deferred taxes (that is, the deferred tax assets and lia-
bilities) will also increase. Likewise, if income tax rates decrease, deferred taxes will decrease. A 
decrease in tax rates decreases deferred tax liabilities, which reduces future tax payments to the 
taxing authorities. A decrease in tax rates will also decrease deferred tax assets, which reduces 
their value toward the off set of future tax payments to the taxing authorities. 

 To illustrate the eff ect of a change in tax rate, consider  Example 1  again. In that illus-
tration, the timing diff erence that led to the recognition of a deferred tax liability for Reston 
Partners was attributable to diff erences in the method of depreciation and the related eff ects on 
the accounting carrying value and the asset tax base. Th e relevant information is restated below. 

 Th e carrying amount and tax base for the equipment is:

 (£ Millions)  2006  2005  2004 

Equipment value for accounting purposes ( carrying 
amount ) (depreciation of £2,000/year) £14,000 £16,000 £18,000

Equipment value for tax purposes ( tax base ) 
(depreciation of £2,857/year) £11,429 £14,286 £17,143

Diff erence £2,571 £1,714 £857
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  At a 30 percent income tax rate, the deferred tax liability was then determined as follows: 

 (£ Millions)  2006  2005  2004 

 Deferred tax liability £771 £514 £257

   (Diff erence between tax base and carrying amount)

   2004: £(18,000 − 17,143) × 30% = £257

   2005: £(16,000 − 14,286) × 30% = £514

   2006: £(14,000 − 11,429) × 30% = £771

 For this illustration, assume that the taxing authority has changed the income tax rate to 
25 percent for 2006. Although the diff erence between the carrying amount and the tax base 
of the depreciable asset are the same, the deferred tax liability for 2006 will be £643 (instead 
of £771 or a reduction of £128 in the liability). 2006: £(14,000 − 11,429) × 25% = £643. 

 Reston Partners’ provision for income tax expense is also aff ected by the change in tax 
rates. Taxable income for 2006 will now be taxed at a rate of 25 percent. Th e benefi t of the 
2006 accelerated depreciation tax shield is now only £214 (£857 × 25%) instead of the previ-
ous £257 (a reduction of £43). In addition, the reduction in the beginning carrying value of 
the deferred tax liability for 2006 (the year of change) further reduces the income tax expense 
for 2006. Th e reduction in income tax expense attributable to the change in tax rate is £85. 
2006: (30% − 25%) × £1,714 = £85. Note that these two components together account for 
the reduction in the deferred tax liability (£43 + £85 = £128). 

 As may be seen from this discussion, changes in the income tax rate have an eff ect 
on a company’s deferred tax asset and liability carrying values as well as an eff ect on the 
measurement of income tax expense in the year of change. Th e analyst must thus note that 
proposed changes in tax law can have a quantifi able eff ect on these accounts (and any re-
lated fi nancial ratios that are derived from them) if the proposed changes are subsequently 
enacted into law.     

 4. TEMPORARY AND PERMANENT DIFFERENCES BETWEEN 
TAXABLE AND ACCOUNTING PROFIT 

 Temporary diff erences arise from a diff erence between the tax base and the carrying amount of 
assets and liabilities. Th e creation of a deferred tax asset or liability from a temporary diff erence 
is only possible if the diff erence reverses itself at some future date and to such an extent that the 
balance sheet item is expected to create future economic benefi ts for the company. IFRS and US 
GAAP both prescribe the balance sheet liability method for recognition of deferred tax. Th is bal-
ance sheet method focuses on the recognition of a deferred tax asset or liability should there be a 
temporary diff erence between the carrying amount and tax base of balance sheet items.  4    

  4    Previously, IAS 12 required recognition of deferred tax based on the deferred method (also known as 
the income statement method), which focused on timing diff erences. Timing diff erences are diff erences 
in the recognition of income and expenses for accounting and tax purposes that originate in one period 
and will reverse in a future period. Given the defi nition of timing diff erences, all timing diff erences are 
temporary diff erences, such as the diff erent treatment of depreciation for tax and accounting purposes 
(although the timing is diff erent with regard to the allowed depreciation for tax and accounting purposes, 
the asset will eventually be fully depreciated). 
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  Permanent diff erences  are diff erences between tax and fi nancial reporting of revenue 
(expenses) that  will not  be reversed at some future date. Because they will not be reversed at 
a future date, these diff erences do not give rise to deferred tax. Th ese items typically include  

•    Income or expense items not allowed by tax legislation, and  
•    Tax credits for some expenditures that directly reduce taxes.   

 Because no deferred tax item is created for permanent diff erences, all permanent diff erences 
result in a diff erence between the company’s eff ective tax rate and statutory tax rate. Th e eff ec-
tive tax rate is also infl uenced by diff erent statutory taxes should an entity conduct business in 
more than one tax jurisdiction. Th e formula for the reported eff ective tax rate is thus equal to: 

  
Reported effective tax rate Income tax expe= nnse

Pretax income (accounting profit)÷
 

 Th e net change in deferred tax during a reporting period is the diff erence between the balance 
of the deferred tax asset or liability for the current period and the balance of the previous 
period.  

 4.1.     Taxable Temporary Diff erences 

 Temporary diff erences are further divided into two categories, namely taxable temporary dif-
ferences and deductible temporary diff erences.  Taxable temporary diff erences  are temporary 
diff erences that result in a taxable amount in a future period when determining the taxable 
profi t as the balance sheet item is recovered or settled. Taxable temporary diff erences result in a 
deferred tax liability when the carrying amount of an asset exceeds its tax base and, in the case 
of a liability, when the tax base of the liability exceeds its carrying amount. 

 Under US GAAP, a deferred tax asset or liability is not recognized for unamortizable 
goodwill. Under IFRS, a deferred tax account is not recognized for goodwill arising in a busi-
ness combination. Since goodwill is a residual, the recognition of a deferred tax liability would 
increase the carrying amount of goodwill. Discounting deferred tax assets or liabilities is gen-
erally not allowed for temporary diff erences related to business combinations as it is for other 
temporary diff erences. 

 IFRS provides an exemption (that is, deferred tax is not provided on the temporary diff er-
ence) for the initial recognition of an asset or liability in a transaction that: a) is not a business 
combination (e.g., joint ventures, branches and unconsolidated investments); and b) aff ects 
neither accounting profi t nor taxable profi t at the time of the transaction. US GAAP does not 
provide an exemption for these circumstances. 

 As a simple example of a temporary diff erence with no recognition of deferred tax liabil-
ity, assume that a fi ctitious company, Corporate International, a holding company of various 
leisure related businesses and holiday resorts, buys an interest in a hotel in the current fi nancial 
year. Th e goodwill related to the transaction will be recognized on the fi nancial statements, but 
the related tax liability will not, as it relates to the initial recognition of goodwill.   

 4.2.     Deductible Temporary Diff erences 

  Deductible temporary diff erences  are temporary diff erences that result in a reduction or 
deduction of taxable income in a future period when the balance sheet item is recovered or 
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settled. Deductible temporary diff erences result in a deferred tax asset when the tax base of an 
asset exceeds its carrying amount and, in the case of a liability, when the carrying amount of 
the liability exceeds its tax base. Th e recognition of a deferred tax asset is only allowed to the 
extent there is a reasonable expectation of future profi ts against which the asset or liability (that 
gave rise to the deferred tax asset) can be recovered or settled. 

 To determine the probability of suffi  cient future profi ts for utilization, one must consider 
the following: 1) Suffi  cient taxable temporary diff erences must exist that are related to the same 
tax authority and the same taxable entity; and 2) Th e taxable temporary diff erences that are 
expected to reverse in the same periods as expected for the reversal of the deductible temporary 
diff erences. 

 As with deferred tax liabilities, IFRS states that deferred tax assets should not be rec-
ognized in cases that would arise from the initial recognition of an asset or liability in 
transactions that are not a business combination and when, at the time of the transaction, 
there is no impact on either accounting or taxable profi t. Subsequent to initial recognition 
under IFRS and US GAAP, any deferred tax assets that arise from investments in subsid-
iaries, branches, associates, and interests in joint ventures are recognized as a deferred tax 
asset. 

 IFRS and US GAAP allow the creation of a deferred tax asset in the case of tax losses and 
tax credits. Th ese two unique situations will be further elaborated on in Section 6. IAS 12  does 
not  allow the creation of a deferred tax asset arising from negative goodwill. Negative goodwill 
arises when the amount that an entity pays for an interest in a business is less than the net 
fair market value of the portion of assets and liabilities of the acquired company, based on the 
interest of the entity.   

 4.3.     Examples of Taxable and Deductible Temporary Diff erences 

  Exhibit 1  summarizes how diff erences between the tax bases and carrying amounts of assets 
and liabilities give rise to deferred tax assets or deferred tax liabilities. 

    EXHIBIT 1       Treatment of Temporary Diff erences 

 Balance Sheet Item   Carrying Amount vs. Tax Base  Results in Deferred Tax Asset/Liability 

Asset Carrying amount > tax base Deferred tax liability

Asset Carrying amount < tax base Deferred tax asset

Liability Carrying amount > tax base Deferred tax asset

Liability Carrying amount < tax base Deferred tax liability

 EXAMPLE 4    Taxable and Deductible Temporary Diff erences 

  Examples 2  and  3  illustrated how to calculate the tax base of assets and liabilities, respec-
tively. Based on the information provided in  Examples 2  and  3 , indicate whether the 
diff erence in the tax base and carrying amount of the assets and liabilities are temporary 
or permanent diff erences and whether a deferred tax asset or liability will be recognized 
based on the diff erence identifi ed.  
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 Solution to Example 2: 

 Carrying  
    Amount (€) 

 Tax Base  
    (€) 

 Temporary  
    Diff erence (€) 

  Will Result in Deferred   
     Tax Asset/Liability  

1. Dividends receivable 1,000,000 1,000,000 0  N/A 

2. Development costs 2,500,000 2,250,000 250,000  Deferred tax liability 

3. Research costs 0 375,000 (375,000)  Deferred tax asset 

4. Accounts receivable 1,500,000 1,218,750 281,250  Deferred tax liability 

  Example 2  included comments on the calculation of the carrying amount and tax base 
of the assets.  

  1  .      Dividends receivable : As a result of non-taxability, the carrying amount equals the tax 
base of dividends receivable. Th is constitutes a permanent diff erence and will not re-
sult in the recognition of any deferred tax asset or liability. A temporary diff erence 
constitutes a diff erence that will, at some future date, be reversed. Although the timing 
of recognition is diff erent for tax and accounting purposes, in the end the full carrying 
amount will be expensed/recognized as income. A permanent diff erence will never 
be reversed. Based on tax legislation, dividends from a subsidiary are not recognized 
as income. Th erefore, no amount will be refl ected as dividend income when calcu-
lating the taxable income, and the tax base of dividends receivable must be the total 
amount received, namely €1,000,000. Th e taxable income and accounting profi t will 
permanently diff er with the amount of dividends receivable, even on future fi nancial 
statements as an eff ect on the retained earnings refl ected on the balance sheet.  

  2  .      Development costs : Th e diff erence between the carrying amount and tax base is a 
temporary diff erence that, in the future, will reverse. In this fi scal year, it will result 
in a deferred tax liability.  

  3  .      Research costs : Th e diff erence between the carrying amount and tax base is a tempo-
rary diff erence that results in a deferred tax asset. Remember the explanation in Sec-
tion 2 for deferred tax assets—a deferred tax asset arises because of an excess amount 
paid for taxes (when taxable income is greater than accounting profi t), which is ex-
pected to be recovered from future operations. Based on accounting principles, the 
full amount was deducted resulting in a lower accounting profi t, while the taxable 
income by implication, should be greater because of the lower amount expensed.  

  4  .      Accounts receivable : Th e diff erence between the carrying amount and tax base of the 
asset is a temporary diff erence that will result in a deferred tax liability.     

 Solution to Example 3: 

 Carrying  
    Amount (€) 

 Tax Base  
    (€) 

 Temporary  
    Diff erence (€) 

  Will Result in Deferred   
     Tax Asset/Liability  

1. Donations 0 0 0  N/A 

2. Interest received in advance 300,000 0 (300,000)  Deferred tax asset 

3. Rent received in advance 10,000,000 0 (10,000,000)  Deferred tax asset 

4. Loan (capital) 550,000 550,000 0  N/A 

  Interest paid 0 0 0  N/A 
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 4.4.     Temporary Diff erences at Initial Recognition of Assets and Liabilities 

 In some situations the carrying amount and tax base of a balance sheet item may vary at initial 
recognition. For example, a company may deduct a government grant from the initial carry-
ing amount of an asset or liability that appears on the balance sheet. For tax purposes, such 
grants may not be deducted when determining the tax base of the balance sheet item. In such 
circumstances, the carrying amount of the asset or liability will be lower than its tax base. Dif-
ferences in the tax base of an asset or liability as a result of the circumstances described above 
may not be recognized as deferred tax assets or liabilities. 

 For example, a government may off er grants to Small, Medium, and Micro Enterprises 
(SMME) in an attempt to assist these entrepreneurs in their endeavors that contribute to the 
country’s GDP and job creation. Assume that a particular grant is off ered for infrastructure 
needs (offi  ce furniture, property, plant, and equipment, etc). In these circumstances, although 
the carrying amount will be lower than the tax base of the asset, the related deferred tax may 
not be recognized. As mentioned earlier, deferred tax assets and liabilities should not be recog-
nized in cases that would arise from the initial recognition of an asset or liability in transactions 
that are not a business combination and when, at the time of the transaction, there is no im-
pact on either accounting or taxable profi t. 

 A deferred tax liability will also not be recognized at the initial recognition of goodwill. 
Although goodwill may be treated diff erently across tax jurisdictions, which may lead to diff er-
ences in the carrying amount and tax base of goodwill, IAS 12 does not allow the recognition 
of such a deferred tax liability. Any impairment that an entity should, for accounting purposes, 
impose on goodwill will again result in a temporary diff erence between its carrying amount 
and tax base. Any impairment that an entity should, for accounting purposes, impose on good-
will and if part of the goodwill is related to the initial recognition, that part of the diff erence 
in tax base and carrying amount should not result in any deferred taxation because the initial 
deferred tax liability was not recognized. Any future diff erences between the carrying amount 
and tax base as a result of amortization and the deductibility of a portion of goodwill constitute 
a temporary diff erence for which provision should be made.   

  Example 3  included extensive comments on the calculation of the carrying amount and 
tax base of the liabilities.  

  1  .      Donations : It was assumed that tax legislation does not allow donations to be de-
ducted for tax purposes. No temporary diff erence results from donations, and thus 
a deferred tax asset or liability will not be recognized. Th is constitutes a permanent 
diff erence.  

  2  .      Interest received in advance : Interest received in advance results in a temporary dif-
ference that gives rise to a deferred tax asset. A deferred tax asset arises because of 
an excess amount paid for taxes (when taxable income is greater than accounting 
profi t), which is expected to be recovered from future operations.  

  3  .      Rent received in advance : Th e diff erence between the carrying amount and tax base is 
a temporary diff erence that leads to the recognition of a deferred tax asset.  

  4  .      Loan : Th ere are no temporary diff erences as a result of the loan or interest paid, and 
thus no deferred tax item is recognized.     
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 4.5.     Business Combinations and Deferred Taxes 

 Th e fair value of assets and liabilities acquired in a business combination is determined on the 
acquisition date and may diff er from the previous carrying amount. It is highly probable that 
the values of acquired intangible assets, including goodwill, would diff er from their carrying 
amounts. Th is temporary diff erence will aff ect deferred taxes as well as the amount of goodwill 
recognized as a result of the acquisition.   

 4.6.     Investments in Subsidiaries, Branches, Associates, and Interests in Joint Ventures 

 Investments in subsidiaries, branches, associates, and interests in joint ventures may lead to 
temporary diff erences on the consolidated versus the parent’s fi nancial statements. Th e related 
deferred tax liabilities as a result of temporary diff erences will be recognized unless both of the 
following criterion are satisfi ed:  

•    Th e parent is in a position to control the timing of the future reversal of the temporary 
diff erence, and  

•    It is probable that the temporary diff erence will not reverse in the future.   

 With respect to deferred tax assets related to subsidiaries, branches, associates, and inter-
ests, deferred tax assets will only be recognized if the following criteria are satisfi ed:  

•    Th e temporary diff erence will reverse in the future, and  
•    Suffi  cient taxable profi ts exist against which the temporary diff erence can be used.       

 5. UNUSED TAX LOSSES AND TAX CREDITS 

 IAS 12 allows the recognition of unused tax losses and tax credits only to the extent that it is 
probable that in the future there will be taxable income against which the unused tax losses 
and credits can be applied. Under US GAAP, a deferred tax asset is recognized in full but 
is then reduced by a valuation allowance if it is more likely than not that some or all of the 
deferred tax asset will not be realized. Th e same requirements for creation of a deferred tax 
asset as a result of deductible temporary diff erences also apply to unused tax losses and tax 
credits. Th e existence of tax losses may indicate that the entity cannot reasonably be expect-
ed to generate suffi  cient future taxable income. All other things held constant, the greater 
the history of tax losses, the greater the concern regarding the company’s ability to generate 
future taxable profi ts. 

 Should there be concerns about the company’s future profi tability, then the deferred tax 
asset may not be recognized until it is realized. When assessing the probability that suffi  cient 
taxable profi t will be generated in the future, the following criteria can serve as a guide: 

•    If there is uncertainty as to the probability of future taxable profi ts, a deferred tax asset as 
a result of unused tax losses or tax credits is only recognized to the extent of the available 
taxable temporary diff erences;  

•    Assess the probability that the entity will in fact generate future taxable profi ts before the 
unused tax losses and/or credits expire pursuant to tax rules regarding the carry forward of 
the unused tax losses;  
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•    Verify that the above is with the same tax authority and based on the same taxable entity;  
•    Determine whether the past tax losses were a result of specifi c circumstances that are unlikely 

to be repeated; and  
•    Discover if tax planning opportunities are available to the entity that will result in future 

profi ts. Th ese may include changes in tax legislation that are phased in over more than one 
fi nancial period to the benefi t of the entity.   

  It is imperative that the timing of taxable and deductible temporary diff erences also be consid-
ered before creating a deferred tax asset based on unused tax credits.    

 6. RECOGNITION AND MEASUREMENT OF CURRENT 
AND DEFERRED TAX 

 Current taxes payable or recoverable from tax authorities are based on the applicable tax rates 
at the balance sheet date. Deferred taxes should be measured at the tax rate that is expected 
to apply when the asset is realized or the liability settled. With respect to the income tax for a 
current or prior period not yet paid, it is recognized as a tax liability until paid. Any amount 
paid in excess of any tax obligation is recognized as an asset. Th e income tax paid in excess or 
owed to tax authorities is separate from deferred taxes on the company’s balance sheet. 

 When measuring deferred taxes in a jurisdiction, there are diff erent forms of taxation 
such as income tax, capital gains tax (any capital gains made), or secondary tax on companies 
(tax payable on the dividends that a company declares) and possibly diff erent tax bases for a 
balance sheet item (as in the case of government grants infl uencing the tax base of an asset such 
as property). In assessing which tax laws should apply, it is dependent on how the related asset 
or liability will be settled. It would be prudent to use the tax rate and tax base that is consistent 
with how it is expected the tax base will be recovered or settled. 

 Although deferred tax assets and liabilities are related to temporary diff erences expected 
to be recovered or settled at some future date, neither are discounted to present value in deter-
mining the amounts to be booked. Both must be adjusted for changes in tax rates. 

 Deferred taxes as well as income taxes should always be recognized on the income state-
ment of an entity unless it pertains to:  

•    Taxes or deferred taxes charged directly to equity, or  
•    A possible provision for deferred taxes relates to a business combination.   

 Th e carrying amount of the deferred tax assets and liabilities should also be assessed. Th e 
carrying amounts may change even though there may have been no change in temporary dif-
ferences during the period evaluated. Th is can result from:  

•    Changes in tax rates;  
•    Reassessments of the recoverability of deferred tax assets; or  
•    Changes in the expectations for how an asset will be recovered and what infl uences the de-

ferred tax asset or liability.   

 All unrecognized deferred tax assets and liabilities must be reassessed at the balance 
sheet date and measured against the criteria of probable future economic benefi ts. If such a 
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deferred asset is likely to be recovered, it may be appropriate to recognize the related deferred 
tax asset. 

 Diff erent jurisdictions have diff erent requirements for determining tax obligations that 
can range from diff erent forms of taxation to diff erent tax rates based on taxable income. When 
comparing fi nancial statements of entities that conduct business in diff erent jurisdictions sub-
ject to diff erent tax legislation, the analyst should be cautious in reaching conclusions because 
of the potentially complex tax rules that may apply.  

 6.1.     Recognition of a Valuation Allowance 

 Deferred tax assets must be assessed at each balance sheet date. If there is any doubt whether 
the deferral will be recovered, then the carrying amount should be reduced to the expected 
recoverable amount. Should circumstances subsequently change and suggest the future will 
lead to recovery of the deferral, the reduction may be reversed. 

 Under US GAAP, deferred tax assets are reduced by creating a valuation allowance. Estab-
lishing a valuation allowance reduces the deferred tax asset and income in the period in which 
the allowance is established. Should circumstances change to such an extent that a deferred tax 
asset valuation allowance may be reduced, the reversal will increase the deferred tax asset and 
operating income. Because of the subjective judgment involved, an analyst should carefully 
scrutinize any such changes.   

 6.2.     Recognition of Current and Deferred Tax Charged Directly to Equity 

 In general, IFRS and US GAAP require that the recognition of deferred tax liabilities and cur-
rent income tax should be treated similarly to the asset or liability that gave rise to the deferred 
tax liability or income tax based on accounting treatment. Should an item that gives rise to 
a deferred tax liability be taken directly to equity, the same should hold true for the resulting 
deferred tax. 

 Th e following are examples of such items:  

•    Revaluation of property, plant, and equipment (revaluations are not permissible under US 
GAAP);  

•    Long-term investments at fair value;  
•    Changes in accounting policies;  
•    Errors corrected against the opening balance of retained earnings;  
•    Initial recognition of an equity component related to complex fi nancial instruments; and  
•    Exchange rate diff erences arising from the currency translation procedures for foreign 

operations.   

 Whenever it is determined that a deferred tax liability will not be reversed, an adjustment 
should be made to the liability. Th e deferred tax liability will be reduced and the amount by 
which it is reduced should be taken directly to equity. Any deferred taxes related to a business 
combination must also be recognized in equity. 

 Depending on the items that gave rise to the deferred tax liabilities, an analyst should 
exercise judgment regarding whether the taxes should be included with deferred tax liabilities 
or whether it should be taken directly to equity. It may be more appropriate simply to ignore 
deferred taxes.      
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 EXAMPLE 5    Taxes Charged Directly to Equity 

 Th e following information pertains to Anderson Company (a hypothetical company). 
A building owned by Anderson Company was originally purchased for €1,000,000 on 
1 January 2004. For accounting purposes, buildings are depreciated at 5 percent a year 
on a straight-line basis, and depreciation for tax purposes is 10 percent a year on a 
straight-line basis. On the fi rst day of 2006, the building is revalued at €1,200,000. It is 
estimated that the remaining useful life of the building from the date of revaluation is 
20 years.  Important : For tax purposes the revaluation of the building is not recognized. 

 Based on the information provided, the following illustrates the diff erence in treat-
ment of the building for accounting and tax purposes. 

 Carrying Amount  
    of Building 

 Tax Base  
    of Building 

Balance on 1 January 2004 €1,000,000 €1,000,000

Depreciation 2004 50,000 100,000

   Balance on 31 December 2004 €950,000 €900,000

Depreciation 2005 50,000 100,000

   Balance on 31 December 2005 €900,000 €800,000

Revaluation on 1 January 2006 300,000 n/a

Balance on 1 January 2006 €1,200,000 €800,000

Depreciation 2006 60,000 100,000

   Balance on 31 December 2006 €1,140,000 €700,000

 Accumulated depreciation 

Balance on 1 January 2004 €0 €0

Depreciation 2004 50,000 100,000

   Balance on 31 December 2004 €50,000 €100,000

Depreciation 2005 50,000 100,000

   Balance on 31 December 2005 €100,000 €200,000

Revaluation at 1 January 2006 (100,000) n/a

Balance on 1 January 2006 €0 €200,000

Depreciation 2006 60,000 100,000

   Balance on 30 November 2006 €60,000 €300,000

 Carrying Amount  Tax Base 

On 31 December 2004 €950,000 €900,000

On 31 December 2005 €900,000 €800,000

On 31 December 2006 €1,140,000 €700,000

  31 December 2004 : On 31 December 2004, diff erent treatments for depreciation ex-
pense result in a temporary diff erence that gives rise to a deferred tax liability. Th e 



Chapter 13 Income Taxes 681

diff erence in the tax base and carrying amount of the building was a result of diff erent 
depreciation amounts for tax and accounting purposes. Depreciation appears on the 
income statement. For this reason the deferred tax liability will also be refl ected on 
the income statement. If we assume that the applicable tax rate in 2004 was 40 per-
cent, then the resulting deferred tax liability will be 40% × (€950,000 − €900,000) = 
€20,000. 

  31 December 2005 : As of 31 December 2005, the carrying amount of the building 
remains greater than the tax base. Th e temporary diff erence again gives rise to a deferred 
tax liability. Again, assuming the applicable tax rate to be 40 percent, the deferred tax 
liability from the building is 40% × (€900,000 − €800,000) = €40,000. 

  31 December 2006 : On 31 December 2006, the carrying amount of the building 
again exceeds the tax base. Th is is not the result of disposals or additions, but is a result of 
the revaluation at the beginning of the 2006 fi scal year and the diff erent rates of depre-
ciation. Th e deferred tax liability would seem to be 40% × (€1,140,000 − €700,000) = 
€176,000,  but  the treatment is diff erent than it was for 2004 and 2005. In 2006, reval-
uation of the building gave rise to a balance sheet equity account, namely “Revaluation 
Surplus” in the amount of €300,000, which is not recognized for tax purposes. 

 Th e deferred tax liability would usually have been calculated as follows: 

 2006  2005  2004 

 Deferred tax liability (closing balance at end of 
fi scal year) €176,000 €40,000 €20,000

(Diff erence between tax base and carrying amount)

2004: €(950,000 − 900,000) × 40% = 20,000

2005: €(900,000 − 800,000) × 40% = 40,000

2006: €(1,140,000 − 700,000) × 40% = 176,000

 Th e change in the deferred tax liability in 2004 is €20,000, in 2005: €20,000 
(€40,000 − €20,000) and, it would seem, in 2006: €136,000 (€176,000 − €40,000). 
In 2006, although it would seem that the balance for deferred tax liability should be 
€176,000, the revaluation is not recognized for tax purposes. Only the portion of the 
diff erence between the tax base and carrying amount that is not a result of the revalua-
tion is recognized as giving rise to a deferred tax liability. 

 Th e eff ect of the revaluation surplus and the associated tax eff ects are accounted for 
in a direct adjustment to equity. Th e revaluation surplus is reduced by the tax provision 
associated with the excess of the fair value over the carry value and it aff ects retained 
earnings (€300,000 × 40% = €120,000). 

 Th e deferred tax liability that should be refl ected on the balance sheet is thus not 
€176,000 but only €56,000 (€176,000 − €120,000). Given the balance of deferred tax 
liability at the beginning of the 2006 fi scal year in the amount of €40,000, the change 
in the deferred tax liability is only €56,000 − €40,000 = €16,000. 

 In the future, at the end of each year, an amount equal to the depreciation as a result 
of the revaluation minus the deferred tax eff ect will be transferred from the revaluation 
reserve to retained earnings. In 2006 this will amount to a portion of depreciation re-
sulting from the revaluation, €15,000 (€300,000 ÷ 20), minus the deferred tax eff ect of 
€6,000 (€15,000 × 40%), thus €9,000.  
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 7. PRESENTATION AND DISCLOSURE 

 We will discuss the presentation and disclosure of income tax related information by way of exam-
ple. Th e Consolidated Statements of Operations (Income Statements) and Consolidated Balance 
Sheets for Micron Technology (MU) are provided in  Exhibits 2  and  3 , respectively.  Exhibit 4  
provides the income tax note disclosures for MU for the 2004, 2005, and 2006 fi scal years. 

 MU’s income tax provision (i.e., income tax expense) for fi scal year 2006 is $18 million 
(see  Exhibit 2 ). Th e income tax note disclosure in  Exhibit 4  reconciles how the income tax 
provision was determined beginning with MU’s reported income before taxes (shown in  Ex-
hibit 2  as $433 million for fi scal year 2006). Th e note disclosure then denotes the income tax 
provision for 2006 that is current ($42 million), which is then off set by the deferred tax benefi t 
for foreign taxes ($24 million), for a net income tax provision of $18 million.  Exhibit 4  fur-
ther shows a reconciliation of how the income tax provision was derived from the US federal 
statutory rate. Many public companies comply with this required disclosure by displaying the 
information in percentage terms, but MU has elected to provide the disclosure in absolute 
dollar amounts. From this knowledge, we can see that the dollar amount shown for US fed-
eral income tax provision at the statutory rate ($152 million) was determined by multiplying 
MU’s income before taxes by the 35 percent US federal statutory rate ($433 × 0.35 = $152). 
Furthermore, after considering tax credits and changes in the valuation allowance for deferred 
tax assets, MU’s $18 million tax provision for 2006 is only 4.16 percent of its income before 
taxes ($18 ÷ $433 = 4.16%). 

 In addition, the note disclosure in  Exhibit 4  provides detailed information about the deri-
vation of the deferred tax assets ($26 million current and $49 million noncurrent) and deferred 
tax liabilities ($28 million noncurrent) that are shown on MU’s consolidated balance sheet for 
fi scal year 2006 in  Exhibit 3 . 

    EXHIBIT 2       Micron Technology, Inc. Consolidated Statements of Operations (Amounts in 
Millions Except Per Share)  

 For the Year Ended 
 31 Aug. 

2006 
 1 Sept. 
2005 

 2 Sept. 
2004 

Net sales $5,272 $4,880 $4,404

Cost of goods sold 4,072 3,734 3,090

   Gross margin 1,200 1,146 1,314

Selling, general and administrative 460 348 332

Research and development 656 604 755

Restructure — (1) (23)

Other operating (income) expense, net (266) (22) —

   Operating income 350 217 250

Interest income 101 32 15

Interest expense (25) (47) (36)

Other non-operating income (expense), net 7 (3) 3

   Income before taxes 433 199 232

Income tax (provision) (18) (11) (75)
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 For the Year Ended 
 31 Aug. 

2006 
 1 Sept. 
2005 

 2 Sept. 
2004 

Noncontrolling interests in net income (7) — —

Net income $408 $188 $157

Earnings per share:

   Basic $0.59 $0.29 $0.24

   Diluted $0.56 $0.27 $0.24

Number of shares used in per share 
calculations:

   Basic 692 648 641

   Diluted 725 702 646

    EXHIBIT 3       Micron Technology, Inc. Consolidated Balance Sheets (Dollars in Millions)  

 As of  31 Aug. 2006  1 Sept. 2005 

 Assets 

Cash and equivalents $1,431 $524

Short-term investments 1,648 766

Receivables 956 794

Inventories 963 771

Prepaid expenses 77 39

Deferred income taxes 26 32

   Total current assets 5,101 2,926

Intangible assets, net 388 260

Property, plant and equipment, net 5,888 4,684

Deferred income taxes 49 30

Goodwill 502 16

Other assets 293 90

   Total assets $12,221 $8,006

 Liabilities and shareholders’ equity 

Accounts payable and accrued expenses $1,319 $753

Deferred income 53 30

Equipment purchase contracts 123 49

Current portion of long-term debt 166 147

   Total current liabilities 1,661 979

Long-term debt 405 1,020

Deferred income taxes 28 35

Other liabilities 445 125

   Total liabilities 2,539 2,159

EXHIBIT 2 (Continued)

(continued)
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 As of  31 Aug. 2006  1 Sept. 2005 

Commitments and contingencies — —

Noncontrolling interests in subsidiaries 1,568 —

Common stock of $0.10 par value, authorized 3 billion 
shares, issued and outstanding 749.4 million and 
616.2 million shares 75 62

Additional capital 6,555 4,707

Retained earnings 1,486 1,078

Accumulated other comprehensive loss (2) —

   Total shareholders’ equity 8,114 5,847

   Total liabilities and shareholders’ equity $12,221 $8,006

    EXHIBIT 4       Micron Technology, Inc. Income Taxes Note to the Consolidated Financial Statements  

 Income (loss) before taxes and the income tax (provision) benefi t consisted of the following: 

 (Millions)  2006  2005  2004 
Income (loss) before taxes:
   US $351 $108 ($19)
   Foreign 82 91 251

$433 $199 $232
Income tax (provision) benefi t:
   Current:
      US federal ($12) — —
      State (1) (3) —
      Foreign (29) (18) (12)

(42) (21) (12)
   Deferred:
      US federal — — —
      State — — —
      Foreign 24 10 (63)

24 10 (63)
Income tax (provision) ($18) ($11) ($75)

 Th e company’s income tax (provision) computed using the US federal statutory rate and the 
company’s income tax (provision) benefi t is reconciled as follows: 

 (Millions)  2006  2005  2004 

US federal income tax (provision) benefi t at 
statutory rate $(152) $(70) $(81)

State taxes, net of federal benefi t 5 6 (9)

Foreign operations 3 9 (44)

EXHIBIT 3 (Continued)
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EXHIBIT 4 (Continued)

 (Millions)  2006  2005  2004 

Change in valuation allowance 103 (7) (11)

Tax credits 7 28 7

Export sales benefi t 13 16 16

Resolution of tax matters — — 37

Other 3 7 10

$(18) $(11) $(75)

 State taxes refl ect investment tax credits of $23 million, $14 million, and $9 million for 2006, 
2005, and 2004, respectively. Deferred income taxes refl ect the net tax eff ects of temporary 
diff erences between the bases of assets and liabilities for fi nancial reporting and income tax 
purposes. Th e company’s deferred tax assets and liabilities consist of the following as of the end 
of the periods shown below: 

 ($ Millions)  2006  2005 

Deferred tax assets:
   Net operating loss and credit carryforwards $929 $1,202
   Basis diff erences in investments in joint ventures 301 —
   Deferred revenue 160 76
   Accrued compensation 51 40
   Accounts payable 43 25
   Inventories 16 33
   Accrued product and process technology 11 12
   Other 36 87
      Gross deferred assets 1,547 1,475
   Less valuation allowance (915) (1,029)
      Deferred tax assets, net of valuation allowance 632 446
Deferred tax liabilities:
   Excess tax over book depreciation (308) (315)
   Receivables (91) —
   Intangibles (68) —
   Unremitted earnings on certain subsidiaries (58) (49)
   Product and process technology (45) (39)
   Other (15) (16)
      Deferred tax liabilities (585) (419)
Net deferred tax assets $47 $27
Reported as:
   Current deferred tax assets $26 $32
   Noncurrent deferred tax assets 49 30
   Noncurrent deferred tax liabilities (28) (35)
      Net deferred tax assets $47 $27
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 Th e company has a valuation allowance against substantially all of its US net deferred tax 
assets. As of 31 August 2006, the company had aggregate US tax net operating loss carryfor-
wards of $1.7 billion and unused US tax credit carryforwards of $164 million. Th e company 
also has unused state tax net operating loss carryforwards of $1.4 billion and unused state tax 
credits of $163 million. During 2006, the company utilized approximately $1.1 billion of its 
US tax net operating loss carryforwards as a result of IMFT, MP Mask, and related transac-
tions.  5    Substantially all of the net operating loss carryforwards expire in 2022 to 2025 and 
substantially all of the tax credit carryforwards expire in 2013 to 2026. 

 Th e changes in valuation allowance of ($114) million and $25 million in 2006 and 2005, 
respectively, are primarily a result of uncertainties of realizing certain US net operating losses 
and certain tax credit carryforwards. Th e change in the valuation allowance in 2006 and 2005 
includes $12 million and $2 million, respectively, for stock plan deductions, which will be 
credited to additional capital if realized. 

 Provision has been made for deferred taxes on undistributed earnings of non-US sub-
sidiaries to the extent that dividend payments from such companies are expected to result in 
additional tax liability. Remaining undistributed earnings of $686 million as of 31 August 
2006 have been indefi nitely reinvested; therefore, no provision has been made for taxes due 
upon remittance of these earnings. Determination of the amount of unrecognized deferred tax 
liability on these unremitted earnings is not practicable.     

  5    Micron Technology entered into profi table joint ventures and acquired profi table companies in 2006. 
Th e company was able to apply its net operating tax loss carryforwards (NOLs) toward these profi ts 
thereby reducing the income tax payments that would otherwise have been made without the NOLs. 

 EXAMPLE 6    Financial Analysis Example 

 Use the fi nancial statement information and disclosures provided by MU in  Exhibits 2 , 
 3 , and  4  to answer the following questions:  

  1  .     MU discloses a valuation allowance of $915 million (see  Exhibit 4 ) against total 
deferred assets of $1,547 million in 2006. Does the existence of this valuation al-
lowance have any implications concerning MU’s future earning prospects?  

  2  .     How would MU’s deferred tax assets and deferred tax liabilities be aff ected if the 
federal statutory tax rate was changed to 32 percent? Would a change in the rate to 
32 percent be benefi cial to MU?  

  3  .     How would reported earnings have been aff ected if MU were not using a valuation 
allowance?  

  4  .     How would MU’s $929 million in net operating loss carryforwards in 2006 (see 
 Exhibit 4 ) aff ect the valuation that an acquiring company would be willing to off er?  

  5  .     Under what circumstances should the analyst consider MU’s deferred tax liability as 
debt or as equity? Under what circumstances should the analyst exclude MU’s deferred 
tax liability from both debt and equity when calculating the debt-to-equity ratio?    

 Solution to 1:   According to  Exhibit 4 , MU’s deferred tax assets expire gradually until 
2026 (2022 to 2025 for the net operating loss carryforwards and 2013 to 2026 for the 
tax credit carryforwards). 
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 Because the company is relatively young, it is likely that most of these expirations 
occur toward the end of that period. Because cumulative federal net operating loss car-
ryforwards total $1.7 billion, the valuation allowance could imply that MU is not rea-
sonably expected to earn $1.7 billion over the next 20 years. However, as we can see 
in  Exhibit 2 , MU has earned profi ts for 2006, 2005, and 2004, thereby showing that 
the allowance could be adjusted downward if the company continues to generate prof-
its in the future, making it more likely than not that the deferred tax asset would be 
recognized.   

 Solution to 2:   MU’s total deferred tax assets exceed total deferred tax liabilities by $47 
million. A change in the federal statutory tax rate to 32 percent from the current rate of 
35 percent would make these net deferred assets less valuable. Also, because it is possible 
that the deferred tax asset valuation allowance could be adjusted downward in the future 
(see discussion to solution 1), the impact could be far greater in magnitude.   

 Solution to 3:   Th e disclosure in  Exhibit 4  shows that the reduction in the valuation 
allowance reduced the income tax provision as reported on the income statement by 
$103 million in 2006. Additional potential reductions in the valuation allowance could 
similarly reduce reported income taxes (actual income taxes would not be aff ected by 
a valuation allowance established for fi nancial reporting) in future years (see discussion 
to solution 1).   

 Solution to 4:   If an acquiring company is profi table, it may be able to use MU’s tax 
loss carryforwards to off set its own tax liabilities. Th e value to an acquirer would be 
the present value of the carryforwards, based on the acquirer’s tax rate and expected 
timing of realization. Th e higher the acquiring company’s tax rate, and the more prof-
itable the acquirer, the sooner it would be able to benefi t. Th erefore, an acquirer with 
a high current tax rate would theoretically be willing to pay more than an acquirer 
with a lower tax rate.   

 Solution to 5:   Th e analyst should classify the deferred tax liability as debt if the liabil-
ity is expected to reverse with subsequent tax payment. If the liability is not expected 
to reverse, there is no expectation of a cash outfl ow and the liability should be treated 
as equity. By way of example, future company losses may preclude the payment of 
any income taxes, or changes in tax laws could result in taxes that are never paid. Th e 
deferred tax liability should be excluded from both debt and equity when both the 
amounts and timing of tax payments resulting from the reversals of temporary diff er-
ences are uncertain.   

 8. COMPARISON OF IFRS AND US GAAP 

 As mentioned earlier, though IFRS and US GAAP follow similar conventions on many tax 
issues, there are some notable diff erences (such as revaluation).  Exhibit 5  summarizes many 
of the key similarities and diff erences between IFRS and US GAAP. Th ough both frameworks 
require a provision for deferred taxes, there are diff erences in the methodologies. 



688 International Financial Statement Analysis

    EXHIBIT 5       Deferred Income Tax Issues IFRS and US GAAP Methodology Similarities 
and Diff erences 

 Issue  IFRS  US GAAP 

 General considerations: 

General approach Full provision. Similar to IFRS.

Basis for deferred tax 
assets and liabilities

Temporary diff erences—i.e., the 
diff erence between carrying amount 
and tax base of assets and liabilities 
(see exceptions below).

Similar to IFRS.

Exceptions (i.e., deferred 
tax is not provided 
on the temporary 
diff erence)

Nondeductible goodwill (that which 
is not deductible for tax purposes) 
does not give rise to taxable 
temporary diff erences.

Similar to IFRS, except no initial 
recognition exemption and special 
requirements apply in computing 
deferred tax on leveraged leases.

 General considerations: 

Initial recognition of an asset or 
liability in a transaction that: a) is 
not a business combination; and 
b) aff ects neither accounting profi t 
nor taxable profi t at the time of 
the transaction. Other amounts 
that do not have a tax consequence 
(commonly referred to as permanent 
diff erences) exist and depend on 
the tax rules and jurisdiction of the 
entity.

 Specifi c applications: 

Revaluation of plant, 
property, and equipment 
and intangible assets

Deferred tax recognized in equity. Not applicable, as revaluation is 
prohibited.

Foreign nonmonetary 
assets/liabilities when 
the tax reporting 
currency is not the 
functional currency

Deferred tax is recognized on the 
diff erence between the carrying 
amount, determined using the 
historical rate of exchange, and 
the tax base, determined using the 
balance sheet date exchange rate.

No deferred tax is recognized for 
diff erences related to assets and 
liabilities that are remeasured from 
local currency into the functional 
currency resulting from changes in 
exchange rates or indexing for tax 
purposes.

Investments in 
subsidiaries—treatment 
of undistributed profi t

Deferred tax is recognized except 
when the parent is able to control 
the distribution of profi t and it 
is probable that the temporary 
diff erence will not reverse in the 
foreseeable future.

Deferred tax is required on temporary 
diff erences arising after 1992 that relate 
to investments in domestic subsidiaries, 
unless such amounts can be recovered 
tax-free and the entity expects to use 
that method. No deferred taxes are 
recognized on undistributed profi ts 
of foreign subsidiaries that meet the 
indefi nite reversal criterion. Deferred 
tax assets may be recorded only to 
the extent they will reverse in the 
foreseeable future.
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 Issue  IFRS  US GAAP 

Investments in joint 
ventures—treatment of 
undistributed profi t

Deferred tax is recognized except 
when the venturer can control 
the sharing of profi ts and if it 
is probable that the temporary 
diff erence will not reverse in the 
foreseeable future.

Deferred tax is required on temporary 
diff erences arising after 1992 that relate 
to investment in domestic corporate 
joint ventures. No deferred taxes are 
recognized on undistributed profi ts of 
foreign corporate joint ventures that 
meet the indefi nite reversal criterion. 
Deferred tax assets may be recorded 
only to the extent they will reverse in 
the foreseeable future.

Investment in 
associates—treatment of 
undistributed profi t

Deferred tax is recognized except 
when the investor can control the 
sharing of profi ts and it is probable 
that the temporary diff erence will 
not reverse in the foreseeable future.

Deferred tax is recognized on 
temporary diff erences relating to 
investments in investees.

Uncertain tax positions Refl ects the tax consequences that 
follow from the manner in which 
the entity expects, at the balance 
sheet date, to be paid to (recovered 
from) the taxation authorities.

A tax benefi t from an uncertain tax 
position may be recognized only if it 
is “more likely than not” that the tax 
position is sustainable based on its 
technical merits. Th e tax position is 
measured as the largest amount of tax 
benefi t that is greater than 50 percent 
likely of being realized upon ultimate 
settlement.

 Measurement of deferred tax: 

Tax rates Tax rates and tax laws that have been 
enacted or substantively enacted.

Use of substantively enacted rates is 
not permitted. Tax rate and tax laws 
used must have been enacted.

Recognition of deferred 
tax assets

A deferred tax asset is recognized 
if it is probable (more likely than 
not) that suffi  cient taxable profi t 
will be available against which the 
temporary diff erence can be utilized.

A deferred tax asset is recognized in 
full but is then reduced by a valuation 
allowance if it is more likely than not 
that some or all of the deferred tax 
asset will not be realized.

 Business combinations—Acquisitions: 

Step-up of acquired 
assets/liabilities to fair 
value

Deferred tax is recorded unless the 
tax base of the asset is also stepped 
up.

Similar to IFRS.

Previously unrecognized 
tax losses of the acquirer

A deferred tax asset is recognized 
if the recognition criteria for the 
deferred tax asset are met as a result 
of the acquisition. Off setting credit 
is recorded in income.

Similar to IFRS, except the off setting 
credit is recorded against goodwill.

Tax losses of the 
acquiree (initial 
recognition)

Similar requirements as for the 
acquirer except the off setting credit 
is recorded against goodwill.

Similar to IFRS.

EXHIBIT 5 (Continued)

(continued)
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 Issue  IFRS  US GAAP 

Subsequent resolution of 
income tax uncertainties 
in a business 
combination

If the resolution is more than one year 
after the year in which the business 
combination occurred, the result is 
recognized on the income statement.

Th e subsequent resolution of any 
tax uncertainty relating to a business 
combination is recorded against 
goodwill.

Subsequent recognition 
of deferred tax assets 
that were not “probable” 
at the time of the 
business combination

A deferred tax asset that was not 
considered probable at the time of 
the business combination but later 
becomes probable is recognized. 
Th e adjustment is to income tax 
expense with a corresponding 
adjustment to goodwill. Th e income 
statement shows a debit to goodwill 
expense and a credit to income tax 
expense. Th ere is no time limit for 
recognition of this deferred tax asset.

Th e subsequent resolution of any 
tax uncertainty relating to a business 
combination is recorded fi rst against 
goodwill, then noncurrent intangibles, 
and then income tax expense. Th ere 
is no time limit for recognition of this 
deferred tax asset.

 Presentation of deferred tax: 

Off set of deferred tax 
assets and liabilities

Permitted only when the entity has a 
legally enforceable right to off set and 
the balance relates to tax levied by 
the same authority.

Similar to IFRS.

Current/noncurrent Deferred tax assets and liabilities 
are classifi ed net as noncurrent 
on the balance sheet, with 
supplemental note disclosure for 1) 
the components of the temporary 
diff erences, and 2) amounts 
expected to be recovered within 12 
months and more than 12 months 
from the balance sheet date.

Deferred tax assets and liabilities 
are either classifi ed as current or 
noncurrent, based on the classifi cation 
of the related non-tax asset or 
liability for fi nancial reporting. Tax 
assets or liabilities not associated 
with an underlying asset or liability 
are classifi ed based on the expected 
reversal period.

Reconciliation of 
actual and expected tax 
expense

Required. Computed by applying 
the applicable tax rates to 
accounting profi t, disclosing also the 
basis on which the applicable tax 
rates are calculated.

Required for public companies only. 
Calculated by applying the domestic 
federal statutory tax rates to pre-tax 
income from continuing operations.

  Sources : IFRS: IAS 1, IAS 12, and IFRS 3. 
 US GAAP: FAS 109 and FIN 48. 
 “Similarities and Diff erences—A Comparison of IFRS and US GAAP,” PricewaterhouseCoopers, 
October 2006.     

 9. SUMMARY 

 Income taxes are a signifi cant category of expense for profi table companies. Analyzing in-
come tax expenses is often diffi  cult for the analyst because there are many permanent and 

EXHIBIT 5 (Continued)
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temporary timing diff erences between the accounting that is used for income tax reporting 
and the accounting that is used for fi nancial reporting on company fi nancial statements. 
Th e fi nancial statements and notes to the fi nancial statements of a company provide impor-
tant information that the analyst needs to assess fi nancial performance and to compare a 
company’s fi nancial performance with other companies. Key concepts in this chapter are 
as follows:  

•    Diff erences between the recognition of revenue and expenses for tax and accounting purpos-
es may result in taxable income diff ering from accounting profi t. Th e discrepancy is a result 
of diff erent treatments of certain income and expenditure items.  

•    Th e tax base of an asset is the amount that will be deductible for tax purposes as an expense 
in the calculation of taxable income as the company expenses the tax basis of the asset. If the 
economic benefi t will not be taxable, the tax base of the asset will be equal to the carrying 
amount of the asset.  

•    Th e tax base of a liability is the carrying amount of the liability less any amounts that will be 
deductible for tax purposes in the future. With respect to revenue received in advance, the 
tax base of such a liability is the carrying amount less any amount of the revenue that will 
not be taxable in the future.  

•    Temporary diff erences arise from recognition of diff erences in the tax base and carrying 
amount of assets and liabilities. Th e creation of a deferred tax asset or liability as a result of a 
temporary diff erence will only be allowed if the diff erence reverses itself at some future date 
and to the extent that it is expected that the balance sheet item will create future economic 
benefi ts for the company.  

•    Permanent diff erences result in a diff erence in tax and fi nancial reporting of revenue (ex-
penses) that will not be reversed at some future date. Because it will not be reversed at a 
future date, these diff erences do not constitute temporary diff erences and do not give rise to 
a deferred tax asset or liability.  

•    Current taxes payable or recoverable are based on the applicable tax rates on the balance 
sheet date of an entity; in contrast, deferred taxes should be measured at the tax rate that is 
expected to apply when the asset is realized or the liability settled.  

•    All unrecognized deferred tax assets and liabilities must be reassessed on the appropriate 
balance sheet date and measured against their probable future economic benefi t.  

•    Deferred tax assets must be assessed for their prospective recoverability. If it is probable that 
they will not be recovered at all or partly, the carrying amount should be reduced. Under US 
GAAP, this is done through the use of a valuation allowance.     

       PROBLEMS      

    1  .     Using the straight-line method of depreciation for reporting purposes and accelerated 
depreciation for tax purposes would  most likely  result in a:  
    A   .     valuation allowance. 
    B   .     deferred tax asset. 
    C   .     temporary diff erence.   
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   2  .     In early 2009 Sanborn Company must pay the tax authority €37,000 on the income it 
earned in 2008. Th is amount was recorded on the company’s 31 December 2008 fi nancial 
statements as:  
    A   .     taxes payable. 
    B   .     income tax expense. 
    C   .     a deferred tax liability.   

   3  .     Income tax expense reported on a company’s income statement equals taxes payable, plus 
the net increase in:  
    A   .     deferred tax assets and deferred tax liabilities. 
    B   .     deferred tax assets, less the net increase in deferred tax liabilities. 
    C   .     deferred tax liabilities, less the net increase in deferred tax assets.   

   4  .     Analysts should treat deferred tax liabilities that are expected to reverse as:  
    A   .     equity. 
    B   .     liabilities. 
    C   .     neither liabilities nor equity.   

   5  .     Deferred tax liabilities should be treated as equity when:  
    A   .     they are not expected to reverse. 
    B   .     the timing of tax payments is uncertain. 
    C   .     the amount of tax payments is uncertain.   

   6  .     When both the timing and amount of tax payments are uncertain, analysts should treat 
deferred tax liabilities as:  
    A   .     equity. 
    B   .     liabilities. 
    C   .     neither liabilities nor equity.   

   7  .     When accounting standards require recognition of an expense that is not permitted under 
tax laws, the result is a:  
    A   .     deferred tax liability. 
    B   .     temporary diff erence. 
    C   .     permanent diff erence.   

   8  .     When certain expenditures result in tax credits that directly reduce taxes, the company 
will  most likely  record:  
    A   .     a deferred tax asset. 
    B   .     a deferred tax liability. 
    C   .     no deferred tax asset or liability.   

   9  .     When accounting standards require an asset to be expensed immediately but tax rules 
require the item to be capitalized and amortized, the company will  most likely  record:  
    A   .     a deferred tax asset. 
    B   .     a deferred tax liability. 
    C   .     no deferred tax asset or liability.   

  10  .     A company incurs a capital expenditure that may be amortized over fi ve years for ac-
counting purposes, but over four years for tax purposes. Th e company will  most likely  
record:  
    A   .     a deferred tax asset. 
    B   .     a deferred tax liability. 
    C   .     no deferred tax asset or liability.   
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  11  .     A company receives advance payments from customers that are immediately taxable but 
will not be recognized for accounting purposes until the company fulfi lls its obligation. 
Th e company will  most likely  record:  
    A   .     a deferred tax asset. 
    B   .     a deferred tax liability. 
    C   .     no deferred tax asset or liability.      

  Th e following information relates to Questions 12–14      

  Note I 
   Income Taxes 

 Th e components of earnings before income taxes are as follows ($ thousands): 

 2007  2006  2005 

Earnings before income taxes:

United States $88,157 $75,658 $59,973

Foreign 116,704 113,509 94,760

Total $204,861 $189,167 $154,733

 Th e components of the provision for income taxes are as follows ($ thousands): 

 2007  2006  2005 

Income taxes

Current:

Federal $30,632 $22,031 $18,959

Foreign 28,140 27,961 22,263

$58,772 $49,992 $41,222

Deferred:

Federal ($4,752) $5,138 $2,336

Foreign 124 1,730 621

(4,628) 6,868 2,957

Total $54,144 $56,860 $44,179

  12  .     In 2007, the company’s US GAAP income statement recorded a provision for income 
taxes  closest  to:  
  A  .     $30,632.  
  B  .     $54,144.  
  C  .     $58,772.    

  13  .     Th e company’s eff ective tax rate was  highest  in:  
  A  .     2005.  
  B  .     2006.  
  C  .     2007.    
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  14  .     Compared to the company’s eff ective tax rate on US income, its eff ective tax rate on for-
eign income was:  
  A  .     lower in each year presented.  
  B  .     higher in each year presented.  
  C  .     higher in some periods and lower in others.         

  15  .     Zimt AG presents its fi nancial statements in accordance with US GAAP. In 2007, Zimt 
discloses a valuation allowance of $1,101 against total deferred tax assets of $19,201. In 
2006, Zimt disclosed a valuation allowance of $1,325 against total deferred tax assets of 
$17,325. Th e change in the valuation allowance  most likely  indicates that Zimt’s:  
  A  .     deferred tax liabilities were reduced in 2007.  
  B  .     expectations of future earning power has increased.  
  C  .     expectations of future earning power has decreased.    

  16  .     Cinnamon, Inc. recorded a total deferred tax asset in 2007 of $12,301, off set by a $12,301 
valuation allowance. Cinnamon  most likely :  
  A  .     fully utilized the deferred tax asset in 2007.  
  B  .     has an equal amount of deferred tax assets and deferred tax liabilities.  
  C  .     expects not to earn any taxable income before the deferred tax asset expires.         

  Th e following information relates to Questions 17–19 

 Th e tax eff ects of temporary diff erences that give rise to deferred tax assets and liabilities are as 
follows ($ thousands): 

 2007  2006 

Deferred tax assets:

Accrued expenses $8,613 $7,927

Tax credit and net operating loss carryforwards 2,288 2,554

LIFO and inventory reserves 5,286 4,327

Other 2,664 2,109

Deferred tax assets 18,851 16,917

Valuation allowance (1,245) (1,360)

Net deferred tax assets $17,606 $15,557

Deferred tax liabilities:

Depreciation and amortization $(27,338) $(29,313)

Compensation and retirement plans (3,831) (8,963)

Other (1,470) (764)

Deferred tax liabilities (32,639) (39,040)

Net deferred tax liability $(15,033) $(23,483)

  17  .     A reduction in the statutory tax rate would  most likely  benefi t the company’s:  
  A  .     income statement and balance sheet.  
  B  .     income statement but not the balance sheet.  
  C  .     balance sheet but not the income statement.    
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  18  .     If the valuation allowance had been the same in 2007 as it was in 2006, the company 
would have reported $115  higher :  
  A  .     net income.  
  B  .     deferred tax assets.  
  C  .     income tax expense.    

  19  .     Compared to the provision for income taxes in 2007, the company’s cash tax payments 
were:  
  A  .     lower.  
  B  .     higher.  
  C  .     the same.          

  Th e following information relates to Questions 20–22 

 A company’s provision for income taxes resulted in eff ective tax rates attributable to loss from 
continuing operations before cumulative eff ect of change in accounting principles that varied 
from the statutory federal income tax rate of 34 percent, as summarized in the table below. 

 Year Ended 30 June  2007  2006  2005 

Expected federal income tax expense (benefi t) from 
continuing operations at 34 percent ($112,000) $768,000 $685,000

Expenses not deductible for income tax purposes 357,000 32,000 51,000

State income taxes, net of federal benefi t 132,000 22,000 100,000

Change in valuation allowance for deferred tax assets (150,000) (766,000) (754,000)

Income tax expense $227,000 $56,000 $82,000

  20  .     In 2007, the company’s net income (loss) was  closest  to:  
  A  .     ($217,000).  
  B  .     ($329,000).  
  C  .     ($556,000).    

  21  .     Th e $357,000 adjustment in 2007  most likely  resulted in:  
  A  .     an increase in deferred tax assets.  
  B  .     an increase in deferred tax liabilities.  
  C  .     no change to deferred tax assets and liabilities.    

  22  .     Over the three years presented, changes in the valuation allowance for deferred tax assets 
were  most likely  indicative of:  
  A  .     decreased prospect for future profi tability.  
  B  .     increased prospects for future profi tability.  
  C  .     assets being carried at a higher value than their tax base.           
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          CHAPTER   14   

 EMPLOYEE COMPENSATION: 
POST-EMPLOYMENT 
AND SHARE-BASED   

     Elaine     Henry   ,   CFA    
    Elizabeth A.     Gordon          

 LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         describe the types of post-employment benefi t plans and implications for fi nancial reports;  
•         explain and calculate measures of a defi ned benefi t pension obligation (i.e., present value 

of the defi ned benefi t obligation and projected benefi t obligation) and net pension liability 
(or asset);  

•         describe the components of a company’s defi ned benefi t pension costs;  
•         explain and calculate the eff ect of a defi ned benefi t plan’s assumptions on the defi ned benefi t 

obligation and periodic pension cost;  
•         explain and calculate how adjusting for items of pension and other post-employment bene-

fi ts that are reported in the notes to the fi nancial statements aff ects fi nancial statements and 
ratios;  

•         interpret pension plan note disclosures including cash fl ow related information;  
•         explain issues associated with accounting for share-based compensation;  
•         explain how accounting for stock grants and stock options aff ects fi nancial statements, and 

the importance of companies’ assumptions in valuing these grants and options.   

 1. INTRODUCTION 

 Th is chapter covers two complex aspects of employee compensation: post-employment (retire-
ment) benefi ts and share-based compensation. Retirement benefi ts include pensions and other 



698 International Financial Statement Analysis

post-employment benefi ts, such as health insurance. Examples of share-based compensation 
are stock options and stock grants. 

 A common issue underlying both of these aspects of employee compensation is the diffi  -
culty in measuring the value of the compensation. One factor contributing to the diffi  culty is 
that employees earn the benefi ts in the periods that they provide service but typically receive 
the benefi ts in future periods, so measurement requires a signifi cant number of assumptions. 

 Th is chapter provides an overview of the methods companies use to estimate and measure 
the benefi ts they provide to their employees and how this information is reported in fi nan-
cial statements. Th ere has been some convergence between International Financial Reporting 
Standards (IFRS) and US generally accepted accounting principles (US GAAP) in the meas-
urement and accounting treatment for pensions, other post-employment benefi ts, and share-
based compensation, but some diff erences remain. Although this chapter focuses on IFRS as 
the basis for discussion, instances where US GAAP signifi cantly diff er are discussed. 

 Th e chapter is organized as follows: Section 2 addresses pensions and other 
post-employment benefi ts, and Section 3 covers share-based compensation with a primary 
focus on the accounting for and analysis of stock options. A summary and practice problems 
conclude the chapter.    

 2. PENSIONS AND OTHER POST-EMPLOYMENT BENEFITS 

 Th is section discusses the accounting and reporting of pensions and other post-employment 
benefi ts by the companies that provide these benefi ts (accounting and reporting by pension 
and other retirement funds are not covered in this chapter). Under IFRS, IAS 19,  Employ-
ee Benefi ts , provides the principal source of guidance in accounting for pensions and other 
post-employment benefi ts.  1    Under US GAAP, the guidance is spread across several sections of 
the FASB Codifi cation.  2    

 Th e discussion begins with an overview of the types of benefi ts and measurement issues 
involved, including the accounting treatment for defi ned contribution plans. It then continues 
with fi nancial statement reporting of pension plans and other post-employment benefi ts, in-
cluding an overview of critical assumptions used to value these benefi ts. Th e section concludes 
with a discussion of evaluating defi ned benefi t pension plan and other post-employment 
benefi t disclosures.  

 2.1.     Types of Post-Employment Benefi t Plans 

 Companies may off er various types of benefi ts to their employees following retirement, in-
cluding pension plans, health care plans, medical insurance, and life insurance. Some of these 
benefi ts involve payments in the current period, but many are promises of future benefi ts. Th e 
objectives of accounting for employee benefi ts is to measure the cost associated with providing 

  1    Th is chapter describes IFRS requirements contained in IAS 19 as updated in June 2011 and eff ective 
beginning January 2013. 
  2    Guidance on pension and other post-employment benefi ts is included in FASB ASC Topic 712 
[Compensation-Nonretirement Postemployment Benefi ts], FASB ASC Topic 715 [Compensation-
Retirement Benefi ts], FASB ASC Topic 960 [Plan Accounting-Defi ned Benefi t Pension Plans], and 
FASB ASC Topic 965 [Plan Accounting-Health and Welfare Benefi t Plans]. 
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these benefi ts and to recognise these costs in the sponsoring company’s fi nancial statements 
during the employees’ periods of service. Complexity arises because the sponsoring company 
must make assumptions to estimate the value of future benefi ts. Th e assumptions required to 
estimate and recognise these future benefi ts can have a signifi cant impact on the company’s 
reported performance and fi nancial position. In addition, diff erences in assumptions can re-
duce comparability across companies. 

 Pension plans, as well as other post-employment benefi ts, may be either defi ned contribu-
tion plans or defi ned benefi t plans. Under a defi ned contribution (DC) pension plan, specifi c (or 
agreed-upon) contributions are made to an employee’s pension plan. Th e agreed upon amount 
is the pension expense. Typically, in a DC pension plan, an individual account is established for 
each participating employee. Th e accounts are generally invested through a fi nancial interme-
diary, such as an investment management company or an insurance company. Th e employees 
and the employer may each contribute to the plan. After the employer makes its agreed-upon 
contribution to the plan on behalf of an employee—generally in the same period in which the 
employee provides the service—the employer has no obligation to make payments beyond this 
amount. Th e future value of the plan’s assets depends on the performance of the investments 
within the plan. Any gains or losses related to those investments accrue to the employee. Th ere-
fore, in DC pension plans, the employee bears the risk that plan assets will not be suffi  cient to 
meet future needs. Th e impact on the company’s fi nancial statements of DC pension plans is 
easily assessed because the company has no obligations beyond the required contributions. 

 In contrast to DC pension plans, defi ned benefi t (DB) pension plans are essentially prom-
ises by the employer to pay a defi ned amount of pension in the future. As part of total com-
pensation, the employee works in the current period in exchange for a pension to be paid after 
retirement. In a DB pension plan, the amount of pension benefi t to be provided is defi ned, 
usually by reference to age, years of service, compensation, etc. For example, a DB pension 
plan may provide for the retiree to be paid, annually until death, an amount equal to 1 percent 
of the fi nal year’s salary times the number of years of service. Th e future pension payments 
represent a liability or obligation of the employer (i.e., the sponsoring company). To measure 
this obligation, the employer must make various actuarial assumptions (employee turnover, 
average retirement age, life expectancy after retirement) and computations. It is important for 
an analyst to evaluate such assumptions for their reasonableness and to analyse the impact of 
these assumptions on the fi nancial reports of the company. 

 Under IFRS and US GAAP, all plans for pensions and other post-employment benefi ts 
other than those explicitly structured as DC plans are classifi ed as DB plans.  3    DB plans in-
clude both formal plans and those informal arrangements that create a constructive obligation 
by the employer to its employees.  4    Th e employer must estimate the total cost of the benefi ts 
promised and then allocate these costs to the periods in which the employees provide service. 
Th is estimation and allocation further increases the complexity of pension reporting because 
the timing of cash fl ows (contributions into the plan and payments from the plan) can diff er 

  3    Multi-employer plans are an exception under IFRS. Th ese are plans to which many diff erent employers 
contribute on behalf of their employees, such as an industry association pension plan. For multi-employer 
plans, the employer accounts for its proportionate share of the plan. If, however, the employer does not 
have suffi  cient information from the plan administrator to meet the reporting requirement for a defi ned 
benefi t plan, IFRS allow the employer to account for the plan as if it were a defi ned contribution plan. 
  4    For example, a company has a constructive obligation if the benefi ts it promises are not linked solely 
to the amount of its contributions or if it indirectly or directly guarantees a specifi ed return on pension 
assets. 
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signifi cantly from the timing of accrual-basis reporting. Accrual-basis reporting is based on 
when the services are rendered and the benefi ts are earned. 

 Most DB pension plans are funded through a separate legal entity, typically a pension trust, 
and the assets of the trust are used to make the payments to retirees. Th e sponsoring company 
is responsible for making contributions to the plan. Th e company also must ensure that there 
are suffi  cient assets in the plan to pay the ultimate benefi ts promised to plan participants. Reg-
ulatory requirements usually specify minimum funding levels for DB pension plans, but those 
requirements vary by country. Th e funded status of a pension plan—overfunded or underfund-
ed—refers to whether the amount of assets in the pension trust is greater than or less than the es-
timated liability. If the amount of assets in the DB pension trust exceeds the present value of the 
estimated liability, the DB pension plan is said to be overfunded; conversely, if the amount of 
assets in the pension trust is less than the estimated liability, the plan is said to be underfunded. 
Because the company has promised a defi ned amount of benefi t to the employees, it is obligated 
to make those pension payments when they are due regardless of whether the pension plan 
assets generate suffi  cient returns to provide the benefi ts. In other words, the company bears the 
investment risk. Many companies are reducing the use of DB pension plans because of this risk. 

 Similar to DB pension plans,  other post-employment benefi ts  (OPB) are promises by the 
company to pay benefi ts in the future, such as life insurance premiums and all or part of health 
care insurance for its retirees. OPB are typically classifi ed as DB plans, with accounting treat-
ment similar to DB pension plans. However, the complexity in reporting for OPB may be even 
greater than for DB pension plans because of the need to estimate future increases in costs, 
such as health care, over a long time horizon. Unlike DB pension plans, however, companies 
may not be required by regulation to fund an OPB in advance to the same degree as DB pen-
sion plans. Th is is partly because governments, through some means, often insure DB pension 
plans but not OPB, partly because OPB may represent a much smaller fi nancial liability, and 
partly because OPB are often easier to eliminate should the costs become burdensome. It is 
important that an analyst determine what OPB are off ered by a company and the obligation 
they represent. 

 Types of post-employment benefi ts off ered by employers diff er across countries. For in-
stance, in countries where government-sponsored universal health care plans exist (such as 
Germany, France, Canada, Brazil, Mexico, New Zealand, South Africa, India, Israel, Bhutan, 
and Singapore), companies are less likely to provide post-retirement health care benefi ts to em-
ployees. Th e extent to which companies off er DC or DB pension plans also varies by country. 

  Exhibit 1  summarizes these three types of post-employment benefi ts. 

    EXHIBIT 1       Types of Post-Employment Benefi ts  

 Type of Benefi t 

 Amount of 
Post-Employment 

Benefi t to Employee 
 Obligation of Sponsoring 

Company 

 Sponsoring Company’s 
Pre-funding of its 
Future Obligation 

Defi ned 
contribution 
pension plan

Amount of future 
benefi t is not defi ned. 
Actual future benefi t 
will depend on 
investment performance 
of plan assets.
    Investment risk is borne 
by employee.

Amount of the company’s 
obligation (contribution) 
is defi ned in each period. 
Th e contribution, if 
any, is typically made 
on a periodic basis with 
no additional future 
obligation.

Not applicable.
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 Type of Benefi t 

 Amount of 
Post-Employment 

Benefi t to Employee 
 Obligation of Sponsoring 

Company 

 Sponsoring Company’s 
Pre-funding of its 
Future Obligation 

Defi ned benefi t 
pension plan

Amount of future 
benefi t is defi ned, 
based on the plan’s 
formula (often a 
function of length of 
service and fi nal year’s 
compensation).
    Investment risk is borne 
by company.

Amount of the future 
obligation, based on the 
plan’s formula, must be 
estimated in the current 
period.

Companies typically 
pre-fund the DB plans 
by contributing funds 
to a pension trust.
    Regulatory 
requirements to pre-
fund vary by country.

Other post-
employment 
benefi ts (e.g., 
retirees’ health care)

Amount of future 
benefi t depends on plan 
specifi cations and type 
of benefi t.

Eventual benefi ts are 
specifi ed. Th e amount 
of the future obligation 
must be estimated in the 
current period.

Companies typically 
do not pre-fund other 
post-employment 
benefi t obligations.

 Th e following sections provide additional detail on how DB pension plan liabilities and 
periodic costs are measured, the fi nancial statement impact of reporting pension and other 
post-employment benefi ts, and how disclosures in the notes to the fi nancial statements can be 
used to gain insights about the underlying economics of a company’s defi ned benefi t plans. 
Section 2.2 describes how a DB pension plan’s obligation is estimated and the key inputs into 
and assumptions behind the estimate. Section 2.3 describes fi nancial statement reporting of 
pension and OPB plans and demonstrates the calculation of defi ned benefi t obligations and 
current costs and the eff ects of assumptions. Section 2.4 describes disclosures in fi nancial re-
ports about pension and OPB plans. Th ese include disclosures about assumptions that can 
be useful in analysing and comparing pension and OPB plans within and among companies.   

 2.2.     Measuring a Defi ned Benefi t Pension Plan’s Obligations 

 Both IFRS and US GAAP measure the  pension obligation  as the present value of future ben-
efi ts earned by employees for service provided to date. Th e obligation is called the present value 
of the defi ned benefi t obligation (PVDBO) under IFRS and the projected benefi t obligation 
(PBO) under US GAAP.  5    Th is measure is defi ned as “the present value, without deducting any 
plan assets, of expected future payments required to settle the obligation arising from employee 

EXHIBIT 1 (Continued)

  5    In addition to the projected benefi t obligation, US GAAP identify two other measures of the pension li-
ability. Th e  vested benefi t obligation  (VBO) is the “actuarial present value of vested benefi ts” (FASB ASC 
Glossary). Th e  accumulated benefi t obligation  (ABO) is “the actuarial present value of benefi ts (whether 
vested or non-vested) attributed, generally by the pension benefi t formula, to employee service rendered 
before a specifi ed date and based on employee service and compensation (if applicable) before that date. 
Th e accumulated benefi t obligation diff ers from the projected benefi t obligation in that it includes no 
assumption about future compensation levels” (FASB ASC Glossary). Both the vested benefi t obligation 
and the accumulated benefi t obligation are based on the amounts promised as a result of an employee’s 
service up to a specifi c date. Th us, both of these measures will be less than the projected benefi t obligation 
(VBO < ABO < PBO). 
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service in the current and prior periods” under IFRS and “the actuarial present value as of a 
date of all benefi ts attributed by the pension benefi t formula to employee service rendered 
prior to that date” under US GAAP. In the remainder of this chapter, the term “pension obli-
gation” will be used to generically refer to PVDBO and PBO. 

 In determining the pension obligation, a company estimates the future benefi ts it will pay. 
To estimate the future benefi ts, the company must make a number of assumptions  6    such as 
future compensation increases and levels, discount rates, and expected vesting. For instance, an 
estimate of future compensation is made if the pension benefi t formula is based on future com-
pensation levels (examples include pay-related, fi nal-pay, fi nal-average-pay, or career-average-pay 
plans). Th e expected annual increase in compensation over the employee service period can have 
a signifi cant impact on the defi ned benefi t obligation. Th e determination of the benefi t obliga-
tion implicitly assumes that the company will continue to operate in the future (the “going con-
cern assumption”) and recognises that benefi ts will increase with future compensation increases. 

 Another key assumption is the discount rate—the interest rate used to calculate the pres-
ent value of the future benefi ts. Th is rate is based on current rates of return on high-quality 
corporate bonds (or government bonds in the absence of a deep market in corporate bonds) 
with currency and durations consistent with the currency and durations of the benefi ts. 

 Under both DB and DC pension plans, the benefi ts that employees earn may be con-
ditional on remaining with the company for a specifi ed period of time. “Vesting” refers to 
a provision in pensions plans whereby an employee gains rights to future benefi ts only after 
meeting certain criteria, such as a pre-specifi ed number of years of service. If the employee 
leaves the company before meeting the criteria, he or she may be entitled to none or a portion 
of the benefi ts earned up until that point. However, once the employee has met the vesting 
requirements, he or she is entitled to receive the benefi ts earned in prior periods (i.e., once the 
employee has become vested, benefi ts are not forfeited if the employee leaves the company). 
In measuring the defi ned benefi t obligation, the company considers the probability that some 
employees may not satisfy the vesting requirements (i.e., may leave before the vesting period) 
and uses this probability to calculate the current service cost and the present value of the obli-
gation. Current service cost is the increase in the present value of a defi ned benefi t obligation 
as a result of employee service in the current period. Current service cost is not the only cause 
of change in the present value of a defi ned benefi t obligation. 

 Th e estimates and assumptions about future salary increases, the discount rate, and the 
expected vesting can change. Of course, any changes in these estimates and assumptions will 
change the estimated pension obligation. If the changes increase the obligation, the increase is 
referred to as an actuarial loss. If the changes decrease the obligation, the change is referred to 
as an actuarial gain. Section 2.3.3 further discusses estimates and assumptions and the eff ect 
on the pension obligation and expense.   

 2.3.     Financial Statement Reporting of Pension Plans and Other Post-Employment 
Benefi ts 

 Sections 2.3.1 to 2.3.3 describe how pension plans and other post-employment benefi ts are re-
ported in the fi nancial statements of the sponsoring company and how assumptions aff ect the 
amounts reported. Disclosures related to pensions plans and OPB are described in Section 2.4.  

  6    Th ese assumptions are referred to as “actuarial assumptions.” Th us, losses or gains due to changes in 
these assumptions, or due to diff erences between these assumptions and what actually occurs, are referred 
to as “actuarial gains or losses.” 
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 2.3.1.     Defi ned Contribution Pension Plans 
 Th e accounting treatment for defi ned contribution pension plans is relatively simple. From a 
fi nancial statement perspective, the employer’s obligation for contributions into the plan, if any, 
is recorded as an expense on the income statement. Because the employer’s obligation is lim-
ited to a defi ned amount that typically equals its contribution, no signifi cant pension-related 
liability accrues on the balance sheet. An accrual (current liability) is recognised at the end of 
the reporting period only for any unpaid contributions.   

 2.3.2.     Defi ned Benefi t Pension Plans 
 Th e accounting treatment for defi ned benefi t pension plans is more complex, primarily be-
cause of the complexities of measuring the pension obligation and expense.  

 2.3.2.1.     Balance Sheet Presentation     Both IFRS and US GAAP require a pension plan’s fund-
ed status to be reported on the balance sheet. Th e funded status is determined by netting the 
pension obligation against the fair value of the pension plan assets. If the pension obligation 
exceeds the pension plan assets, the plan has a defi cit. If the plan assets exceed the pension 
obligation, the plan has a surplus. Summarizing this information in equation form gives 

 Funded status = Fair value of the plan assets – PV of the Defi ned benefi t obligation 

 If the plan has a defi cit, an amount equal to the net underfunded pension obligation is 
reported on the balance sheet as a net pension liability. If the plan has a surplus, an asset equal 
to the overfunded pension obligation is reported on the balance sheet as a net pension asset 
(except that the amount of reported assets is subject to a ceiling defi ned as the present value of 
future economic benefi ts, such as refunds from the plan or reductions of future contributions). 
Disclosures in the notes provide additional information about the net pension liability or asset 
reported on the balance sheet.    

 EXAMPLE 1     Determination of Amounts to Be Reported on the 
Balance Sheet 

 Th e following information pertains to two hypothetical companies’ defi ned benefi t pen-
sion plans as of 31 December 2010:  

•    For company ABC, the present value of the company’s defi ned benefi t obligation is 
€6,723 and the fair value of the pension plan’s assets is €4,880.  

•    For company DEF, the present value of the company’s defi ned benefi t obligation is 
€5,485 and the fair value of the pension plan assets is €5,998. In addition, the present 
value of available future refunds and reductions in future contributions is €326.   

 Calculate the amount each company would report as a pension asset or liability on its 
2010 balance sheet.  

 Solution:   Company ABC would report the full underfunded status of its pension plan 
(i.e., the amount by which the present value of the defi ned benefi t obligation exceeds the 
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 2.3.2.2.     Periodic Pension Cost     Th e periodic cost of a company’s DB pension plan is the 
change in the net pension liability or asset adjusted for the employer’s contributions. Each 
period, the periodic pension cost is recognised in profi t or loss (P&L) and/or in other com-
prehensive income (OCI). (In some cases, amounts of pension costs may qualify for inclusion 
as part of the costs of such assets as inventories and thus be included in P&L as part of cost of 
goods sold when those inventories are later sold. Th e focus here is on the amounts not capital-
ised.) IFRS and US GAAP diff er in the way that the periodic pension cost is divided between 
P&L and OCI. 

 Under IFRS, the periodic pension cost is viewed as having three components, two of 
which are recognised in P&L and one of which is recognised in OCI.  

   1  .      Service costs.  Th e fi rst component of periodic pension cost is service cost. Current service 
cost is the amount by which a company’s pension obligation increases as a result of em-
ployees’ service in the current period. Past service cost is the amount by which a compa-
ny’s pension obligation relating to employees’ service in prior periods changes as a result 
of plan amendments or a plan curtailment.  7    Under IFRS, service costs (including both 
current service costs and past service costs) are recognised as an expense in P&L.  

   2  .      Net interest expense/income.  Th e second component of periodic pension cost is net interest 
expense or income, which we will refer to as “net interest expense/income.” Net interest 
expense/income is calculated by multiplying the net pension liability or net pension asset 
by the discount rate used in determining the present value of the pension liability. A net 
interest expense represents the fi nancing cost of deferring payments related to the plan, 
and a net interest income represents the fi nancing income from prepaying amounts relat-
ed to the plan. Under IFRS, the net interest expense/income is recognised in P&L.  

fair value of plan assets) as a liability. Specifi cally, the company would report a pension 
liability of €1,843. 

Present value of defi ned benefi t obligation €6,723

Fair value of plan assets (4,880)

Net pension liability €1,843

 Company DEF’s pension plan is overfunded by €513, which is the amount by 
which the fair value of the plan’s assets exceed the defi ned benefi t obligation (€5,998 − 
€5,485). However, when a company has a surplus in a defi ned benefi t plan, the amount 
of asset that can be reported is the lower of the surplus and the asset ceiling (the present 
value of future economic benefi ts, such as refunds from the plan or reductions of future 
contributions). In this case, the asset ceiling is given as €326, so the amount of company 
DEF’s reported net pension asset would be limited to €326.   

  7    A curtailment occurs when there is a signifi cant reduction by the entity either in the number of employ-
ees covered by a plan or in benefi ts. 
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   3  .      Remeasurement.  Th e third component of periodic pension cost is remeasurement of the 
net pension liability or asset. Remeasurement includes (a) actuarial gains and losses and 
(b) any diff erences between the actual return on plan assets and the amount included in 
the net interest expense/income calculation. Under IFRS, remeasurement amounts are 
recognised in OCI. Remeasurement amounts are not subsequently amortised to P&L.   

 Similar to IFRS, under US GAAP current service cost is recognised in P&L. However, 
under US GAAP, past service costs are reported in OCI in the period in which the change 
giving rise to the cost occurs. In subsequent periods, these past service costs are amortised to 
P&L over the average service lives of the aff ected employees. 

 Also similar to IFRS, under US GAAP the periodic pension cost for P&L includes interest 
expense on pension obligations (which increases the amount of the periodic cost) and returns 
on the pension plan assets (which reduce the amount of the periodic cost). Unlike IFRS, 
however, under US GAAP, the two components are not presented net. Also, under US GAAP, 
returns on plan assets included in the P&L recognition of pension costs (pension expense) use 
an expected return rather than the actual return. (Under IFRS, returns on plan assets included 
in the P&L recognition of pension costs (pension expense) use the discount rate as the ex-
pected return.) Th us, under US GAAP, diff erences between the expected return and the actual 
return on plan assets represent another source of actuarial gains or losses. As noted, actuarial 
gains and losses can also result from changes in the actuarial assumptions used in determining 
the benefi t obligation. Under US GAAP, all actuarial gains and losses are included in the net 
pension liability or net pension asset and can be reported either in P&L or in OCI. Typically, 
companies report actuarial gains and losses in OCI and recognise gains and losses in P&L only 
when certain conditions are met under a so-called corridor approach. 

 Under the corridor approach, the net cumulative unrecognised actuarial gains and losses 
at the beginning of the reporting period are compared with the defi ned benefi t obligation and 
the fair value of plan assets at the beginning of the period. If the cumulative amount of unrec-
ognised actuarial gains and losses becomes too large (i.e., exceeds 10 percent of the greater of 
the defi ned benefi t obligation or the fair value of plan assets), then the excess is amortised over 
the expected average remaining working lives of the employees participating in the plan and is 
included as a component of periodic pension cost in P&L. Th e term “corridor” refers to the 10 
percent range, and only amounts in excess of the corridor must be amortised. 

 To illustrate the corridor approach, assume that the beginning balance of the defi ned ben-
efi t obligation is $5,000,000, the beginning balance of fair value of plan assets is $4,850,000, 
and the beginning balance of unrecognised actuarial losses is $610,000. Th e expected average 
remaining working lives of the plan employees is 10 years. In this scenario, the corridor is 
$500,000, which is 10 percent of the defi ned benefi t obligation (selected as the greater of the 
defi ned benefi t obligation or the fair value of plan assets). Because the balance of unrecognised 
actuarial losses exceeds the $500,000 corridor, amortisation is required. Th e amount of the 
amortisation is $11,000, which is the excess of the unrecognised actuarial loss over the corridor 
divided by the expected average remaining working lives of the plan employees [($610,000 
– $500,000) ÷ 10 years]. Actuarial gains or losses can also be amortised more quickly than 
under the corridor method; companies may use a faster recognition method, provided the 
company applies the method of amortisation to both gains and losses consistently in all periods 
presented. 

 To summarize, under IFRS, the periodic pension costs recognised in P&L include service 
costs (both current and past) and net interest expense/income. Th e periodic pension costs rec-
ognised in OCI include remeasurements that comprise net return on plan assets and actuarial 
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gains and losses. Under US GAAP, the periodic pension costs recognised in P&L include 
current service costs, interest expense on plan liabilities, expected returns on plan assets (which 
is a reduction of the cost), the amortisation of past service costs, and actuarial gains and losses 
to the extent not reported in OCI. Th e components of a company’s defi ned benefi t periodic 
pension costs are summarized in  Exhibit 2 . 

    EXHIBIT 2       Components of a Company’s Defi ned Benefi t Pension Periodic Costs  

  IFRS Component    IFRS Recognition   US GAAP Component  US GAAP Recognition 

 Service costs  Recognised in P&L. Current service costs Recognised in P&L.

Past service costs Recognised in OCI and 
subsequently amortised 
to P&L over the service 
life of employees.

 Net interest 
income/expense 

 Recognised in P&L as 
the following amount: 
Net pension liability or 
asset × interest rate a  

Interest expense on 
pension obligation

Recognised in P&L.

Expected return on 
plan assets

Recognised in P&L as 
the following amount: 
Plan assets × expected 
return.

 Remeasurements: 
Net return on 
plan assets and 
actuarial gains and 
losses 

 Recognised in OCI 
and  not  subsequently 
amortised to P&L.  

•    Net return on plan 
assets = Actual 
return – (Plan assets × 
Interest rate).  

•    Actuarial gains and 
losses = Changes in 
a company’s pension 
obligation arising 
from changes in 
actuarial assumptions.    

Actuarial gains and 
losses including 
diff erences between the 
actual and expected 
returns on plan assets

Recognised immediately 
in P&L  or , more 
commonly, recognised in 
OCI and subsequently 
amortised to P&L using 
the corridor or faster 
recognition method. b  

•    Diff erence between 
expected and actual 
return on assets = 
Actual return – (Plan 
assets × Expected 
return).  

•    Actuarial gains and 
losses = Changes in 
a company’s pension 
obligation arising 
from changes in 
actuarial assumptions.   

  a Th e interest rate used is equal to the discount rate used to measure the pension liability (the yield on 
high-quality corporate bonds.) 
  b If the cumulative amount of unrecognised actuarial gains and losses exceeds 10 percent of the greater of 
the value of the plan assets or of the present value of the DB obligation (under US GAAP, the projected 
benefi t obligation), the diff erence must be amortised over the service lives of the employees.    

 Reporting the Periodic Pension Cost.     As noted above, some amounts of pension costs may qual-
ify for capitalisation as part of the costs of self-constructed assets, such as inventories. Pension 
costs included in inventories would thus be recognised in P&L as part of cost of goods sold 
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when those inventories are sold. For pension costs that are not capitalised, IFRS do not specify 
where companies present the various components of periodic pension cost beyond diff erentiat-
ing between components included in P&L and in OCI. In contrast, for pension costs that are 
not capitalised, US GAAP require all components of periodic pension cost that are recognised 
in P&L to be aggregated and presented as a net amount within the same line item on the in-
come statement. Both IFRS and US GAAP require total periodic pension cost to be disclosed 
in the notes to the fi nancial statements.     

 2.3.3.     More on the Eff ect of Assumptions and Actuarial Gains and Losses on 
Pension and Other Post-Employment Benefi ts Costs 
 As noted, a company’s pension obligation for a DB pension plan is based on many estimates 
and assumptions. Th e amount of future pension payments requires assumptions about em-
ployee turnover, length of service, and rate of increase in compensation levels. Th e length of 
time the pension payments will be made requires assumptions about employees’ life expectan-
cy post-employment. Finally, the present value of these future payments requires assumptions 
about the appropriate discount rate (which is used as the rate at which interest expense or 
income will subsequently accrue on the net pension liability or asset). 

 Changes in any of the assumptions will increase or decrease the pension obligation. An 
increase in pension obligation resulting from changes in actuarial assumptions is considered 
an actuarial loss, and a decrease is considered an actuarial gain. Th e estimate of a company’s 
pension liability also aff ects several components of periodic pension costs, apart from actuarial 
gains and losses. First, the service cost component of annual pension cost is essentially the 
amount by which the pension liability increases as a result of the employees’ service during the 
year. Second, the interest expense component of annual pension cost is based on the amount 
of the liability. Th ird, the past service cost component of annual pension cost is the amount by 
which the pension liability increases because of changes to the plan. 

 Estimates related to plan assets can also aff ect annual pension cost reported in P&L (pen-
sion expense), primarily under US GAAP. Because a company’s periodic pension cost reported 
in P&L under US GAAP includes the  expected  return on pension assets rather than the actual 
return, the assumptions about the expected return on plan assets can have a signifi cant impact. 
Also, the expected return on plan assets requires estimating in which future period the benefi ts 
will be paid. As noted above, a divergence of actual returns on pension assets from expected 
returns results in an actuarial gain or loss. 

 Understanding the eff ect of assumptions on the estimated pension obligation and on 
periodic pension costs is important both for interpreting a company’s fi nancial statements and 
for evaluating whether a company’s assumptions appear relatively conservative or aggressive. 

 Th e projected unit credit method is the IFRS approach to measuring the DB obligation. 
Under the projected unit credit method, each period of service (e.g., year of employment) 
gives rise to an additional unit of benefi t to which the employee is entitled at retirement. In 
other words, for each period in which an employee provides service, they earn a portion of 
the post-employment benefi ts that the company has promised to pay. An equivalent way of 
thinking about this is that the amount of eventual benefi t increases with each additional year 
of service. Th e employer measures each unit of service as it is earned to determine the amount 
of benefi ts it is obligated to pay in future reporting periods. 

 Th e objective of the projected unit credit method is to allocate the entire expected retire-
ment costs (benefi ts) for an employee over the employee’s service periods. Th e defi ned benefi t 
obligation represents the actuarial present value of all units of benefi t (credit) to which the 
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employee is entitled (i.e., those that the employee has earned) as a result of prior and current 
periods of service. Th is obligation is based on actuarial assumptions about demographic var-
iables, such as employee turnover and life expectancy, and on estimates of fi nancial variables, 
such as future infl ation and the discount rate. If the pension benefi t formula is based on em-
ployees’ future compensation levels, then the unit of benefi t earned each period will refl ect this 
estimate. 

 Under both IFRS and US GAAP, the assumed rate of increase in compensation—the 
expected annual increase in compensation over the employee service period—can have a sig-
nifi cant impact on the defi ned benefi t obligation. Another key assumption is the discount rate 
used to calculate the present value of the future benefi ts. It represents the rate at which the de-
fi ned benefi t obligation could be eff ectively settled. Th is rate is based on current rates of return 
on high quality corporate bonds with durations consistent with the durations of the benefi t. 

 Th e following example illustrates the calculation of the defi ned benefi t pension obligation 
and current service costs, using the projected unit credit method, for an individual employee 
under four diff erent scenarios. Interest on the opening obligation also increases the obliga-
tion and is part of current costs. Th e fourth scenario is used to demonstrate the impact on a 
company’s pension obligation of changes in certain key estimates. Examples 2 and 3 focus on 
the pension obligation. Th e change in pension obligation over the period is included in the 
calculation of pension expense (pension cost reported in P&L). 

 EXAMPLE 2    Calculation of Defi ned Benefi t Pension Obligation for 
an Individual Employee 

 Th e following information applies to each of the four scenarios. Assume that a (hy-
pothetical) company establishes a DB pension plan. Th e employee has a salary in the 
coming year of €50,000 and is expected to work fi ve more years before retiring. Th e 
assumed discount rate is 6 percent, and the assumed annual compensation increase is 
4.75 percent. For simplicity, assume that there are no changes in actuarial assumptions, 
all compensation increases are awarded on the fi rst day of the service year, and no ad-
ditional adjustments are made to refl ect the possibility that the employee may leave the 
company at an earlier date. 

Current salary €50,000.00

Years until retirement 5

Annual compensation increases 4.75%

Discount rate 6.00%

Final year’s estimated salary a €60,198.56

  a Final year’s estimated salary = Current year’s salary × [(1 + Annual compensation 
increase) Years until retirement ].   

 At the end of Year 1, the fi nal year’s estimated salary = €50,000 × [(1 + 0.0475) 4 ] = 
€60,198.56, assuming that the employee’s salary increases by 4.75 percent each year. 
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With no change in assumption about the rate of increase in compensation or the date of 
retirement, the estimate of the fi nal year’s salary will remain unchanged. 

 At the end of Year 2, assuming the employee’s salary actually increased by 4.75 
percent, the fi nal year’s estimated salary = €52,375 × [(1 + 0.0475) 3 ] = €60,198.56.  

 Scenario 1: Benefi t is paid as a lump sum amount upon retirement. 
 Th e plan will pay a lump sum pension benefi t equal to 1.5 percent of the employee’s 
fi nal salary for each year of service beyond the date of establishment. Th e lump sum pay-
ment to be paid upon retirement = (Final salary × Benefi t formula) × Years of service = 
(€60,198.56 × 0.015) × 5 = €4,514.89. 

 Annual unit credit (benefi t) per service year = Value at retirement/
Years of service = €4,514.89/5 = €902.98. 

 If the discount rate (the interest rate at which the defi ned benefi t obligation could 
be eff ectively settled) is assumed to be 0 percent, the amount of annual unit credit per 
service year is the amount of the company’s annual obligation and the closing obligation 
each year is simply the annual unit credit multiplied by the number of past and current 
years of service. However, because the assumed discount rate must be based on the yield 
on high-quality corporate bonds and will thus not equal 0 percent, the future obligation 
resulting from current and prior service is discounted to determine the value of the 
obligation at any point in time. 

 Th e following table shows how the obligation builds up for this employee. 

 Year  1  2  3  4  5 

Estimated annual salary €50,000.00 €52,375.00 €54,862.81 €57,468.80 €60,198.56

Benefi ts attributed to:

Prior years a €0.00 €902.98 €1,805.96 €2,708.94 €3,611.92

Current year b 902.98 902.98 902.98 902.98 902.97*

Total benefi ts earned €902.98 €1,805.96 €2,708.94 €3,611.92 €4,514.89
 
Opening obligation c €0.00 €715.24 €1,516.31 €2,410.94 €3,407.47

Interest cost at 6 percent d 0.00 42.91 90.98 144.66 204.45

Current service costs e 715.24 758.16 803.65 851.87 902.97

Closing obligation f €715.24 €1,516.31 €2,410.94 €3,407.47 €4,514.89

  *Final amounts may diff er slightly to compensate for rounding in earlier years.  
   a Th e benefi t attributed to prior years = Annual unit credit × Years of prior service. 
 For Year 2, €902.98 × 1 = €902.98. 
 For Year 3, €902.98 × 2 = €1,805.96.  
   b Th e benefi t attributed to current year = Annual unit credit based on benefi t formula = Final year’s 
estimated salary × Benefi t formula = Value at retirement date/Years of service = (€60,198.56 × 
1.5%) = €4,514.89/5 = €902.98.  

(continued)
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   c Th e opening obligation is the closing obligation at the end of the previous year, but can also be 
viewed as the present value of benefi ts earned in prior years: 
 Benefi ts earned in prior years/[(1 + Discount rate) Years until retirement ]. 
 Opening obligation Year 1 = €0. 
 Opening obligation Year 2 = €902.98/[(1 + 0.06) 4 ] = €715.24. 
 Opening obligation Year 3 = €1,805.96/[(1 + 0.06) 3 ] = €1,516.32.  
   d  Th e interest cost is the increase in the present value of the defi ned benefi t obligation due to the 
passage of time: 
 Interest cost = Opening obligation × Discount rate. 
 For Year 2 = €715.24 × 0.06 = €42.91. 
 For Year 3 = €1,516.32 × 0.06 = €90.98.  
   e  Current service costs are the present value of annual unit credits earned in the current period: 
 Annual unit credit/[(1 + Discount rate) Years until retirement ]. 
 For Year 1 = €902.98/[(1 + 0.06) 4 ] = €715.24. 
 For Year 2 = €902.98/[(1 + 0.06) 3 ] = €758.16.  
 Note : Given no change in actuarial assumptions and estimates of fi nancial growth, the current 
service costs in any year (except the fi rst) are the previous year’s current service costs increased by 
the discount rate; the current service costs increase with the passage of time.  
   f  Th e closing obligation is the opening obligation plus the interest cost and the current service 
costs but can also be viewed as the present value of benefi ts earned in prior and current years. 
Th ere is a slight diff erence due to rounding. 
 Total benefi ts earned/[(1 + Discount rate) Years until retirement ]. 
 Closing obligation Year 1 = €902.98/[(1 + 0.06) 4 ] = €715.24. 
 Closing obligation Year 2 = €1,805.96/[(1 + 0.06) 3 ] = €1,516.32. 
 Closing obligation Year 3 = €2,708.94/[(1 + 0.06) 2 ] = €2,410.95.  
 Note : Assuming no past service costs or actuarial gains/losses, the closing obligation less the fair 
value of the plan assets represents both the funded status of the plan and the net pension liability/
asset. Th e change in obligation is the amount of expense for pensions on the income statement.        

 Scenario 2: Prior years of service, and benefi t paid as a lump sum upon retirement. 
 Th e plan will pay a lump sum pension benefi t equal to 1.5 percent of the employee’s fi nal 
salary for each year of service beyond the date of establishment. In addition, at the time the 
pension plan is established, the employee is given credit for 10 years of prior service with 
immediate vesting. Th e lump sum payment to be paid upon retirement = (Final salary × 
Benefi t formula) × Years of service = (€60,198.56 × 0.015) × 15 = €13,544.68. 

 Annual unit credit  = Value at retirement date/Years of service 
= €13,544.68/15 = €902.98. 

 Th e following table shows how the obligation builds up for this employee. 

 Year  1  2  3  4  5 

Benefi ts attributed to:

Prior years a €9,029.78 €9,932.76 €10,835.74 €11,738.72 €12,641.70

Current years 902.98 902.98 902.98 902.98 902.98

Total benefi ts earned €9,932.76 €10,835.74 €11,738.72 €12,641.70 €13,544.68

(continued)

(Continued)
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 Year  1  2  3  4  5 

Opening obligation b €6,747.58 €7,867.67 €9,097.89 €10,447.41 €11,926.13

Interest at 6 percent 404.85 472.06 545.87 626.85 715.57

Current service costs 715.24 758.16 803.65 851.87 902.98

Closing obligation €7,867.67 €9,097.89 €10,447.41 €11,926.13 €13,544.68

  a  Benefi ts attributed to prior years of service = Annual unit credit × Years of prior service. At be-
ginning of Year 1 = (€60,198.56 × 0.015) × 10 = €9,029.78. 
  b  Opening obligation is the present value of the benefi ts attributed to prior years = Benefi ts attrib-
uted to prior years/(1 + Discount rate) Number of years to retirement . 
 At beginning of Year 1 = €9,029.78/(1.06) 5  = €6,747.58. Th is is treated as past service costs in 
Year 1 because there was no previous recognition and there is immediate vesting.     

 Scenario 3: Employee to receive benefi t payments for 20 years (no prior years of service). 

 Years of receiving pension = 20. 

 Estimated annual payment (end of year) for each of the 20 years = (Estimated fi nal 
salary × Benefi t formula) × Years of service = (€60,198.56 × 0.015) × 5 = €4,514.89. 

 Value at the end of Year 5 (retirement date) of the estimated future payments = PV 
of €4,514.89 for 20 years at 6 percent = €51,785.46.  8    

 Annual unit credit  = Value at retirement date/Years of service = €51,785.46/5 
= €10,357.09. 

 Year  1  2  3  4  5 

Benefi t attributed to:

Prior years €0.00 €10,357.09 €20,714.18 €31,071.27 €41,428.36

Current year 10,357.09 10,357.09 10,357.09 10,357.09 10,357.10

Total benefi ts earned €10,357.09 €20,714.18 €31,071.27 €41,428.36 €51,785.46

Opening obligation €0.00 €8,203.79 €17,392.03 €27,653.32 €39,083.36

Interest at 6 percent 0.00 492.23 1,043.52 1,659.20 2,345.00

Current service costs 8,203.79 8,696.01 9,217.77 9,770.84 10,357.10

Closing obligation €8,203.79 €17,392.03 €27,653.32 €39,083.36 €51,785.46

 In this scenario, the pension obligation at the end of Year 3 is €27,653.32 and the 
portion of pension expense (pension costs reported in P&L) attributable to interest 

  8    Th is is a simplifi cation of the valuation process for illustrative purposes. For example, the actuarial val-
uation would use mortality rates, not just assumed life expectancy. Additionally, annualizing the present 
value of an ordinary annuity probably understates the liability because the actual benefi t payments are 
usually made monthly or bi-weekly rather than annually. 
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and current service costs for Year 3 is €10,261.29 (= €1,043.52 + €9,217.77). Th e total 
pension expense would include other items such as a reduction for return on plan assets.   

 Scenario 4: Employee to receive benefi t payments for 20 years and is given credit for 
10 years of prior service with immediate vesting.   

 Estimated annual payment (end of year) for each of the 20 years = 
(Estimated fi nal salary × Benefi t formula) × Years of service = 

(€60,198.56 × 0.015) × (10 + 5) = €13,544.68. 

 Value at the end of Year 5 (retirement date) of the estimated future payments = 
PV of €13,544.68 for 20 years at 6 percent = €155,356.41. 

 Annual unit credit = Value at retirement date/Years of service = 
€155,356.41/15 = €10,357.09. 

 Year  1  2  3  4  5 

Benefi t attributed to:

Prior years €103,570.94 €113,928.03 €124,285.12 €134,642.21 €144,999.30

Current year 10,357.09 10,357.09 10,357.09 10,357.09 10,357.11

Total benefi ts earned €113,928.03 €124,285.12 €134,642.21 €144,999.30 €155,356.41

Opening obligation a €77,394.23 €90,241.67 €104,352.18 €119,831.08 €136,791.79

Interest at 6 percent 4,643.65 5,414.50 6,261.13 7,189.87 8,207.51

Current service costs 8,203.79 8,696.01 9,217.77 9,770.84 10,357.11

Closing obligation €90,241.67 €104,352.18 €119,831.08 €136,791.79 €155,356.41

  a Th is is treated as past service costs in Year 1 because there was no previous recognition and there 
is immediate vesting.     

 EXAMPLE 3    Th e Eff ect of a Change in Assumptions 

 Based on Scenario 4 of  Example 2  (10 years of prior service and the employee receives 
benefi ts for 20 years after retirement):  

  1  .     What is the eff ect on the Year 1 closing pension obligation of a 100 basis point in-
crease in the assumed discount rate—that is, from 6 percent to 7 percent? What is 
the eff ect on pension cost in Year 1?  

  2  .     What is the eff ect on the Year 1 closing pension obligation of a 100 basis point in-
crease in the assumed annual compensation increase—that is, from 4.75 percent to 
5.75 percent? Assume this is independent of the change in Question 1.    
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 Solution to 1:   Th e estimated fi nal salary and the estimated annual payments after retire-
ment are unchanged at €60,198.56 and €13,544.68, respectively. However, the value at 
the retirement date is changed. Value at the end of Year 5 (retirement date) of the estimat-
ed future payments = PV of €13,544.68 for 20 years at 7 percent = €143,492.53. Annual 
unit credit = Value at retirement date/Years of service = €143,492.53/15 = €9,566.17. 

 Year  1 

Benefi t attributed to:

Prior years €95,661.69

Current year 9,566.17

Total benefi ts earned €105,227.86

Opening obligation a €68,205.46

Interest at 7 percent 4,774.38

Current service costs 7,297.99

Closing obligation €80,277.83

  a Opening obligation = Benefi t attributed to prior 
years discounted for the remaining time to 
retirement at the assumed discount rate = 
95,661.69/(1 + 0.07) 5 .   

 A 100 basis point increase in the assumed discount rate (from 6 percent to 7 per-
cent) will  decrease  the Year 1 closing pension obligation by €90,241.67 − €80,277.83 = 
€9,963.84. Th e Year 1 pension cost declined from €12,847.44 (= 4,643.65 + 8,203.79) 
to €12,072.37 (= 4,774.38 + 7,297.99). Th e change in the interest component is a 
function of the decline in the opening obligation (which will decrease the interest com-
ponent) and the increased discount rate (which will increase the interest component). 
In this case, the increase in the discount rate dominated and the interest component 
increased. Th e current service costs and the opening obligation both declined because of 
the increase in the discount rate.   

 Solution to 2:   Th e estimated fi nal salary is [€50,000 × [(1 + 0.0575) 4 ] = €62,530.44. Es-
timated annual payment for each of the 20 years = (Estimated fi nal salary × Benefi t for-
mula) × Years of service = (€62,530.44 × 0.015) × (10 + 5) = €14,069.35. Value at the 
end of Year 5 (retirement date) of the estimated future payments = PV of €14,069.35 
for 20 years at 6 percent = €161,374.33. Annual unit credit = Value at retirement date/
Years of service = €161,374.33/15 = €10,758.29. 

 Year  1 

Benefi t attributed to:

Prior years €107,582.89

Current year 10,758.29

Total benefi ts earned €118,341.18
(continued)
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    Example 3  illustrates that an increase in the assumed discount rate will  decrease  a compa-
ny’s pension obligation. In the Solution to 1, there is a slight increase in the interest component 
of the pension obligation and periodic pension cost (from €4,643.65 in Scenario 4 of  Example 
2  to €4,774.38 in  Example 3 ). Depending on the pattern and duration of the annual bene-
fi ts being projected, however, it is possible that the amount of the interest component could 
decrease because the decrease in the opening obligation may more than off set the eff ect of the 
increase in the discount rate. 

  Example 3  also illustrates that an increase in the assumed rate of annual compensation 
increase will  increase  a company’s pension obligation when the pension formula is based on the 
fi nal year’s salary. In addition, a higher assumed rate of annual compensation increase will in-
crease the service components and the interest component of a company’s periodic pension cost 
because of an increased annual unit credit and the resulting increased obligation. An increase in 
life expectancy also will increase the pension obligation unless the promised pension payments 
are independent of life expectancy—for example, paid as a lump sum or over a fi xed period. 

 Finally, under US GAAP, because the expected return on plan assets reduces periodic 
pension costs reported in P&L, a higher expected return will decrease pension cost reported 
in P&L (pension expense).  Exhibit 3  summarizes the impact of some key estimates on the 
balance sheet and the periodic pension cost. 

    EXHIBIT 3       Impact of Key DB Pension Assumptions on Balance Sheet and Periodic Costs  

 Assumption 
 Impact of Assumption 

on Balance Sheet 
 Impact of Assumption  

    on Periodic Cost 

Higher discount rate. Lower obligation. Periodic pension costs will 
typically be lower because 
of lower opening obligation 
and lower service costs.

Higher rate of 
compensation increase.

Higher obligation. Higher service costs.

Higher expected return 
on plan assets.

No eff ect, because fair 
value of plan assets is 
used on balance sheet.

Not applicable for IFRS. 
   Lower periodic pension 
expense under US GAAP.

 Year  1 

Opening obligation €80,392.19

Interest at 6 percent 4,823.53

Current service costs 8,521.57

Closing obligation €93,737.29

 A 100 basis point increase in the assumed annual compensation increase (from 
4.75 percent to 5.75 percent) will  increase  the pension obligation by €93,737.29 − 
€90,241.67 = €3,495.62.   

(Continued)
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 Accounting for other post-employment benefi ts also requires assumptions and estimates. 
For example, assumed trends in health care costs are an important component of estimating 
costs of post-employment health care plans. A higher assumed medical expense infl ation rate 
will result in a higher post-employment medical obligation. Companies also estimate various 
patterns of health care cost trend rates—for example, higher in the near term but becoming 
lower after some point in time. For post-employment health plans, an increase in the assumed 
infl ationary trends in health care costs or an increase in life expectancy will increase the obliga-
tion and associated periodic expense of these plans. 

 Th e sections above have explained how the amounts to be reported on the balance sheet 
are calculated, how the various components of periodic pension cost are refl ected in income, 
and how changes in assumptions can aff ect pension-related amounts. Th e next section evalu-
ates disclosures of pension and other post-employment benefi ts, including disclosures about 
key assumptions.    

 2.4.     Disclosures of Pension and Other Post-Employment Benefi ts 

 Several aspects of the accounting for pensions and other post-employment benefi ts described 
above can aff ect comparative fi nancial analysis using ratios based on fi nancial statements.  

•    Diff erences in key assumptions can aff ect comparisons across companies.  
•    Amounts disclosed in the balance sheet are net amounts (plan liabilities minus plan assets). 

Adjustments to incorporate gross amounts would change certain fi nancial ratios.  
•    Periodic pension costs recognised in P&L (pension expense) may not be comparable. 

IFRS and US GAAP diff er in their provisions about costs recognised in P&L versus in 
OCI.  

•    Reporting of periodic pension costs in P&L may not be comparable. Under US GAAP, all of 
the components of pension costs in P&L are reported in operating expense on the income 
statement even though some of the components are of a fi nancial nature (specifi cally, inter-
est expense and the expected return on assets). However, under IFRS, the components of 
periodic pension costs in P&L can be included in various line items.  

•    Cash fl ow information may not be comparable. Under IFRS, some portion of the amount 
of contributions might be treated as a fi nancing activity rather than an operating activity; 
under US GAAP, the contribution is treated as an operating activity.   

 Information related to pensions can be obtained from various portions of the fi nancial 
statement note disclosures, and appropriate analytical adjustments can be made. In the follow-
ing sections, we examine pension plan note disclosures and highlight analytical issues related 
to each of the points listed above.  

 2.4.1.     Assumptions 
 Companies disclose their assumptions about discount rates, expected compensation increases, 
medical expense infl ation, and—for US GAAP companies—expected return on plan assets. 
Comparing these assumptions over time and across companies provides a basis to assess any 
conservative or aggressive biases. Some companies also disclose the eff ects of a change in their 
assumptions. 

  Exhibit 4  presents the assumed discount rates (Panel A) and assumed annual compensa-
tion increases (Panel B) to estimate pension obligations for four companies operating in the 
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automotive and equipment manufacturing sector. Fiat S.p.A. (an Italy-based company) and 
the Volvo Group  9    (a Sweden-based company) use IFRS. General Motors and Ford Motor 
Company are US-based companies that use US GAAP. All of these companies have both US 
and non-US defi ned benefi t pension plans, which facilitates comparison. 

    EXHIBIT 4   

 Panel A. Assumed discount rates used to estimate pension obligations (percent) 

 2009  2008  2007  2006  2005 

Fiat S.p.A. (Italy) 5.02 5.10 4.70 3.98 3.53

Th e Volvo Group (Sweden) 4.00 4.50 4.50 4.00 4.00

General Motors (non-US plans) 5.31 6.22 5.72 4.76 4.72

Ford Motor Company (non-US plans) 5.93 5.58 5.58 4.91 4.58

 

Fiat S.p.A. (US plans) 5.50 5.10 5.80 5.80 5.50

Th e Volvo Group (US plans) 4.00−5.75 5.75−6.25 5.75−6.25 5.50 5.75

General Motors (US plans) 5.52 6.27 6.35 5.90 5.70

Ford Motor Company (US plans) 6.50 6.25 6.25 5.86 5.61

 Panel B. Assumed annual compensation increases used to estimate pension obligations (percent) 

 2009  2008  2007  2006  2005 

Fiat S.p.A. (Italy) 4.02 4.65 4.60 3.65 2.58

Th e Volvo Group (Sweden) 3.00 3.50 3.20 3.20 3.20

General Motors (non-US plans) 3.23 3.59 3.60 3.00 3.10

Ford Motor Company (non-US plans) 3.13 3.21 3.21 3.30 3.44

 

Fiat S.p.A. (US plans)* na na na na na

Th e Volvo Group (US plans) 3.00 3.50 3.50 3.50 3.50

General Motors (US plans) 3.94 5.00 5.25 5.00 4.90

Ford Motor Company (US plans) 3.80 3.80 3.80 3.80 4.00

 *In the United States, Fiat has obligations to former employees under DB pension plans but no longer 
off ers DB plans. As a result, annual compensation increases are not applicable (na).   

  9    Th e Volvo Group primarily manufactures trucks, buses, construction equipment, and engines and 
engine components for boats, industry, and aircraft. Th e Volvo car division was sold to Ford Motor 
Company in 1999, and Ford sold Volvo Car Corporation to the Zhejiang Geely Holding Group 
in 2010. 
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 Th e assumed discount rates used to estimate pension obligations are generally based 
on the market interest rates of high-quality corporate fi xed-income investments with a 
maturity profi le similar to the timing of a company’s future pension payments. Th e trend 
in discount rates across the companies (in both their non-US plans and US plans) is 
generally similar. In the non-US plans, discount rates increased from 2005 to 2008 and 
then decreased in 2009 except for Ford, which increased discount rates in 2009. In the 
US plans, discount rates increased from 2005 to 2007 and held steady or decreased in 
2008. In 2009, Fiat and Ford’s discount rates increased while Volvo and GM’s discount 
rates decreased. Ford had the highest assumed discount rates for both its non-US and US 
plans in 2009. Recall that a higher discount rate assumption results in a lower estimated 
pension obligation. Th erefore, the use of a higher discount rate compared with its peers 
may indicate a less conservative bias. 

 Explanations for diff erences in the level of the assumed discount rates, apart from bias, 
are diff erences in the regions/countries involved and diff erences in the timing of obligations 
(for example, diff erences in the percentage of employees covered by the DB pension plan 
that are at or near retirement). In this example, the diff erence in regions/countries might 
explain the diff erence in rates used for the non-US plans but would not explain the diff er-
ence in the rates shown for the companies’ US plans. Th e timing of obligations under the 
companies’ DB pension plans likely varies, so the relevant market interest rates selected as 
the discount rate will vary accordingly. Because the timing of the pension obligations is 
not disclosed, diff erences in timing cannot be ruled out as an explanation for diff erences in 
discount rates. 

 An important consideration is whether the assumptions are internally consistent. For ex-
ample, do the company’s assumed discount rates and assumed compensation increases refl ect 
a consistent view of infl ation? For Volvo, both the assumed discount rates and the assumed 
annual compensation increases (for both its non-US and US plans) are lower than those of the 
other companies, so the assumptions appear internally consistent. Th e assumptions are con-
sistent with plans located in lower-infl ation regions. Recall that a lower rate of compensation 
increase results in a lower estimated pension obligation. 

 In Ford’s US and non-US pension plans, the assumed discount rate is increasing and the 
assumed rate of compensation increase is decreasing or holding steady in 2009. Each of these 
will reduce the pension obligation. Th erefore, holding all else equal, Ford’s pension liability 
is decreasing because of the higher assumed discount rate and the reduced assumed rate of 
compensation increase. 

 Another relevant assumption—for US GAAP companies but not for IFRS companies—
is the expected return on pension plan assets. Under US GAAP, a higher expected return on 
plan assets lowers the periodic pension cost. (Of course, a higher expected return on plan 
assets presumably refl ects riskier investments, so it would not be advisable for a company to 
simply invest in riskier investments to reduce periodic pension expense.) Because companies 
are also required to disclose the target asset allocation for their pension plan assets, analysts 
can assess reasonableness of those assumptions by comparing companies’ assumed expected 
return on plan assets in the context of the plans’ asset allocation. For example, a higher ex-
pected return is consistent with a greater proportion of plan assets being allocated to riskier 
asset classes. 

 Companies with other post-employment benefi ts also disclose information about 
these benefi ts, including assumptions made to estimate the obligation and expense. For 
example, companies with post-employment health care plans disclose assumptions about 
increases in health care costs. Th e assumptions are typically that the infl ation rate in health 



718 International Financial Statement Analysis

care costs will taper off  to some lower, constant rate at some year in the future. Th at future 
infl ation rate is known as the ultimate health care trend rate. Holding all else equal, each 
of the following assumptions would result in a higher benefi t obligation and a higher 
periodic cost: 

•    A higher assumed near-term increase in health care costs,  
•    A higher assumed ultimate health care trend rate, and  
•    A later year in which the ultimate health care trend rate is assumed to be reached.   

  Conversely, holding all else equal, each of the following assumptions would result in a lower 
benefi t obligation and a lower periodic cost:  

•    A lower assumed near-term increase in health care costs,  
•    A lower assumed ultimate health care trend rate, and  
•    An earlier year in which the ultimate health care trend rate is assumed to be reached.   

  Example 4  examines two companies’ assumptions about trends in US health care costs. 

 EXAMPLE 4    Comparison of Assumptions about Trends 
in US Health Care Costs 

 In addition to disclosing assumptions about health care costs, companies also dis-
close information on the sensitivity of the measurements of both the obligation and 
the periodic cost to changes in those assumptions.  Exhibit 5  presents information 
obtained from the notes to the fi nancial statements for CNH Global N.V. (a Dutch 
manufacturer of construction and mining equipment) and Caterpillar Inc. (a US 
manufacturer of construction and mining equipment, engines, and turbines). Each 
company has US employees for whom they provide post-employment health care 
benefi ts. 

 Panel A shows the companies’ assumptions about health care costs and the 
amounts each reported for post-employment health care benefi t plans. For exam-
ple, CNH assumes that the initial year’s (2010) increase in health care costs will be 
9 percent, and this rate of increase will decline to 5 percent over the next seven years 
to 2017. Caterpillar assumes a lower initial-year increase of 7 percent and a decline to 
the ultimate health care trend rate of 5 percent in 2016. 

 Panel B shows the eff ect of a 100 basis point increase or decrease in the assumed 
health care cost trend rates. A 1 percentage point increase in the assumed health care 
cost trend rates would increase Caterpillar’s 2009 service and interest cost component 
of the other post-employment benefi t costs by $23 million and the related obliga-
tion by $220 million. A 1 percentage point increase in the assumed health care cost 
trend rates would increase CNH Global’s 2009 service and interest cost component 
of the other post-employment benefi t costs by $8 million and the related obligation 
by $106 million. 
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    EXHIBIT 5       Post-Employment Health Care Plan Disclosures  

Panel A. Assumptions and Reported Amounts for US Post-Employment 
Health Care Benefi t Plans

Amounts Reported for Other 
Post-Employment Benefi ts  

   ($ Millions)

Assumptions about Health Care Costs Accumulated 
Benefi t 

Obligation 
Year-End 2009

Periodic 
Expense for 
Benefi ts for 

2009

Initial Health 
Care Trend 
Rate     2010

Ultimate 
Health Care 
Trend Rate

Year Ultimate 
Trend Rate 
Attained

CNH Global N.V. 9.0% 5% 2017 $1,152 $65

Caterpillar Inc. 7.0% 5% 2016 $4,537 $287

Panel B. Eff ect of 1 Percentage Point Increase (Decrease) in Assumed Health Care Cost 
Trend Rates on 2009 Total Accumulated Post-Employment Benefi t Obligations and Periodic 
Expense

1 Percentage Point Increase 1 Percentage Point Decrease

CNH Global N.V. + $106 million (Obligation) 
   + $8 million (Expense)

– $90 million (Obligation) 
   – $6 million (Expense)

Caterpillar Inc. + $220 million (Obligation) 
   + $23 million (Expense)

– $186 million (Obligation) 
   – $20 million (Expense)

  Sources:  Caterpillar information is from the company’s Form 10-K fi led 19 February 2010, Note 
14 (pages A-36 and A-42). CNH Global information is from the company’s 2009 Form 20-F, 
Note 12 (pages F-41, F-43, and F-45).   

 Based on the information in  Exhibit 5 , answer the following questions:  

  1  .     Which company’s assumptions about health care costs appear less conservative?  
  2  .     What would be the eff ect of adjusting the post-employment benefi t obligation and 

the periodic post-employment benefi t expense of the less conservative company for 
a 1 percentage point increase in health care cost trend rates? Does this make the two 
companies more comparable?  

  3  .     What would be the change in each company’s 2009 ratio of debt to equity assuming 
a 1 percentage point increase in the health care cost trend rate? Assume the change 
would have no impact on taxes. Total liabilities and total equity at 31 December 
2009 are given below.

 At 31 December 2009  
    (US$ millions)  CNH Global N.V.  Caterpillar Inc. 

Total liabilities $16,398 $50,738

Total equity $6,810 $8,823
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 Solution to 1:   Caterpillar’s assumptions about health care costs appear less conserva-
tive (the assumptions will result in lower health care costs) than CNH’s. Caterpillar’s 
initial assumed health care cost increase of 7 percent is signifi cantly lower than CNH’s 
assumed 9 percent. Further, Caterpillar assumes that the ultimate health care cost trend 
rate of 5 percent will be reached a year earlier than assumed by CNH.   

 Solution to 2:    Th e sensitivity disclosures indicate that a 1 percentage point increase in 
the assumed health care cost trend rate would increase Caterpillar’s post-employment 
benefi t obligation by $220 million and its periodic cost by $23 million. However, 
Caterpillar’s initial health care cost trend rate is 2 percentage points lower than CNH’s. 
Th erefore, the impact of a 1 percentage point change for Caterpillar multiplied by 2 
provides an approximation of the adjustment required for comparability to CNH. 
Note, however, that the sensitivity of the pension obligation and expense to a change 
of more than 1 percentage point in the assumed health care cost trend rate cannot be 
assumed to be exactly linear, so this adjustment is only an approximation. Further, 
there may be justifi able diff erences in the assumptions based on the location of their 
US operations.   

 Solution to 3:    A 1 percentage point increase in the health care cost trend rate increases 
CNH’s ratio of debt to equity by about 2 percent, from 2.41 to 2.46. A 1 percentage 
point increase in the health care cost trend rate increases Caterpillar’s ratio of debt to 
equity by about 3 percent, from 5.75 to 5.92. 

 CNH Global N.V.  
    ($ millions)  Reported 

 Adjustment for 1 Percentage 
Point Increase in Health 
Care Cost Trend Rate  Adjusted 

Total liabilities $16,398 + $106 $16,504

Total equity $6,810 – $106 $6,704

Ratio of debt to equity 2.41 2.46

 Caterpillar Inc.  
    ($ millions)  Reported 

 Adjustment for 1 Percentage 
Point Increase in Health 
Care Cost Trend Rate  Adjusted 

Total liabilities $50,738 + $220 $50,958

Total equity $8,823 – $220 $8,603

Ratio of debt to equity 5.75 5.92

  Th is section has explored the use of pension and other post-employment benefi t disclo-
sures to assess a company’s assumptions and explore how the assumptions can aff ect compari-
sons across companies. Th e following sections describe the use of disclosures to further analyse 
a company’s pension and other post-employment benefi ts.   
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 2.4.2.     Net Pension Liability (or Asset) 
 Under both IFRS and US GAAP standards, the amount disclosed in the balance sheet is a 
net amount. Analysts can use information from the notes to adjust a company’s assets and 
liabilities for the gross amount of the benefi t plan assets and the gross amount of the benefi t 
plan liabilities. An argument for making such adjustments is that they refl ect the underlying 
economic liabilities and assets of a company; however, it should be recognised that actual 
consolidation is precluded by laws protecting a pension or other benefi t plan as a separate 
legal entity. 

 At a minimum, an analyst will compare the gross benefi t obligation (i.e., the benefi t 
obligation without deducting related plan assets) with the sponsoring company’s total assets, 
including the gross amount of the benefi t plan assets, shareholders’ equity, and earnings. Al-
though presumably infrequent in practice, if the gross benefi t obligation is large relative to 
these items, a small change in the pension liability can have a signifi cant fi nancial impact on 
the sponsoring company.   

 2.4.3.     Total Periodic Pension Costs 
 Th e total periodic cost of a company’s DB pension plan is the change in the net pension 
liability or asset—excluding the eff ect of the employer’s periodic contribution into the 
plan. To illustrate this point, assume a company has a completely new DB pension plan. At 
inception, the net pension liability equals $0 ($0 plan assets minus $0 obligations). In the 
fi rst period, the plan obligation increases by $500 because of service costs. If the employer 
makes no contribution to the plan, then the net pension liability would increase to $500 
($0 plan assets minus $500 obligations) and the periodic service costs would be exactly 
equal to that change. If, however, the employer contributes $500 to the plan in that period, 
then the net pension liability would remain at $0 ($500 plan assets minus $500 obliga-
tions). In this situation, although the change in net pension liability is $0, the periodic 
pension cost is $500. 

 Th us, the total periodic pension cost in a given period is calculated by summing the peri-
odic components of cost or, alternatively, by adjusting the change in the net pension liability or 
asset for the amount of employer contributions. Th e relationship between the periodic pension 
cost and the plan’s funded status can be expressed as Periodic pension cost = Ending funded 
status – Employer contributions – Beginning funded status.  10    

 Note that, unlike employer contributions into the plan’s assets, the payment of cash out of 
a DB plan to a retiree does not aff ect the net pension liability or asset. Payment of cash out 
of a DB plan to a retiree reduces plan assets and plan obligations in an equal amount.   

 2.4.4.     Periodic Pension Costs Recognised in P&L vs. OCI 
 Each period, the components of periodic pension cost—other than any amounts that qualify 
for capitalisation as part of the costs of such assets as inventories—are recognised either in P&L 
(an expense) or in OCI. To understand the total pension cost of the period, an analyst should 
thus consider the amounts shown both in P&L and in OCI. 

 IFRS and US GAAP diff er in their provisions about which periodic pension costs are 
recognised in P&L versus in OCI. Th ese diff erences can be relevant to an analyst in comparing 
the reported profi tability of companies that use diff erent sets of standards. Under IFRS, P&L 

  10    Note that a net pension liability is treated as a negative funded status in this relationship. 



722 International Financial Statement Analysis

for the period includes both current and past service costs; in contrast, under US GAAP, P&L 
for the period includes only current service costs (and any amortisation of past service costs.) 
Under IFRS, P&L incorporates a return on plan assets set equal to the discount rate used in 
estimating the pension obligation; in contrast, under US GAAP, P&L incorporates an expected 
return on plan assets. Under US GAAP, P&L may show the impact of amortising actuarial 
gains or losses that were recognised in previous periods’ OCI. Under IFRS, P&L would not 
show any similar impact because amortising amounts from OCI into P&L is not permitted. 

 An analyst comparing an IFRS-reporting company with a US GAAP–reporting company 
could adjust the reported amounts of P&L to achieve comparability. For example, the analyst 
could adjust the US GAAP company’s P&L to make it similar to an IFRS company by includ-
ing past service costs arising during the period, excluding amortisation of past service costs 
arising in previous periods, and including an amount of return on plan assets at the discount 
rate rather than the expected rate. Alternatively, the analyst could use comprehensive income 
(net income from P&L plus OCI) as the basis for comparison.   

 2.4.5.     Classifi cation of Periodic Pension Costs Recognised in P&L 
 Amounts of periodic pension costs recognised in P&L (pension expense) are generally treat-
ed as operating expenses. An issue with the reported periodic pension expense is that concep-
tually the components of this expense could be classifi ed as operating and/or non-operating 
expenses. It can be argued that only the current service cost component is an operating 
expense, whereas the interest component and asset returns component are both non-op-
erating. Th e interest expense component of pension expense is conceptually similar to the 
interest expense on any of the company’s other liabilities. Th e pension liability is essentially 
equivalent to borrowing from employees, and the interest expense of that borrowing can 
be considered a fi nancing cost. Similarly, the return on pension plan assets is conceptually 
similar to returns on any of the company’s other fi nancial assets. Th ese classifi cation issues 
apply equally to OPB costs. 

 To better refl ect a company’s operating performance, an adjustment can be made to 
operating income by adding back the full amount of pensions costs reported in the P& L 
(pension expense) and then subtracting only the service costs (or the total of service costs and 
settlements and curtailments). Note that this adjustment excludes from operating income 
the amortisation of past service costs and the amortisation of net actuarial gains and losses. 
Th is adjustment also eliminates the interest expense component and the return on plan assets 
component from the company’s operating income. Th e interest expense component would 
be added to the company’s interest expense, and the return on plan assets would be treated as 
non-operating income. 

 In addition to adjusting for the classifi cation of diff erent components of pension costs, 
an adjustment can be made to incorporate the  actual return  on plan assets. Recall that under 
IFRS, the net interest expense/income calculation eff ectively includes a return on plan assets 
calculated using the discount rate used to determine the present value of the pension liability 
and any diff erence from the actual return is shown as a component of OCI. Under US GAAP, 
the  expected  return on plan assets is included as a component of periodic pension cost in P&L 
and any diff erence between the actual and expected return is shown as a component of OCI. 
Under either set of standards, an adjustment can incorporate the actual return. Th is adjust-
ment changes net income and potentially introduces earnings volatility. Th e reclassifi cation of 
interest expense would not change net income.  Example 5  illustrates adjustments to operating 
and non-operating incomes.    
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 EXAMPLE 5    Adjusting Periodic Costs Expensed to P&L 
and Reclassifying Components between Operating and 
Non-Operating Income 

 SABMiller plc is a UK-based company that brews and distributes beer and other bev-
erages. Th e following information was taken from the company’s 2010 Annual Report. 
Note that in 2010, IFRS required the use of expected return on plan assets, similar to 
US GAAP. All amounts are in millions of US dollars. 

Summary information from the Consolidated Income Statement  
   For the year ended 31 March 2010

Revenue $18,020

Net operating expenses (15,401)

Operating profi t 2,619

Interest payable and similar charges* (879)

Interest receivable and similar income* 316

Share of post-tax results of associates 873

Profi t before taxation $ 2,929

 * Note : Th is is the terminology used in the income statement. Th e solution to question 2 below 
uses  interest expense  and  interest and investment income .   

 Excerpt from Note 31: Pensions and post-retirement benefi ts 

 Pension  OPB  Total 

Current service costs $(8) $(3) $(11)

Interest costs (29) (10) (39)

Expected return on plan assets 14 14

Total $(23) $(13) $(36)
 
Actual return (loss) on plan assets $47

 (Components of the amount recognised in net operating expenses for pension and other 
post-retirement benefi ts.)   

 Based on the information above,  

  1  .     Adjust pre-tax income for the actual rather than expected return on plan assets.  
  2  .     Adjust the individual line items on the company’s income statement to re-classify 

the components of the pension and other post-retirement benefi ts expense as oper-
ating expense, interest expense, or interest income.    
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 Solution to 1:   Th e total amount of periodic pension cost reported in P&L as an expense 
is $23. If the actual return on plan assets of $47 is used instead of the expected return 
on plan assets, the total P&L expense (income) will be $(10) [(= 8 + 29 – 47) or (= 23 + 
14 – 47)]. Use of the actual rather than expected return on plan assets provides an esti-
mate of the economic expense (income) for the pension. Profi t before taxation adjusted 
for actual rather than expected return on plan assets will be higher by $33 ($47 – $14) 
and will total $2,962.   

 Solution to 2:   All adjustments are summarized below. 

Reported Adjustments Adjusted

Revenue $18,020 $18,020

Net operating expenses –15,401 + 36 – 11 a –15,376

Operating profi t 2,619 2,644

Interest expense –879 – 39 b –918

Interest and investment income 316 + 47 c 363

Share of post-tax results of associates 873 873

Profi t before taxation $2,929 $33 $2,962

  a Operating income is adjusted to include only the current service costs. Th e $36 total of pension 
and OPB expenses are excluded from operating expenses, and only the $11 current service cost 
component is included in operating expenses. 
  b Th e $39 interest cost component is reclassifi ed as interest expense. 
  c Th e  actual  return on plan assets is added as investment income.     

 2.4.6.     Cash Flow Information 
 For a sponsoring company, the cash fl ow impact of pension and other post-employment ben-
efi ts is the amount of contributions that the company makes to fund the plan—or for plans 
without funding requirements, the amount of benefi ts paid. Th e amount of contributions 
a company makes to fund a pension or other post-employment benefi t plan is partially de-
termined by the regulations of the countries in which the company operates. In the United 
States, for example, the amount of contributions to DB pension plans is governed by ERISA 
(the Employee Retirement and Income Security Act) and depends on the funded status of the 
plan. Companies may choose to make contributions in excess of those required by regulation. 

 If a sponsoring company’s periodic contributions to a plan exceed the total pension costs 
of the period, the excess can be viewed from an economic perspective as a reduction of the 
pension obligation. Th e contribution covers not only the pension obligation arising in the 
current period but also the pension obligations of another period. Such a contribution would 
be similar in concept to making a principal payment on a loan in excess of the scheduled prin-
cipal payment. Conversely, a periodic contribution that is less than the total pension cost of 
the period can be viewed as a source of fi nancing. Where the amounts of benefi t obligations 
are material, an analyst may choose to adjust the cash fl ows that a company presents in its 
statement of cash fl ows.  Example 6  describes such an adjustment.       
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 EXAMPLE 6    Adjusting Cash Flow 

 Vassiliki Doukas is analysing the cash fl ow statement of a hypothetical company, Geo-
Race plc, as part of a valuation. Doukas suggests to her colleague, Dimitri Krontiras, 
that the diff erence between the company’s contributions to the pension plan and the 
total pension costs incurred during a period is similar to a form of borrowing or a 
repayment of borrowing, depending on the direction of the diff erence; this aff ects the 
company’s reported cash from operating activities and cash from fi nancing activities. 
Based on information from the company’s 2009 annual report (currency in ₤ millions), 
she determines that the company’s total pension cost was ₤437; however, the company 
also disclosed that it made a contribution of ₤504. GeoRace reported cash infl ow from 
operating activities of ₤6,161 and cash outfl ow from fi nancing activities of ₤1,741. Th e 
company’s eff ective tax rate was 28.7 percent. 

 Use the information provided to answer the following questions:  

  1  .     How did the company’s 2009 contribution to the pension plan compare with the 
total pension cost for the year?  

  2  .     How would cash from operating activities and fi nancing activities be adjusted to 
illustrate Doukas’ interpretation of the diff erence between the company’s contribu-
tion and the total pension cost?    

 Solution to 1:   Th e company’s contribution to the pension plan in 2009 was ₤504, which 
was ₤67 more than the total pension cost of ₤437. Th e ₤67 diff erence is approximately 
₤48 on an after-tax basis, using the eff ective tax rate of 28.7 percent. 

Total pension costs ₤437

Company’s contribution ₤504

Amount by which the sponsoring company’s 
contribution exceeds total pension cost 
(pre-tax) ₤67

Tax rate 28.7%

After-tax amount by which the sponsoring 
company’s contribution exceeds total 
pension cost ₤48

[= ₤67 × 
(1 – 0.2870)]

 Solution to 2:   Th e company’s contribution to the pension plan in 2009 was ₤67 (₤48 
after tax) greater than the 2009 total pension cost. Interpreting the excess contribution 
as similar to a repayment of borrowing (fi nancing use of funds) rather than as an oper-
ating cash fl ow would increase the company’s cash outfl ow from fi nancing activities by 
₤48, from ₤1,741 to ₤1,789, and increase the cash infl ow from operations by ₤48, from 
₤6,161 to ₤6,209.   
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 3. SHARE-BASED COMPENSATION 

 In this section, we provide an overview of executive compensation other than pension plans and 
other post-retirement benefi ts, focusing on share-based compensation. First, we briefl y discuss 
common components of executive compensation packages, their objectives, and advantages and 
disadvantages of share-based compensation. Th e discussion of share-based compensation then 
moves to accounting for and reporting of stock grants and stock options. Th e explanation in-
cludes a discussion of fair value accounting, the choice of valuation models, the assumptions used, 
common disclosures, and important dates in measuring and reporting compensation expense. 

 Employee compensation packages are structured to achieve varied objectives, including sat-
isfying employees’ needs for liquidity, retaining employees, and motivating employees. Common 
components of employee compensation packages are salary, bonuses, non-monetary benefi ts, 
and share-based compensation.  11    Th e salary component provides for the liquidity needs of an 
employee. Bonuses, generally in the form of cash, motivate and reward employees for short- or 
long-term performance or goal achievement by linking pay to performance. Non-monetary ben-
efi ts, such as medical care, housing, and cars, may be provided to facilitate employees performing 
their jobs. Salary, bonuses, and non-monetary benefi ts are short-term employee benefi ts. 

 Share-based compensation is intended to align employees’ interests with those of the share-
holders and is typically a form of deferred compensation. Both IFRS and US GAAP  12    require 
a company to disclose in their annual report key elements of management compensation. 
Regulators may require additional disclosure. Th e disclosures enable analysts to understand 
the nature and extent of compensation, including the share-based payment arrangements that 
existed during the reporting period. Below are examples of descriptions of the components 
and objectives of executive compensation programs for companies that report under IFRS and 
under US GAAP.  Exhibit 6  shows excerpts of the disclosure for the executive compensation 
program of SABMiller plc (London Stock Exchange: SAB); SABMiller plc reports under IFRS 
and includes a nine-page remuneration report as part of its annual report. 

    EXHIBIT 6  

 Excerpts from Remuneration Report of SABMiller plc 

  … On balance, the committee concluded that its policy of agreeing to a total re-
muneration package for each executive director comprising an annual base salary, 
a short-term incentive in the form of an annual cash bonus, long-term incentives 
through participation in share incentive plans, pension contributions, other usual 
security and health benefi ts, and benefi ts in kind, continued to be appropriate.… 

 Th e committee’s policy continues to be to ensure that executive directors and 
members of the executive committee are rewarded for their contribution to the 
group’s operating and fi nancial performance at levels which take account of indus-
try, market and country benchmarks, and that their remuneration is appropriate to 
their scale of responsibility and performance, and will attract, motivate and retain 
individuals of the necessary calibre. Th e committee takes account of the need to be 
competitive in the diff erent parts of the world in which the company operates…. 

  11    An extensive overview of diff erent employee compensation mechanisms can be found in  Lynch and 
Perry (2003) . 
  12    IAS 24  Related Party Disclosures , paragraph 17; FASB ASC Section 718-10-50 [Compensation-Stock 
Compensation-Overall-Disclosure]. 
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 Th e committee considers that alignment with shareholders’ interests and linkage 
to SABMiller’s long-term strategic goals is best achieved through a twin focus on 
earnings per share and, from 2010 onwards, additional value created for sharehold-
ers, and a blend of absolute and relative performance.   

  Source:  SABMiller plc, Annual Report 2010.  

 In the United States, similar disclosures are required in a company’s proxy statement that 
is fi led with the SEC.  Exhibit 7  shows the disclosure of American Eagle Outfi tters, Inc.’s 
(NYSE: AEO) executive compensation program, including a description of the key elements 
and objectives. 

    EXHIBIT 7       Excerpts from Executive Compensation Disclosures of American Eagle Outfi tters, Inc.    

 Compensation Program Elements 

 Our executive compensation program is designed to place a sizeable amount of pay at risk for 
all executives and this philosophy is intended to cultivate a pay-for-performance environment. 
Our executive compensation plan design has six key elements:  

•    Base Salary  
•    Annual Incentive Bonus  
•    Long-term Incentive Cash Plan—in place for the Chief Executive Offi  cer and Vice 

Chairman, Executive Creative Director only  
•    Restricted Stock (“RS”)—issued as Units (“RSUs”) and Awards (“RSAs”)  
•    Performance Shares (“PS”)  
•    Non-Qualifi ed Stock Options (“NSOs”)   

 Two of the elements (Annual Incentive Bonus and LTICP) were entirely “at risk” based on the 
Company’s performance in Fiscal 2009 and were subject to forfeiture if the Company did not 
achieve threshold performance goals. Performance Shares are entirely “at risk” and subject to 
forfeiture if the Company does not achieve threshold performance goals by the close of Fiscal 
2011, as described below. At threshold performance, the CEO’s total annual compensation de-
clines by 46% relative to target performance. Th e NEO’s total annual compensation declines 
by an average of 33% relative to target performance. Company performance below threshold 
levels results in forfeiture of all elements of direct compensation other than base salary, RSUs 
and NSOs. NSOs provide compensation only to the extent that vesting requirements are sat-
isfi ed and our share price appreciates. 

 We strategically allocate compensation between short-term and long-term components 
and between cash and equity in order to maximize executive performance and retention. 
Long-term compensation and equity awards comprise an increasingly larger proportion of to-
tal compensation as position level increases. Th e portion of total pay attributable to long-term 
incentive cash and equity compensation increases at successively higher levels of management. 
Th is philosophy ensures that executive compensation closely aligns with changes in stockhold-
er value and achievement of performance objectives while also ensuring that executives are held 
accountable for results relative to position level.  

  Source : American Eagle Outfi tters, Inc. Proxy Statement (Form Def 14A) fi led 26 April 2010.  

EXHIBIT 6 (Continued)
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 Share-based compensation, in addition to theoretically aligning the interests of employees 
(management) with shareholders, has the advantage of potentially requiring no cash outlay.  13    
Share-based compensation arrangements can take a variety of forms, including those that are 
equity-settled and those that are cash-settled. However, share-based compensation is treated as 
an expense and thus as a reduction of earnings even when no cash changes hands. In addition 
to decreasing earnings through compensation expense, stock options have the potential to 
dilute earnings per share. 

 Although share-based compensation is generally viewed as motivating employees and 
aligning managers’ interests with those of the shareholders, there are several disadvantages of 
share-based compensation. One disadvantage is that the recipient of the share-based compen-
sation may have limited infl uence over the company’s market value (consider the scenario of 
overall market decline), so share-based compensation does not necessarily provide the desired 
incentives. Another disadvantage is that the increased ownership may lead managers to be risk 
averse. In other words, fearing a large market value decline (and loss in individual wealth), 
managers may seek less risky (and less profi table) projects. An opposite eff ect, excessive risk 
taking, can also occur with the awarding of options. Because options have skewed payouts that 
reward excessive risk taking, managers may seek more risky projects. Finally, when share-based 
compensation is granted to employees, existing shareholders’ ownership is diluted. 

 For fi nancial reporting, a company reports compensation expense during the period in 
which employees earn that compensation. Accounting for cash salary payments and cash bo-
nuses is relatively straightforward. When the employee has earned the salary or bonus, an 
expense is recorded. Typically, compensation expense for managers is reported in sales, general, 
and administrative expenses on the income statement. 

 Share-based compensation is more varied and includes such items as stock, stock options, 
stock appreciation rights, and phantom shares. By granting shares or share options in addition 
to other compensation, companies are paying additional compensation for services rendered 
by employees. Under both IFRS and US GAAP, companies use the fair value of the share-based 
compensation granted to measure the value of the employees’ services for purposes of report-
ing compensation expense. However, the specifi cs of the accounting depend on the type of 
share-based compensation given to the employee. Under both IFRS and US GAAP, the usual 
disclosures required for share-based compensation include (1) the nature and extent of share-
based compensation arrangements during the period, (2) how the fair value of a share-based 
compensation arrangement was determined, and (3) the eff ect of share-based compensation on 
the company’s income for the period and on its fi nancial position. 

 Two common forms of equity-settled share-based compensation, stock grants and stock 
options, are discussed below.  

 3.1.     Stock Grants 

 A company can grant stock to employees outright, with restrictions, or contingent on perfor-
mance. For an outright stock grant, compensation expense is reported on the basis of the fair 
value of the stock on the grant date—generally the market value at grant date. Compensation 
expense is allocated over the period benefi ted by the employee’s service, referred to as the 

  13    Although issuing employee stock options requires no initial cash outlay, the company implicitly forgoes 
issuing new shares of stock at the then-current market price (and receiving cash) when the options are 
exercised. 
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service period. Th e employee service period is presumed to be the current period unless there 
are some specifi c requirements, such as three years service in the future, before the employee is 
vested (has the right to receive the compensation). 

 Another type of stock award is a restricted stock, which requires the employee to return 
ownership of those shares to the company if certain conditions are not met. Common restric-
tions include the requirements that employees remain with the company for a specifi ed period 
or that certain performance goals are met. Compensation expense for restricted stock grants 
is measured as the fair value (usually market value) of the shares issued at the grant date. Th is 
compensation expense is allocated over the employee service period. 

 Shares granted contingent on meeting performance goals are called performance shares. 
Th e amount of the grant is usually determined by performance measures other than the change 
in stock price, such as accounting earnings or return on assets. Basing the grant on accounting 
performance addresses employees’ potential concerns that the stock price is beyond their control 
and thus should not form the basis for compensation. However, performance shares can poten-
tially have the unintended impact of providing incentives to manipulate accounting numbers. 
Compensation expense is equal to the fair value (usually market value) of the shares issued at the 
grant date. Th is compensation expense is allocated over the employee service period.   

 3.2.     Stock Options 

 Like stock grants, compensation expense related to option grants is reported at fair value un-
der both IFRS and US GAAP. Both require that fair value be estimated using an appropriate 
valuation model. 

 Whereas the fair value of stock grants is usually based on the market value at the date of 
the grant, the fair value of option grants must be estimated. Companies cannot rely on market 
prices of options to measure the fair value of employee stock options because features of em-
ployee stock options typically diff er from traded options. To measure the fair value of employee 
stock options, therefore, companies must use a valuation model. Th e choice of valuation or 
option pricing model is one of the critical elements in estimating fair value. Several models 
are commonly used, such as the Black–Scholes option pricing model or a binomial model. 
Accounting standards do not prescribe a particular model. Generally, though, the valuation 
method should (1) be consistent with fair value measurement, (2) be based on established prin-
ciples of fi nancial economic theory, and (3) refl ect all substantive characteristics of the award. 

 Once a valuation model is selected, a company must determine the inputs to the model, 
typically including exercise price, stock price volatility, estimated life of each award, estimated 
number of options that will be forfeited, dividend yield, and the risk-free rate of interest.  14    
Some inputs, such as the exercise price, are known at the time of the grant. Other critical 
inputs are highly subjective—such as stock price volatility or the estimated life of stock op-
tions—and can greatly change the estimated fair value and thus compensation expense. Higher 
volatility, a longer estimated life, and a higher risk-free interest rate increase the estimated fair 
value, whereas a higher assumed dividend yield decreases the estimated fair value. 

 Combining diff erent assumptions with alternative valuation models can signifi cantly aff ect 
the fair value of employee stock options. Below is an excerpt from GlaxoSmithKline, plc ex-
plaining the assumptions and model used in valuing its stock options. (Although not discussed 

  14    Th e estimated life of an option award incorporates such assumptions as employee turnover and is usu-
ally shorter than the expiration period. 
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in the disclosure, from 2007 to 2009 the trends of decreasing interest rates, lower share price, 
and increasing dividend yield would decrease estimated fair values and thus lower option ex-
pense. In contrast, the trend of increasing volatility would increase the estimated fair values.) 

    EXHIBIT 8       Assumptions Used in Stock Option Pricing Models: Excerpts from Financial 
Statements of GlaxoSmithKline, plc   

 Note 42—Employee share schemes  [excerpt]  

 Option pricing 
 For the purposes of valuing options and awards to arrive at the share-based payment 

charge, the Black–Scholes option pricing model has been used. Th e assumptions used in the 
model for 2007, 2008 and 2009 are as follows: 

2009 2008 2007

Risk-free interest rate 1.4%–2.9% 1.3%–4.8% 4.7%–5.3%

Dividend yield 5.20% 4.80% 4.00%

Volatility 23%–29% 19%–24% 17%–25%

Expected lives of options granted under:

Share option schemes 5 years 5 years 5 years

Savings-related share option and 
share award schemes 3–4 years 3 years 3 years

Weighted average share price for grants in the year:

Ordinary Shares £11.72 £11.59 £14.41

ADS* $33.73 $45.02 $57.59

 *American Depositary Shares.   

 Volatility is determined based on the three and fi ve year share price history where appro-
priate. Th e fair value of performance share plan grants take into account market conditions. Ex-
pected lives of options were determined based on weighted average historic exercises of options.  

  Source : GlaxoSmithKline Annual Report 2009.  

 In accounting for stock options, there are several important dates, including the grant 
date, the vesting date, the exercise date, and the expiration date. Th e  grant date  is the day that 
options are granted to employees. Th e  service period  is usually the period between the grant 
date and the vesting date. 

 Th e  vesting date  is the date that employees can fi rst exercise the stock options. Th e vest-
ing can be immediate or over a future period. If the share-based payments vest immediately 
(i.e., no further period of service is required), then expense is recognised on the grant date. 
If the share-based awards do not vest until a specifi ed service period is completed, compen-
sation expense is recognised and allocated over the service period. If the share-based awards are 
conditional upon the achievement of a performance condition or a market condition (i.e., a 
target share price), then compensation expense is recognised over the estimated service period. 
Th e  exercise date  is the date when employees actually exercise the options and convert them 
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to stock. If the options go unexercised, they may expire at some pre-determined future date, 
commonly 5 or 10 years from the grant date. 

 Th e grant date is also usually the date that compensation expense is measured if both the 
number of shares and the option price are known. If facts aff ecting the value of options granted 
depend on events after the grant date, then compensation expense is measured at the exercise 
date. In the example below, Coca Cola, Inc. (NYSE: KO) reported, in the 2009 Form 10-K, 
$241 million of compensation expense from option grants.  

 EXAMPLE 7    Disclosure of Stock Options’ Current Compensation 
Expense, Vesting, and Future Compensation Expense 

 Using information from Coca Cola, Inc.’s Note 9 to fi nancial statements, given below, 
determine the following:  

  1  .     Total compensation expense relating to options already granted that will be rec-
ognised in future years as options vest.  

  2  .     Approximate compensation expense in 2010 and 2011 relating to options already 
granted.   

    Excerpts from Note 9: Stock Compensation Plans in the Notes to Financial 
Statements of Coca Cola, Inc.   

 NOTE 9: STOCK COMPENSATION PLANS 
 Our Company grants stock options and restricted stock awards to certain 

employees of the Company. Total stock-based compensation expense was ap-
proximately $241 million in 2009, $266 million in 2008 and $313 million in 
2007 and was included as a component of selling, general and administrative 
expenses in our consolidated statements of income. Th e total income tax ben-
efi t recognised in our consolidated statements of income for share-based com-
pensation arrangements was approximately $68 million, $72 million and $91 
million for 2009, 2008 and 2007, respectively. 

 As of December 31, 2009, we had approximately $335 million of total 
unrecognised compensation cost related to nonvested share-based compen-
sation arrangements granted under our plans. Th is cost is expected to be recog-
nised over a weighted-average period of 1.7 years as stock-based compensation 
expense. Th is expected cost does not include the impact of any future stock-
based compensation awards. 

  Source : Coca Cola, Inc. Form 10-K fi led 26 February 2010.   

 Solution to 1:   Coca Cola, Inc. discloses that unrecognised compensation expense relat-
ing to stock options already granted but not yet vested totals $335 million.   

 Solution to 2:   Th e options already granted will vest over the next 1.7 years. Compen-
sation expense related to stock options already granted will be $197 million ($335/1.7 
years) in 2010 and $138 million in 2011 ($335 total less $197 expensed in 2010). New 
options granted in the future will likely raise the total reported compensation expense.   
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 As the option expense is recognised over the relevant vesting period, the impact on the 
fi nancial statements is to ultimately reduce retained earnings (as with any other expense). Th e 
off setting entry is an increase in paid-in capital. Th us, the recognition of option expense has 
no net impact on total equity.   

 3.3.     Other Types of Share-Based Compensation 

 Both stock grants and stock options allow the employee to obtain direct ownership in the 
company. Other types of share-based compensation, such as stock appreciation rights (SARs) 
or phantom stock, compensate an employee on the basis of changes in the value of shares with-
out requiring the employee to hold the shares. Th ese are referred to as cash-settled share-based 
compensation. With SARs, an employee’s compensation is based on increases in a company’s 
share price. Like other forms of share-based compensation, SARs serve to motivate employees 
and align their interests with shareholders. Th e following are two additional advantages of SARs:  

•    Th e potential for risk aversion is limited because employees have limited downside risk and 
unlimited upside potential similar to employee stock options, and  

•    Shareholder ownership is not diluted.   

 A disadvantage is that SARs require a current-period cash outfl ow. Similar to other share-
based compensation, SARs are valued at fair value and compensation expense is allocated over 
the service period of the employee. While phantom share plans are similar to other types of 
share-based compensation, they diff er somewhat because compensation is based on the perfor-
mance of hypothetical stock rather than the company’s actual stock. Unlike SARs, phantom 
shares can be used by private companies or business units within a company that are not pub-
licly traded or by highly illiquid companies.     

 4. SUMMARY 

 Th is chapter discussed two diff erent forms of employee compensation: post-employment ben-
efi ts and share-based compensation. Although diff erent, the two are similar in that they are 
forms of compensation outside of the standard salary arrangements. Th ey also involve complex 
valuation, accounting, and reporting issues. Although IFRS and US GAAP are converging on 
accounting and reporting, it is important to note that diff erences in a country’s social system, 
laws, and regulations can result in diff erences in a company’s pension and share-based compen-
sation plans that may be refl ected in the company’s earnings and fi nancial reports. 

 Key points include the following:  

•    Defi ned contribution pension plans specify (defi ne) only the amount of contribution to the 
plan; the eventual amount of the pension benefi t to the employee will depend on the value 
of an employee’s plan assets at the time of retirement.  

•    Balance sheet reporting is less analytically relevant for defi ned contribution plans because 
companies make contributions to defi ned contribution plans as the expense arises and thus 
no liabilities accrue for that type of plan.  

•    Defi ned benefi t pension plans specify (defi ne) the amount of the pension benefi t, often 
determined by a plan formula, under which the eventual amount of the benefi t to the em-
ployee is a function of length of service and fi nal salary.  
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•    Defi ned benefi t pension plan obligations are funded by the sponsoring company contribut-
ing assets to a pension trust, a separate legal entity. Diff erences exist in countries’ regulatory 
requirements for companies to fund defi ned benefi t pension plan obligations.  

•    Both IFRS and US GAAP require companies to report on their balance sheet a pension 
liability or asset equal to the projected benefi t obligation minus the fair value of plan assets. 
Th e amount of a pension asset that can be reported is subject to a ceiling.  

•    Under IFRS, the components of periodic pension cost are recognised as follows: Service cost 
is recognised in P&L, net interest income/expense is recognised in P&L, and remeasure-
ments are recognised in OCI and are not amortised to future P&L.  

•    Under US GAAP, the components of periodic pension cost recognised in P&L include cur-
rent service costs, interest expense on the pension obligation, and expected returns on plan 
assets (which reduces the cost). Other components of periodic pension cost—including past 
service costs, actuarial gains and losses, and diff erences between expected and actual returns 
on plan assets—are recognised in OCI and amortised to future P&L.  

•    Estimates of the future obligation under defi ned benefi t pension plans and other post-em-
ployment benefi ts are sensitive to numerous assumptions, including discount rates, assumed 
annual compensation increases, expected return on plan assets, and assumed health care cost 
infl ation.  

•    Employee compensation packages are structured to fulfi ll varied objectives, including satisfy-
ing employees’ needs for liquidity, retaining employees, and providing incentives to employees.  

•    Common components of employee compensation packages are salary, bonuses, and share-
based compensation.  

•    Share-based compensation serves to align employees’ interests with those of the sharehold-
ers. It includes stocks and stock options.  

•    Share-based compensation has the advantage of requiring no current-period cash outlays.  
•    Share-based compensation expense is reported at fair value under IFRS and US GAAP.  
•    Th e valuation technique, or option pricing model, that a company uses is an important 

choice in determining fair value and is disclosed.  
•    Key assumptions and input into option pricing models include such items as exercise price, 

stock price volatility, estimated life of each award, estimated number of options that will be 
forfeited, dividend yield, and the risk-free rate of interest. Certain assumptions are highly 
subjective, such as stock price volatility or the expected life of stock options, and can greatly 
change the estimated fair value and thus compensation expense.      

 REFERENCE 
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Education , vol.     21 , no.     1     ( 1st Quarter ):    43 – 60 .           

                             PROBLEMS        

  Th e following information relates to Questions 1–7 

 Kensington plc, a hypothetical company based in the United Kingdom, off ers its employees a 
defi ned benefi t pension plan. Kensington complies with IFRS. Th e assumed discount rate that 
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the company used in estimating the present value of its pension obligations was 5.48 percent. 
Information on Kensington’s retirement plans is presented in Exhibit 1. 

    EXHIBIT 1       Kensington plc Defi ned Benefi t Pension Plan 

 (in millions)  2010 

 Components of periodic benefi t cost 

Service cost £228

Net interest (income) expense 273

Remeasurements –18

Periodic pension cost £483

 Change in benefi t obligation 

Benefi t obligations at beginning of year £28,416

Service cost 228

Interest cost 1,557

Benefi ts paid –1,322

Actuarial gain or loss 0

Benefi t obligations at end of year £28,879

 Change in plan assets 

Fair value of plan assets at beginning of year £23,432

Actual return on plan assets 1,302

Employer contributions 693

Benefi ts paid –1,322

Fair value of plan assets at end of year £24,105

 Funded status at beginning of year –£4,984

 Funded status at end of year –£4,774

      1  .     At year-end 2010, £28,879 million represents:  
  A  .     the funded status of the plan.  
  B  .     the defi ned benefi t obligation.  
  C  .     the fair value of the plan’s assets.    

   2  .     For the year 2010, the net interest expense of £273 represents the interest cost on the:  
  A  .     ending benefi t obligation.  
  B  .     beginning benefi t obligation.  
  C  .     beginning net pension obligation.    

   3  .     For the year 2010, the remeasurement component of Kensington’s periodic pension cost 
represents:  
  A  .     the change in the net pension obligation.  
  B  .     actuarial gains and losses on the pension obligation.  
  C  .     actual return on plan assets minus the amount of return on plan assets included in the 

net interest expense.    
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   4  .     Which of the following is  closest  to the actual rate of return on beginning plan assets and 
the rate of return on beginning plan assets that is included in the interest income/expense 
calculation?  
  A  .     Th e actual rate of return was 5.56 percent, and the rate included in interest income/

expense was 5.48 percent.  
  B  .     Th e actual rate of return was 1.17 percent, and the rate included in interest income/

expense was 5.48 percent.  
  C  .     Both the actual rate of return and the rate included in interest income/expense were 

5.48 percent.    

   5  .     Which component of Kensington’s periodic pension cost would be shown in OCI rather 
than P&L?  
  A  .     Service cost  
  B  .     Net interest (income) expense  
  C  .     Remeasurements    

   6  .     Th e relationship between the periodic pension cost and the plan’s funded status is  best  
expressed in which of the following?  
  A  .     Periodic pension cost of –£483 = Ending funded status of –£4,774 – Employer con-

tributions of £693 – Beginning funded status of –£4,984.  
  B  .     Periodic pension cost of £1,322 = Benefi ts paid of £1,322.  
  C  .     Periodic pension cost of £210 = Ending funded status of –£4,774 – Beginning funded 

status of –£4,984.    

   7  .     An adjustment to Kensington’s statement of cash fl ows to reclassify the company’s excess 
contribution for 2010 would  most likely  entail reclassifying £210 million (excluding in-
come tax eff ects) as an outfl ow related to:  
  A  .     investing activities rather than operating activities.  
  B  .     fi nancing activities rather than operating activities.  
  C  .     operating activities rather than fi nancing activities.     

       Th e following information relates to Questions 8–13 

 XYZ SA, a hypothetical company, off ers its employees a defi ned benefi t pension plan. Informa-
tion on XYZ’s retirement plans is presented in Exhibit 2. It also grants stock options to execu-
tives. Exhibit 3 contains information on the volatility assumptions used to value stock options. 

    EXHIBIT 2       XYZ SA Retirement Plan Information 2009 

Employer contributions 1,000

Current service costs 200

Past service costs 120

Discount rate used to estimate plan liabilities 7.00%

Benefi t obligation at beginning of year 42,000

Benefi t obligation at end of year 41,720

Actuarial loss due to increase in plan obligation 460

(continued)
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Plan assets at beginning of year 39,000

Plan assets at end of year 38,700

Actual return on plan assets 2,700

Expected rate of return on plan assets 8.00%

    EXHIBIT 3       XYZ SA Volatility Assumptions Used to Value Stock 
Option Grants 

Grant Year Weighted Average Expected Volatility

2009 valuation assumptions

2005–2009 21.50%

2008 valuation assumptions

2004–2008 23.00%

   8  .     Th e retirement benefi ts paid during the year were  closest  to:  
  A  .     280.  
  B  .     3,000.  
  C  .     4,000.    

   9  .     Th e total periodic pension cost is  closest  to:  
  A  .     320.  
  B  .     1,020.  
  C  .     1,320.    

  10  .     Th e amount of periodic pension cost that would be reported in P&L under IFRS is  closest  
to:  
  A  .     20.  
  B  .     530.  
  C  .     1,020.    

  11  .     Assuming the company chooses not to immediately recognise the actuarial loss and as-
suming there is no amortisation of past service costs or actuarial gains and losses, the 
amount of periodic pension cost that would be reported in P&L under US GAAP is  closest  
to:  
  A  .     20.  
  B  .     59.  
  C  .     530.    

  12  .     Under IFRS, the amount of periodic pension cost that would be reported in OCI is  closest  
to:  
  A  .     20.  
  B  .     490.  
  C  .     1,020.    

EXHIBIT 2 (Continued)
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  13  .     Compared to 2009 net income as reported, if XYZ had used the same expected volatil-
ity assumption for its 2009 option grants that it had used in 2008, its 2009 net income 
would have been:  
  A  .     lower.  
  B  .     higher.  
  C  .     the same.     

       Th e following information relates to Questions 14–19 

 Stereo Warehouse is a US retailer that off ers employees a defi ned benefi t pension plan and 
stock options as part of its compensation package. Stereo Warehouse prepares its fi nancial 
statements in accordance with US GAAP. 

 Peter Friedland, CFA, is an equity analyst concerned with earnings quality. He is particu-
larly interested in whether the discretionary assumptions the company is making regarding 
compensation plans are contributing to the recent earnings growth at Stereo Warehouse. He 
gathers information from the company’s regulatory fi lings regarding the pension plan assump-
tions in Exhibit 4 and the assumptions related to option valuation in Exhibit 5. 

    EXHIBIT 4       Assumptions Used for Stereo Warehouse Defi ned Benefi t Plan 

 2009  2008  2007 

Expected long-term rate of return on plan assets 6.06% 6.14% 6.79%

Discount rate 4.85 4.94 5.38

Estimated future salary increases 4.00 4.44 4.25

Infl ation 3.00 2.72 2.45

    EXHIBIT 5       Option Valuation Assumptions 

 2009  2008  2007 

Risk-free rate 4.6% 3.8% 2.4%

Expected life 5.0 yrs 4.5 yrs 5.0 yrs

Dividend yield 1.0% 0.0% 0.0%

Expected volatility 29% 31% 35%

  14  .     Compared to the 2009 reported fi nancial statements, if Stereo Warehouse had used the 
same expected long-term rate of return on plan assets assumption in 2009 as it used in 
2007, its year-end 2009 pension obligation would  most likely  have been:  
  A  .     lower.  
  B  .     higher.  
  C  .     the same.    

  15  .     Compared to the reported 2009 fi nancial statements, if Stereo Warehouse had used the 
same discount rate as it used in 2007, it would have  most likely  reported lower:  
  A  .     net income.  
  B  .     total liabilities.  
  C  .     cash fl ow from operating activities.    
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  16  .     Compared to the assumptions Stereo Warehouse used to compute its periodic pension 
cost in 2008, earnings in 2009 were  most favorably  aff ected by the change in the:  
  A  .     discount rate.  
  B  .     estimated future salary increases.  
  C  .     expected long-term rate of return on plan assets.    

  17  .     Compared to the pension assumptions Stereo Warehouse used in 2008, which of the 
following pairs of assumptions used in 2009 is  most likely  internally inconsistent?  
  A  .     Estimated future salary increases, infl ation  
  B  .     Discount rate, estimated future salary increases  
  C  .     Expected long-term rate of return on plan assets, discount rate    

  18  .     Compared to the reported 2009 fi nancial statements, if Stereo Warehouse had used the 
2007 expected volatility assumption to value its employee stock options, it would have 
 most likely  reported higher:  
  A  .     net income.  
  B  .     compensation expense.  
  C  .     deferred compensation liability.    

  19  .     Compared to the assumptions Stereo Warehouse used to value stock options in 2008, 
earnings in 2009 were most favorably aff ected by the change in the:  
  A  .     expected life.  
  B  .     risk-free rate.  
  C  .     dividend yield.              
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 CHAPTER   15   

 INTERCORPORATE 
INVESTMENTS   

     Susan Perry     Williams         

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         describe the classifi cation, measurement, and disclosure under International Financial Re-
porting Standards (IFRS) for 1) investments in fi nancial assets, 2) investments in associates, 
3) joint ventures, 4) business combinations, and 5) special purpose and variable interest 
entities;  

•         distinguish between IFRS and US GAAP in the classifi cation, measurement, and disclosure 
of investments in fi nancial assets, investments in associates, joint ventures, business combi-
nations, and special purpose and variable interest entities;  

•         analyze how diff erent methods used to account for intercorporate investments aff ect fi nan-
cial statements and ratios.      

 1. INTRODUCTION 

 Intercorporate investments (investments in other companies) can have a signifi cant impact 
on an investing company’s fi nancial performance and position. Companies invest in the debt 
and equity securities of other companies to diversify their asset base, enter new markets, 
obtain competitive advantages, and achieve additional profi tability. Debt securities include 
commercial paper, corporate and government bonds and notes, redeemable preferred stock, 
and asset-backed securities. Equity securities include common stock and non-redeemable pre-
ferred stock. Th e percentage of equity ownership a company acquires in an investee depends 
on the resources available, the ability to acquire the shares, and the desired level of infl uence 
or control. 

 Th e International Accounting Standards Board (IASB) and the US Financial Accounting 
Standards Board (FASB) have worked to reduce diff erences in accounting standards that apply 
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to the classifi cation, measurement, and disclosure of intercorporate investments. Th e resulting 
standards have improved the relevance, transparency, and comparability of information pro-
vided in fi nancial statements. Th is chapter includes accounting standards issued by IASB and 
FASB through 31 December 2012. References for US GAAP refl ect the new FASB Accounting 
Standards Codifi cation™ (FASB ASC). 

 Moving towards convergence, in December 2007, the FASB issued two new standards: 
SFAS 141(R),  Business Combinations ,  1    and SFAS 160,  Noncontrolling Interests in Consolidated 
Financial Statements .  2    Th ese statements introduced signifi cant changes in the accounting for 
and reporting of business acquisitions and non-controlling interests in a subsidiary. In January 
2008, the IASB revised IFRS 3,  Business Combinations  and amended IAS 27,  Consolidated 
and Separate Financial Statements . In 2011, the IASB issued a revised IAS 27,  Separate Fi-
nancial Statements , and replaced portions of the earlier IAS 27 with IFRS 10,  Consolidated 
Financial Statements . Th e new standards are eff ective for annual periods beginning on or after 
1 January 2013. 

 Another convergence eff ort is the project on classifi cation and measurement of fi nan-
cial assets and fi nancial liabilities. Th e fi rst phase of the project has been incorporated in 
IFRS 9,  Financial Instruments – Classifi cation and Measurement . Th is pronouncement ini-
tially required adoption for annual periods beginning on or after 1 January 2013. However, 
the eff ective date has been extended to annual periods beginning on or after 1 January 
2015, with early adoption permitted. Phases two and three of the project will address fi -
nancial instrument impairments and hedge accounting. When completed, this standard is 
expected to replace IAS 39,  Financial Instruments: Recognition and Measurement . Th e FASB 
is working on a similar standard for classifi cation and measurement but has not issued a 
pronouncement. 

 Convergence between IFRS and US GAAP makes it easier to compare fi nancial reports 
because the accounting is the same or similar for many transactions. However, diff erences still 
remain. When diff erences exist, there is generally enough transparency in the disclosures to 
allow fi nancial statement users to adjust for the diff erences. Understanding the appropriate 
accounting treatment for diff erent intercorporate investments and the similarities and diff er-
ences that exist between IFRS and US GAAP will enable analysts to make better comparisons 
between companies and improve investment decision making. Th e terminology used in this 
chapter is IFRS oriented. US GAAP may not use identical terminology, but in most cases the 
terminology is similar. 

 Th is chapter is organized as follows: Section 2 explains the basic categorization of corpor-
ate investments. Section 3 describes reporting for investments in debt and equity securities of 
other entities prior to IFRS 9 taking eff ect (hereafter referred to as current standards or report-
ing). Section 4 describes reporting under IFRS 9, the IASB standard for fi nancial instruments 
that becomes eff ective in 2015 (hereafter referred to as new standard or reporting). Section 4 
also illustrates the primary diff erences between the current and new standards. Section 5 de-
scribes equity method reporting for investments in associates where signifi cant infl uence can 
exist including the reporting for joint ventures, a type of investment where control is shared. 
Section 6 describes reporting for business combinations, the parent/subsidiary relationship, 
and variable interest and special purpose entities. A summary and practice problems in the 
CFA Institute item set format complete the chapter.    

  1    FASB ASC Topic 805 [Business Combinations]. 
  2    FASB ASC Topic 810 [Consolidations]. 
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 2. BASIC CORPORATE INVESTMENT CATEGORIES 

 In general, investments in marketable debt and equity securities can be categorized as 1) invest-
ments in fi nancial assets in which the investor has no signifi cant infl uence or control over the 
operations of the investee, 2) investments in associates in which the investor can exert signifi -
cant infl uence (but not control) over the investee, 3) joint ventures where control is shared 
by two or more entities, and 4) business combinations, including investments in subsidiaries, 
in which the investor has control over the investee Th e distinction between investments in 
fi nancial assets, investments in associates, and business combinations is based on the degree of 
infl uence or control rather than purely on the percent holding. However, lack of infl uence is 
generally presumed when the investor holds less than a 20% equity interest, signifi cant infl u-
ence is generally presumed between 20% and 50%, and control is presumed when the percent-
age of ownership exceeds 50%. 

 Th e following excerpt from Note 2 to the Financial Statements in the 2011 Annual Report 
of GlaxoSmithKline (London Stock Exchange: GSK), a British pharmaceutical and healthcare 
company, illustrates the categorization and disclosure in practice: 

  Entities over which the Group has the power to govern the fi nancial and operating 
policies are accounted for as subsidiaries. Where the Group has the ability to exercise 
joint control, the entities are accounted for as joint ventures, and where the Group 
has the ability to exercise signifi cant infl uence, they are accounted for as associates. 
Th e results and assets and liabilities of associates and joint ventures are incorporated 
into the consolidated fi nancial statements using the equity method of accounting.  

 A summary of the fi nancial reporting and relevant standards for various types of corporate 
investment is presented in  Exhibit 1  (the headings in  Exhibit 1  use the terminology of IFRS; 
US GAAP categorizes intercorporate investments similarly but not identically). Th e reader 
should be alert to the fact that value measurement and/or the treatment of changes in value can 
vary depending on the classifi cation and whether IFRS or US GAAP is used. Th e alternative 
treatments are discussed in greater depth later in this chapter. 

    EXHIBIT 1       Summary of Accounting Treatments for Investments 

 In Financial Assets  In Associates 
 Business 

Combinations 
 In Joint 
Ventures 

Infl uence Not signifi cant Signifi cant Controlling Shared control

Typical percentage 
interest

Usually < 20% Usually 20% to 
50%

Usually > 50% or 
other indications 
of control

Current Financial 
Reporting (prior to 
IFRS 9 taking eff ect)

Classifi ed as:  
•    Held-to-maturity  
•    Available for sale  
•    Fair value through 

profi t or loss (held for 
trading or designated 
as fair value)  

•    Loans and receivables   

Equity method Consolidation IFRS: Equity 
method or 
proportionate 
consolidation

(continued)
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 In Financial Assets  In Associates 
 Business 

Combinations 
 In Joint 
Ventures 

Applicable IFRS a IAS 39 IAS 28 IAS 27 IAS 31 (replaced 
by IFRS 11)

US GAAP b FASB ASC Topic 320 FASB ASC 
Topic 323

FASB ASC Topics 
805 and 810

FASB ASC 
Topic 323

New Financial 
Reporting (post 
IFRS 9 taking eff ect)

Classifi ed as:  
•    Fair value through 

profi t or loss  
•    Fair value through 

other comprehensive 
income  

•    Amortized cost   

Equity method Consolidation IFRS: Equity 
method

Applicable IFRS a IFRS 9 IAS 28 IAS 27 
   IFRS 3 
   IFRS 10

IFRS 11 
   IFRS 12 
   IAS 28

US GAAP b FASB ASC Topic 320 FASB ASC 
Topic 323

FASB ASC Topics 
805 and 810

FASB ASC 
Topic 323

  a  IAS 39 Financial Instruments: Recognition and Measurement; IFRS 9 Financial Instruments; IAS 28 
Investments in Associates; IAS 27 Separate Financial Statements (Previously, Consolidated and Separate 
Financial Statements); IFRS 3 Business Combinations; IAS 31 Interests in Joint Ventures; IFRS 10 
Consolidated Financial Statements; IFRS 11 Joint Arrangements; IFRS 12, Disclosure of Interests in 
Other Entities. 
  b  FASB ASC Topic 320 [Investments–Debt and Equity Securities]; FASB ASC Topic 323 [Investments– 
Equity Method and Joint Ventures]; FASB ASC Topics 805 [Business Combinations] and 810 [Consol-
idations].      

 3. INVESTMENTS IN FINANCIAL ASSETS: STANDARD IAS 39 
(AS OF DECEMBER 2012) 

 When the investor cannot exert signifi cant infl uence or control over the operations of the 
investee, investments in fi nancial assets (debt and equity) are considered passive. IFRS and US 
GAAP are similar regarding the accounting for investments in fi nancial assets. IFRS has four 
basic classifi cations of investments in fi nancial assets: 1) held-to-maturity, 2) fair value through 
profi t or loss, 3) available-for-sale, and 4) loans and receivables. Under IFRS, fi nancial assets 
classifi ed as fair value through profi t or loss includes both fi nancial assets held for trading and 
fi nancial assets specifi cally designated as through profi t or loss by management. Th ese classifi -
cations determine the reporting for the investments. 

 Passive investments in fi nancial assets are initially recognized at fair value. Dividend and 
interest income from investments in fi nancial assets, regardless of categorization, are reported 
in the income statement. Th e reporting of subsequent changes in fair value, however, depends 
on the classifi cation of the fi nancial asset.  

EXHIBIT 1 (Continued)
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 3.1.     Held-to-Maturity 

  Held-to-maturity investments  are investments in fi nancial assets with fi xed or determina-
ble payments and fi xed maturities (debt securities) that the investor has the positive intent 
and ability to hold to maturity. Held-to-maturity investments are exceptions from the general 
requirement (under both IFRS and US GAAP) that investments in fi nancial assets are subse-
quently recognized at fair value. Th erefore, strict criteria apply before this designation can be 
used. Under both IFRS and US GAAP, the investor must have a positive intent and ability to 
hold the security to maturity. 

 Reclassifi cations and sales prior to maturity may call into question the company’s in-
tent and ability. Under IFRS, a company is not permitted to classify any fi nancial assets as 
held-to-maturity if it has, during the current or two preceding fi nancial reporting years, sold 
or reclassifi ed more than an insignifi cant amount of held-to-maturity investments before ma-
turity unless the sale or reclassifi cation meets certain criteria. Similarly, under US GAAP, a sale 
(and by inference a reclassifi cation) is taken as an indication that intent was not truly present 
and use of the held-to-maturity category may be precluded for the company in the future. 

 IFRS require that held-to-maturity securities be initially recognized at fair value, 
whereas US GAAP require held-to-maturity securities be initially recognized at initial price 
paid. In most cases, however, initial fair value is equal to initial price paid so the treatment 
is identical. At each reporting date (subsequent to initial recognition), IFRS and US GAAP 
require that held-to-maturity securities are reported at amortized cost using the eff ective 
interest rate method,  3    unless objective evidence of impairment exists. Any diff erence—dis-
count or premium—between maturity (par) value and fair value existing at the time of 
purchase is amortized over the life of the security. A discount (par value exceeds fair value) 
occurs when the stated interest rate is less than the eff ective rate, and a premium (fair value 
exceeds par value) occurs when the stated interest rate is greater than the eff ective rate. 
Amortization impacts the carrying value of the security. Any interest payments received 
are adjusted for amortization and are reported as interest income. If the security is sold 
before maturity (with the potential consequences described above), any realized gains or 
losses arising from the sale are recognized in profi t or loss of the period. Transaction costs 
are included in initial fair value for investments that are not classifi ed as fair value through 
profi t or loss.   

 3.2.     Fair Value through Profi t or Loss 

 Under IFRS, securities classifi ed as fair value through profi t or loss include securities held for 
trading and those designated by management as carried at fair value. US GAAP is similar; 
however, the classifi cation is based on legal form and special guidance exists for some fi nancial 
assets.  

  3    Th e eff ective interest method is a method of calculating the carrying value of a debt security and allo-
cating the interest income to the period in which it is earned. It is based on the eff ective interest rate cal-
culated at the time of purchase. Under US GAAP, the calculation of the eff ective interest rate is generally 
based on  contractual  cash fl ows over the asset’s  contractual  life. Under IFRS, the eff ective rate is based on 
the  estimated  cash fl ows over the  expected  life of the asset. Contractual cash fl ows over the full contractual 
term of the security are only used if the expected cash fl ows over the expected life of the security cannot 
be reliably estimated. 
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 3.2.1.     Held for Trading 
  Held for trading investments  are debt or equity securities acquired with the intent to sell 
them in the near term. Held for trading securities are reported at fair value. At each reporting 
date, the held for trading investments are remeasured and recognized at fair value with any 
unrealized gains and losses arising from changes in fair value reported in profi t or loss. Also 
included in profi t or loss are interest received on debt securities and dividends received on 
equity securities.   

 3.2.2.     Designated at Fair Value 
 Both IFRS and US GAAP allow entities to initially designate investments at fair value that 
might otherwise be classifi ed as available-for-sale or held-to-maturity. Th e accounting treat-
ment for investments designated at fair value is similar to that of held for trading invest-
ments. Initially, the investment is recognized at fair value. At each subsequent reporting 
date, the investments are remeasured at fair value with any unrealized gains and losses arising 
from changes in fair value as well as any interest and dividends received included in profi t 
or loss.    

 3.3.     Available-for-Sale 

  Available-for-sale investments  are debt and equity securities not classifi ed as held-to-maturity 
or fair value through profi t or loss. Under both IFRS and US GAAP, investments classifi ed as 
available-for-sale are initially measured at fair value. At each subsequent reporting date, the 
investments are remeasured and recognized at fair value. Unrealized gain or loss at the end of 
the reporting period is the diff erence between fair value and the carrying amount at that date. 
Other comprehensive income (in shareholder’s equity) is adjusted to refl ect the cumulative 
unrealized gain or loss. Th e amount reported in other comprehensive income is net of taxes. 
When these investments are sold, the cumulative gain or loss previously recognized in other 
comprehensive income is reclassifi ed (i.e., reversed out of other comprehensive income) and 
reported as a reclassifi cation adjustment on the statement of profi t or loss. Interest (calculated 
using the eff ective interest method) from debt securities and dividends from equity securities 
are included in profi t or loss. 

 IFRS and US GAAP diff er on the treatment of foreign exchange gains and losses on avail-
able-for-sale debt securities.  4    Under IFRS, for the purpose of recognizing foreign exchange 
gains and losses, a debt security is treated as if it were carried at amortized cost in the foreign 
currency. Exchange rate diff erences arising from changes in amortized cost are recognized in 
profi t or loss, and other changes in the carrying amount are recognized in other comprehensive 
income. In other words, the total exchange gain or loss in fair value of an available-for-sale debt 
security is divided into two components. Th e portion attributable to foreign exchange gains 
and losses is recognized on the income statement (in profi t or loss), and the remaining portion 
is recognized in other comprehensive income. Under US GAAP, the total change in fair value 
of available-for-sale debt securities (including foreign exchange rate gains or losses) is included 
in other comprehensive income. For equity securities, under IFRS and US GAAP, the gain 
or loss that is recognized in other comprehensive income arising from changes in fair value 

  4    Under IAS 21, a debt security is defi ned as a monetary item, because the holder (investor) has the right 
to receive a fi xed or determinable number of units of currency in the form of contractual interest pay-
ments. An equity instrument is not considered a monetary item. 
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includes any related foreign exchange component. Th ere is no separate recognition of foreign 
exchange gains or losses.   

 3.4.     Loans and Receivables 

 Loans and receivables are broadly defi ned as non-derivative fi nancial assets with fi xed or deter-
minable payments. Loans and receivables that meet the more specifi c IFRS defi nition in the 
current standard are carried at amortized cost unless designated as either fair value through 
profi t or loss or available for sale. IFRS does not rely on a legal form, whereas US GAAP relies 
on the legal form for the classifi cation of debt securities. Loans and receivables that meet the 
defi nition of a debt security under US GAAP are typically classifi ed as held for trading, availa-
ble-for-sale, or held-to-maturity. Held for trading and available-for-sale securities are measured 
at fair value. 

 Th e accounting treatment for investments in fi nancial assets under IFRS is illustrated 
in  Exhibit 2 . Th is excerpt from the 2011 Annual Report of Volvo Group (OMX Nordic ex-
change: VOLV B),  5    a manufacturer of trucks, buses, and construction equipment, discloses 
how its investments are classifi ed, measured, and reported on its fi nancial statements. 

    EXHIBIT 2       Volvo 2011 Annual Report   

 NOTES TO THE CONSOLIDATED FINANCIAL STATEMENTS  
   RECOGNITION OF FINANCIAL ASSETS … 

 Th e fair value of assets is determined based on valid market prices, when available. If market 
prices are unavailable, the fair value is determined for each asset using various measurement 
techniques. Transaction expenses are included in the asset’s fair value, except in cases in which 
the change in value is recognized in profi t and loss. Th e transaction costs that arise in con-
junction with the assumption of fi nancial liabilities are amortized over the term of the loan as 
a fi nancial cost. 

 Embedded derivatives are detached from the related main contract, if applicable. Con-
tracts containing embedded derivatives are valued at fair value in profi t and loss if the contracts’ 
inherent risk and other characteristics indicate a close relation to the embedded derivative.   

 FINANCIAL ASSETS AT FAIR VALUE THROUGH PROFIT OR LOSS 

 All of Volvo’s fi nancial assets that are recognized at fair value in profi t and loss are classifi ed 
as held for trading. Th is includes derivatives to which Volvo has decided not to apply hedge 
accounting as well as derivatives that are not part of an evidently eff ective hedge accounting 
policy pursuant to IAS 39. Gains and losses on these assets are recognized in profi t and loss.   

 FINANCIAL ASSETS CLASSIFIED AS AVAILABLE FOR SALE 

 Th is category includes assets available for sale and assets that have not been classifi ed in any of 
the other categories. Th ese assets are initially measured at fair value including transaction costs. 
Any change in value is recognized directly in other comprehensive income. Th e cumulative 
gain or loss recognized in other comprehensive income is reversed in profi t and loss on the sale 

  5    As of this writing, the Volvo line of automobiles is not under the control and management of the Volvo 
Group. 

(continued)
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of the asset. Unrealized declines in value are recognized in other comprehensive income, unless 
the decline is signifi cant or prolonged. Th en the impairment is recognized in profi t and loss. 
If the event that caused the impairment no longer exists, impairment can be reversed in profi t 
and loss if it does not involve an equity instrument. 

 Earned or paid interest attributable to these assets is recognized in profi t and loss as 
part of net fi nancial items in accordance with the eff ective interest method. Dividends re-
ceived attributable to these assets are recognized in profi t and loss as Income from other 
investments. 

 If assets available for sale are impaired, the impaired amount is the diff erence between the 
asset’s cost (adjusted for any accrued interest if applicable) and its fair value. However, if equity 
instruments, such as shares, are involved, a completed impairment is not reversed in profi t 
and loss. On the other hand, impairments performed on debt instruments (interest-bearing 
instruments) are wholly or partly reversible in profi t and loss, in those instances where an 
event, proven to have occurred after the impairment was performed, is identifi ed and impacts 
the valuation of that asset.     

 3.5.     Reclassifi cation of Investments 

 Under the current standard, both IFRS and US GAAP permit entities to reclassify their inter-
corporate investments. However, there are certain restrictions and criteria that must be met. 
Reclassifi cation may result in changes in how the asset value is measured and how unrealized 
gains or losses are recognized. 

 IFRS generally prohibits the reclassifi cation of securities into or out of the designated 
at fair value category,  6    and reclassifi cation out of the held for trading category is severely re-
stricted. Held-to-maturity (debt) securities can be reclassifi ed as available-for-sale if a change 
in intention or a change in ability to hold the security until maturity occurs. At the time of 
reclassifi cation to available-for-sale, the security is remeasured at fair value with the diff erence 
between its carrying amount (amortized cost) and fair value recognized in other comprehen-
sive income. Recall that the reclassifi cation has implications for the use of the held-to-maturity 
category for existing debt securities and new purchases. A mandatory reclassifi cation and a 
prohibition from future use may result from the reclassifi cation. 

 Debt securities initially designated as available-for-sale may be reclassifi ed to held-to-
maturity if a change in intention or ability has occurred. Th e fair value carrying amount of the 
security at the time of reclassifi cation becomes its new (amortized) cost. Any previous gain or 
loss that had been recognized in other comprehensive income is amortized to profi t or loss over 
the remaining life of the security using the eff ective interest method. Any diff erence between 
the new amortized cost of the security and its maturity value is amortized over the remaining 
life of the security using the eff ective interest method. If the defi nition is met, debt instruments 
may be reclassifi ed from held for trading or available-for-sale to loans and receivables if the 
company expects to hold them for the foreseeable future. 

EXHIBIT 2 (Continued)

  6    In rare circumstances, IFRS permits reclassifi cation of a fi nancial asset if it is no longer held for the 
purpose of selling it in the near term. Th e fi nancial asset is reclassifi ed at its fair value with any gain or 
loss recognized in profi t or loss, and the fair value on the date of its reclassifi cation becomes its new cost 
or amortized cost. 
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 Financial assets classifi ed as available-for-sale may be measured at cost, where there is no 
longer a reliable measure of fair value and no evidence of impairment. However, if a reliable 
fair value measure becomes available, the fi nancial asset must be remeasured at fair value with 
changes in value recognized in other comprehensive income. 

 US GAAP allows reclassifi cations (transfers) of securities between all categories when jus-
tifi ed. Fair value of the security is determined at the date of transfer. However, recall that the 
reclassifi cation of securities from the held-to-maturity category has implications for the use of 
this category for other securities. Th e treatment of unrealized holding gains and losses on the 
transfer date depends on the initial classifi cation of the security.  

   1  .     If a security initially classifi ed as held for trading is reclassifi ed as available-for-sale, any 
unrealized gains and losses (arising from the diff erence between its carrying value and 
current fair value) are recognized in profi t and loss.  

   2  .     If a security is reclassifi ed as held for trading, the unrealized gains or losses are recognized 
immediately in profi t and loss. In the case of reclassifi cation from available-for-sale, the 
cumulative amount of gains and losses previously recognized in other comprehensive in-
come is recognized in profi t and loss on the date of transfer.  

   3  .     If a debt security is reclassifi ed as available-for-sale from held-to-maturity, the unrealized 
holding gain or loss at the date of the reclassifi cation (i.e., the diff erence between the fair 
value and amortized cost) is reported in other comprehensive income.  

   4  .     If a debt security is reclassifi ed as held-to-maturity from available-for-sale, the cumula-
tive amount of gains or losses previously reported in other comprehensive income will 
be amortized over the remaining life of the security as an adjustment of yield (interest 
income) in the same manner as a premium or discount.     

 3.6.     Impairments 

 A fi nancial asset (in this case, debt or equity securities) becomes impaired whenever its carrying 
amount is expected to permanently exceed its recoverable amount. Th ere are key diff erences in 
the approaches taken by the IFRS and US GAAP to determine if a fi nancial asset is impaired 
and how the impairment loss is measured and reported. 

 Under IFRS, at the end of each reporting period, fi nancial assets not carried at fair value 
(individually or as a group) need to be reviewed for any objective evidence that the assets are 
impaired. Any current impairment will be recognized in profi t or loss immediately. For in-
vestments measured and reported at fair value through profi t or loss (designated as fair value 
through profi t or loss, and held for trading), any prior impairment loss will have already been 
recognized in profi t or loss. 

 A debt security is impaired if one or more events (loss events) occur that have a reliably 
estimated impact on its future cash fl ows. Although it may not be possible to identify a single 
specifi c event that caused the impairment, the combined eff ect of several events may cause the 
impairment. Losses expected as a result of future (anticipated) events, no matter how likely, are 
not recognized. Examples of loss events causing impairment are:  

•    Th e issuer experiences signifi cant fi nancial diffi  culty;  
•    Default or delinquency in interest or principal payments;  
•    Th e borrower encounters fi nancial diffi  culty and receives a concession from the lender as a 

result; and  
•    It becomes probable that the borrower will enter bankruptcy or other fi nancial reorganization.   
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 Th e disappearance of an active market because an entity’s fi nancial instruments are no 
longer publicly traded is not evidence of impairment. A downgrade of an entity’s credit rating 
or a decline in fair value of a security below its cost or amortized cost is also not by itself evi-
dence of impairment. However, it may be evidence of impairment when considered with other 
available information. 

 For equity securities, objective evidence of a loss event includes:  

•    Signifi cant changes in the technological, market, economic, and/or legal environments that 
adversely aff ect the investee and indicate that the initial cost of the equity investment may 
not be recovered.  

•    A signifi cant or prolonged decline in the fair value of an equity investment below its cost.   

 For held-to-maturity (debt) investments and loans and receivables that have become im-
paired, the amount of the loss is measured as the diff erence between the security’s carrying 
value and the present value of its estimated future cash fl ows discounted at the security’s orig-
inal eff ective interest rate (the eff ective interest rate computed at initial recognition). Th e car-
rying amount of the investment is reduced either directly or through the use of an allowance 
account, and the amount of the loss is recognized in profi t or loss. If, in a subsequent period, 
the amount of the impairment loss decreases and the decrease can be objectively related to an 
event occurring after the impairment was recognized (for example, the debtor’s credit rating 
improves), the previously recognized impairment loss can be reversed either directly (by in-
creasing the carrying value of the security) or by adjusting the allowance account. Th e amount 
of this reversal is then recognized in profi t or loss. 

 For available-for-sale securities that have become impaired, the cumulative loss that had 
been recognized in other comprehensive income is reclassifi ed from equity to profi t or loss as 
a reclassifi cation adjustment. Th e amount of the cumulative loss to be reclassifi ed is the diff er-
ence between acquisition cost (net of any principal repayment and amortization) and current 
fair value, less any impairment loss that has previously been recognized in profi t or loss. Im-
pairment losses on available-for-sale equity securities cannot be reversed through profi t or loss. 
However, impairment losses on available-for-sale debt securities can be reversed if a subsequent 
increase in fair value can be objectively related to an event occurring after the impairment loss 
was recognized in profi t or loss. In this case, the impairment loss is reversed with the amount 
of the reversal recognized in profi t or loss. 

  Exhibit 3  contains an excerpt from the 2011 Annual Report of Deutsche Bank (Deutsche 
Börse: DBK) that describes how impairment losses for its fi nancial assets are determined, 
measured, and recognized on its fi nancial statements. 

    EXHIBIT 3       Excerpt from Deutsche Bank 2011 Annual Report   

 IMPAIRMENT OF FINANCIAL ASSETS 

 At each balance sheet date, the Group assesses whether there is objective evidence that a fi nan-
cial asset or a group of fi nancial assets is impaired. A fi nancial asset or group of fi nancial assets 
is impaired and impairment losses are incurred if:  

•    there is objective evidence of impairment as a result of a loss event that occurred after the 
initial recognition of the asset and up to the balance sheet date (“a loss event”);  
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•    the loss event had an impact on the estimated future cash fl ows of the fi nancial asset or the 
group of fi nancial assets; and  

•    a reliable estimate of the amount can be made.     

 IMPAIRMENT OF FINANCIAL ASSETS CLASSIFIED AS 
AVAILABLE FOR SALE 

 For fi nancial assets classifi ed as AFS, management assesses at each balance sheet date whether 
there is objective evidence that an asset is impaired. 

 In the case of equity investments classifi ed as AFS, objective evidence includes a sig-
nifi cant or prolonged decline in the fair value of the investment below cost. In the case of 
debt securities classifi ed as AFS, impairment is assessed based on the same criteria as for 
loans. 

 If there is evidence of impairment, any amounts previously recognized in other com-
prehensive income are recognized in the consolidated statement of income for the period, 
reported in net gains (losses) on fi nancial assets available for sale. Th is amount is determined 
as the diff erence between the acquisition cost (net of any principal repayments and amortiza-
tion) and current fair value of the asset less any impairment loss on that investment previously 
recognized in the consolidated statement of income. 

 When an AFS debt security is impaired, any subsequent decreases in fair value are rec-
ognized in the consolidated statement of income as it is considered further impairment. Any 
subsequent increases are also recognized in the consolidated statement of income until the asset 
is no longer considered impaired. When the fair value of the AFS debt security recovers to at 
least amortized cost it is no longer considered impaired and subsequent changes in fair value 
are reported in other comprehensive income. 

 Reversals of impairment losses on equity investments classifi ed as AFS are not reversed 
through the consolidated statement of income; increases in their fair value after impairment 
are recognized in other comprehensive income.   

 Under US GAAP, the determination of impairment and the calculation of the im-
pairment loss are diff erent than under IFRS. For securities classifi ed as available-for-sale or 
held-to-maturity, the investor is required to determine at each balance sheet date whether the 
decline in value is other than temporary. For debt securities classifi ed as held-to-maturity, this 
means that the investor will be unable to collect all amounts due according to the contractual 
terms existing at acquisition. If the decline in fair value is deemed to be other than temporary, 
the cost basis of the security is written down to its fair value, which then becomes the new cost 
basis of the security. Th e amount of the write-down is treated as a realized loss and reported 
on the income statement. 

 For available-for-sale securities (both debt and equity), if the decline in fair value is other 
than temporary, the cost basis of the security is written down to its fair value. Th is value 
becomes the new cost basis, and the amount of the write-down is treated as a realized loss. 
However, the new cost basis cannot be increased for subsequent increases in fair value. Instead, 
subsequent increases in fair value (and decreases, if other than temporary) are treated as unre-
alized gains or losses and included in other comprehensive income.      

EXHIBIT 3 (Continued)
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 EXAMPLE 1    Accounting for Investments in Debt Securities 

 In this example, two fi ctitious companies are used. On 1 January 2011, Baxter Inc. 
invested £300,000 in Cartel Co. debt securities (with a 6% stated rate on par value, pay-
able each 31 December). Th e par value of the securities was £275,000. On 31 December 
2011, the fair value of Baxter’s investment in Cartel is £350,000. 

 Assume that the market interest rate in eff ect when the bonds were purchased was 
4.5%.  7    If the investment is designated as held-to-maturity, the investment is reported at 
amortized cost using the eff ective interest method. A portion of the amortization table 
is as follows: 

 End of Year 
 Interest 

Payment (£) 
 Interest 

Income (£) 
 Amortization 

(£) 
 Amortized 
Cost (£) 

0 300,000

1* 16,500 13,500 3,000 297,000

2 16,500 13,365 3,135 293,865

3 16,500 13,224 3,276 290,589

 * (6% × par value of £275,000 = £16,500) and (4.5% × carrying value of £300,000 = £13,500)    

  1  .     How would this investment be reported on the balance sheet, income statement, 
and statement of shareholders’ equity at 31 December 2011, under either IFRS or 
US GAAP (accounting is essentially the same in this case), if Baxter designated the 
investment as 1) held-to-maturity, 2) held for trading, 3) available-for-sale, or 4) 
designated at fair value?  

  2  .     How would the gain be recognized if the debt securities were sold on 1 January 2012 
for £352,000?  

  3  .     How would this investment appear on the balance sheet at 31 December 2012?  
  4  .     How would the classifi cation and reporting diff er if Baxter had invested in Cartel’s 

equity securities instead of its debt securities?    

 Solution to 1:   Th e amount received each period (£16,500) is based on the par value 
(£275,000) and the stated 6% rate. Th e interest income is calculated using the ef-
fective interest method (4.5% market rate times the beginning amortized cost each 
period). Th e diff erence between the amount received and the interest income is the 
amortization. 

 Th e initial fair value (£300,000) is reduced by amortization resulting in a £297,000 
amortized cost. Th is represents the carrying value reported on the balance sheet if 

  7    Th e eff ective interest rate method applies the market rate in eff ect when the bonds were purchased to 
the current amortized cost (book value) of the bonds to obtain interest income for the period. Assume 
that the debt securities’ contractual cash fl ows are equal to estimated cash fl ows and that its contractual 
life is equal to its expected life. 
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the security is classifi ed as held-to-maturity. If the security is reported at fair value, 
remeasurement to fair value (£350,000 at the end of Year 1) results in an unrealized gain 
of £53,000 (£350,000 − £297,000). 

 Income Statement  Balance Sheet 
 Statement of 

Shareholders’ Equity 

Held-to-maturity Interest income £13,500 
(£16,500 – £3,000 or 
£300,000 × 4.5%)

Reported at 
amortized cost of 
£297,000

Held for trading 
security

Interest income £13,500. 
   £53,000 unrealized gain is 
recognized through profi t

Reported at fair value 
£350,000

Designated at fair 
value

Interest income £13,500. 
   £53,000 unrealized gain is 
recognized through profi t

Reported at fair value 
£350,000

Available-
for-sale

Interest income of £13,500 Reported at fair value 
£350,000

£53,000 unrealized 
gain (net of tax) is 
reported as other 
comprehensive 
income

 Solution to 2:   If the debt securities were sold on 1 January 2012 for £352,000, the 
amount of the realized gain would be as follows:  

•    Held-to-maturity: Th e selling price less the carrying value results in a gain on income 
statement of £55,000 (£352,000 – £297,000).  

•    Assets held for trading and designated fair value through profi t or loss: Th e security is 
fair valued on the balance sheet at 31 December 2011 at £350,000. Th e appreciation 
was previously recognized in profi t and loss. Th e gain on income statement (profi t 
and loss) of £2,000 (£352,000 – £350,000) refl ects the diff erence between the selling 
price and the recorded fair value.  

•    Available-for-sale: Th e security is fair valued on the balance sheet at 31 December 
2011 at £350,000. Because it is designated as available-for-sale, the appreciation 
was refl ected in other comprehensive income in the equity section of the balance 
sheet. Upon sale in 2012, the cumulative unrealized gain or loss is removed from 
other comprehensive income and the entire gain is recognized in the profi t and loss 
statement £55,000 = (£352,000 – £350,000) + £53,000 (removed from other com-
prehensive income).     

 Solution to 3:   If the investment was classifi ed as held-to-maturity, the reported amount 
at amortized cost at the end of Year 2 on the balance sheet would be £293,865. If the 
investment was classifi ed as either held for trading, available-for-sale, or designated at 
fair value, it would be measured at its fair value at the end of Year 2.   
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 4. INVESTMENTS IN FINANCIAL ASSETS: IFRS 9 
(AS OF DECEMBER 2012) 

 Both IASB and FASB have been working on new standards for fi nancial investments. Th e 
IASB has issued the fi rst phase of their project dealing with classifi cation and measurement of 
fi nancial instruments by including relevant chapters in IFRS 9,  Financial Instrument . Th is up-
dated standard initially was to take eff ect 1 January 2013; however, the eff ective date has been 
extended to 1 January 2015, with early adoption permitted. Phases two and three of the pro-
ject will address fi nancial instrument impairments and hedging accounting. When completed, 
this standard is expected to replace IAS 39. Th e FASB has yet to issue a pronouncement and 
their deliberations have yielded tentative decisions. Although requirements are not fi nalized, it 
appears there will be signifi cant (but not total) convergence with IFRS. In this section, diff er-
ences between the current standard (IAS 39) and the new standard (IFRS 9) are discussed. Th e 
new standard is based on an approach that considers the contractual characteristic of cash fl ows 
as well as the management of the fi nancial assets. Th e portfolio approach of the current stand-
ard (i.e., designation of held for trading, available-for-sale, and held-to-maturity) is no longer 
appropriate and the terms  available-for-sale  and  held-to-maturity  no longer appear in IFRS 9. 

 Th e criteria to use amortized cost are similar to those of the current “management intent 
to hold-to-maturity” classifi cation. To be measured at amortized cost, fi nancial assets must 
meet two criteria:  

   1  .     A business model test: Th e fi nancial assets are being held to collect contractual cash fl ows; 
and  

   2  .     A cash fl ow characteristic test: Th e contractual cash fl ows are solely payments of principal 
and interest on principal.    

 4.1.     Classifi cation and Measurement 

 All fi nancial assets are measured at fair value when initially acquired. Subsequently, fi nancial as-
sets are measured at either fair value or amortized cost. Financial assets that meet the two criteria 
above are generally measured at amortized cost. However, management may choose the “fair val-
ue through profi t or loss” option to avoid an accounting mismatch. An “accounting mismatch” 
refers to an inconsistency resulting from diff erent measurement bases for assets and liabilities. 
Debt instruments are measured either at amortized cost or fair value through profi t or loss. 

 Equity instruments are measured at fair value through profi t or loss (FVPL) or at fair value 
through other comprehensive income (FVOCI). Equity investments held for trading must be 

 Solution to 4:   If the investment had been in Cartel Co. equity securities rather than debt 
securities, the analysis would change in the following ways:  

•    Th ere would not be a held-to-maturity option.  
•    Dividend income (if any) would replace interest income and there would be no 

amortization.     
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measured at fair value through profi t or loss (FVPL). Other equity investments can be meas-
ured at FVPL or FVOCI; however, the choice is irrevocable. 

    EXHIBIT 4       Financial Assets Classifi cation and Measurement Model, IFRS 9  

 

Equity

Held for Trading

Designated at FVOCI?

Changes in fair value
recognized in Other
Comprehensive Income

Changes in fair value
recognized in Profit
or Loss

Amortized Cost

Debt

Designated at FVPL?

1. Is the business objective
for financial assets to collect
contractual cash flows? and

2. Are the contractual cash 
flows solely for principal
and interest on principal?

Yes Yes

Yes

Yes

Yes

Yes

No No

No

No

  

 Financial assets that are derivatives are measured at fair value through profi t or loss (except 
for hedging instruments). Embedded derivatives are not separated from the hybrid contract if 
the asset falls within the scope of this standard. 

 Exhibit 5 contains an excerpt from a report by Nortel Inversora S.A. (NYSE: NTL) that 
describes how fi nancial assets and fi nancial liabilities are determined, measured, and recog-
nized on its fi nancial statements. 

    EXHIBIT 5       Excerpt from Nortel Inversora S.A. Notes to Unaudited Condensed Consolidated 
Financial Statements at 30 September 2012   

 FINANCIAL ASSETS 

 Upon acquisition, in accordance with IFRS 9, fi nancial assets are subsequently measured at 
either amortized cost, or fair value, on the basis of both:  

  (a) the Company’s business model for managing the fi nancial assets; and  
  (b) the contractual cash fl ow characteristics of the fi nancial asset.   

(continued)
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 A fi nancial asset shall be measured at amortized cost if both of the following conditions 
are met:  

  (a) the asset is held within a business model whose objective is to hold assets in order 
to collect contractual cash fl ows, and  
  (b) the contractual terms of the fi nancial asset give rise on  specifi ed dates to cash 
fl ows that are solely payments of principal and interest on the principal amount 
outstanding.   

 Additionally, for assets that meet the abovementioned conditions, IFRS provides for an 
option to designate, at inception, those assets as measured at fair value if doing so eliminates or 
signifi cantly reduces a measurement or recognition inconsistency (sometimes referred to as an 
‘accounting mismatch’) that would otherwise arise from measuring assets or liabilities or recog-
nizing the gains and losses on them on diff erent bases. A fi nancial asset that is not measured at 
amortized cost according to the paragraphs above is measured at fair value. Financial liabilities 
other than derivatives are initially recognized at fair value and subsequently measured at am-
ortized cost. Amortized cost represents the initial amount net of principal repayments made, 
adjusted by the amortization of any diff erence between the initial amount and the maturing 
amount using the eff ective interest method.     

 4.2.     Reclassifi cation of Investments 

 Under the new standard, the reclassifi cation of equity instruments is not permitted because the 
initial classifi cation of FVPL and FVOCI is irrevocable. Reclassifi cation of debt instruments 
from FVPL to amortized cost (or vice versa) is only permitted if the business model for the fi -
nancial assets (objective for holding the fi nancial assets) has changed in a way that signifi cantly 
aff ects operations. Changes to the business model will require judgment and are expected to 
be very infrequent. 

 When reclassifi cation is deemed appropriate, there is no restatement of prior periods at 
the reclassifi cation date. If the fi nancial asset is reclassifi ed from amortized cost to FVPL, the 
asset is measured at fair value with gain or loss recognized in profi t or loss. If the fi nancial asset 
is reclassifi ed from FVPL to amortized cost, the fair value at the reclassifi cation date becomes 
the carrying amount. 

 In summary, the major changes made by phase one of IFRS 9 are:  

•    A business model approach to classifi cation of debt instruments.  
•    Th ree classifi cations for fi nancial assets: Fair value through profi t or loss (FVPL), fair value 

through other comprehensive income (FVOCI), and amortized cost.  
•    Reclassifi cations of debt instruments are permitted only when the business model changes. 

Th e choice to measure equity investments at FVOCI or FVPL is irrevocable.   

 Th e convergence between IFRS and US GAAP in the classifi cation and reporting stand-
ards for investments in fi nancial assets should make it easier for analysts to evaluate investment 
returns. Analysts typically evaluate performance separately for operating and investing activi-
ties. Analysis of operating performance should exclude items related to investing activities such 
as interest income, dividends, and realized and unrealized gains and losses. For comparative 

EXHIBIT 5 (Continued)
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purposes, analysts should exclude non-operating assets in the determination of return on net 
operating assets. IFRS and US GAAP  8    require disclosure of fair value of each class of invest-
ment in fi nancial assets. Using market values and adjusting pro forma fi nancial statements for 
consistency improves assessments of performance ratios across companies.     

 5. INVESTMENTS IN ASSOCIATES AND JOINT VENTURES 

 In 2011, the IASB amended IAS 28 to include investments in associates and joint ventures. 
Th is revised standard is eff ective for annual periods beginning on or after 1 January 2013. 

 Under both IFRS and US GAAP, when a company (investor) holds 20 to 50% of the 
voting rights of an associate (investee), either directly or indirectly (i.e., through subsidiaries), 
it is presumed (unless circumstances demonstrate otherwise) that the company has (or can ex-
ercise) signifi cant infl uence, but not control, over the investee’s business activities.  9    Conversely, 
if the investor holds, directly or indirectly, less than 20% of the voting power of the associate 
(investee), it is presumed that the investor does not have (or cannot exercise) signifi cant infl u-
ence, unless such infl uence can be demonstrated. IAS 28 (IFRS) and FASB ASC Topic 323 
(US GAAP) apply to most investments in which an investor has signifi cant infl uence; they also 
provide guidance on accounting for investments in associates using the equity method.  10    Th ese 
standards note that signifi cant infl uence may be evidenced by  

•    representation on the board of directors;  
•    participation in the policy-making process;  
•    material transactions between the investor and the investee;  
•    interchange of managerial personnel; or  
•    technological dependency.   

 Th e ability to exert signifi cant infl uence means that the fi nancial and operating perfor-
mance of the investee is partly infl uenced by management decisions and operational skills of 
the investor. Th e equity method of accounting for the investment refl ects the economic reality 
of this relationship and provides a more objective basis for reporting investment income. 

 Joint ventures—ventures undertaken and controlled by two or more parties—can be a 
convenient way to enter foreign markets, conduct specialized activities, and engage in risky 
projects. Th ey can be organized in a variety of diff erent forms and structures. Some joint 
ventures are primarily contractual relationships, whereas others have common ownership of 
assets. Th ey can be partnerships, limited liability companies (corporations), or other legal 
forms (unincorporated associations, for example). IFRS identify the following common 
characteristics of joint ventures: 1) A contractual arrangement exists between two or more 

  8    IFRS 7 Financial Instruments: Disclosures and FASB ASC Section 320-10-50 [Investments–Debt and 
Equity Securities–Overall–Disclosure]. 
  9    Th e determination of signifi cant infl uence under IFRS also includes currently exercisable or convertible 
warrants, call options, or convertible securities that the investor owns, which give it additional voting 
power or reduce another party’s voting power over the fi nancial and operating policies of the investee. 
Under US GAAP, the determination of an investor’s voting stock interest is based only on the voting 
shares outstanding at the time of the purchase. Th e existence and eff ect of securities with potential voting 
rights are not considered. 
  10    IAS 28 Investments in Associates and Joint Ventures and FASB ASC Topic 323 [Investments–Equity 
Method and Joint Ventures]. 
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venturers, and 2) the contractual arrangement establishes joint control. Both IFRS and US 
GAAP require the equity method of accounting for joint ventures.  11    

 Only under rare circumstances will joint ventures be allowed to use proportionate consol-
idation under IFRS and US GAAP. On the venturer’s fi nancial statements, proportionate con-
solidation requires the venturer’s share of the assets, liabilities, income, and expenses of the joint 
venture to be combined or shown on a line-by-line basis with similar items under its sole control. 
In contrast, the equity method results in a single line item (equity in income of the joint venture) 
on the income statement and a single line item (investment in joint venture) on the balance sheet. 

 Because the single line item on the income statement under the equity method refl ects the 
net eff ect of the sales and expenses of the joint venture, the total income recognized is identical 
under the two methods. In addition, because the single line item on the balance sheet item (in-
vestment in joint venture) under the equity method refl ects the investors’ share of the net assets 
of the joint venture, the total net assets of the investor is identical under both methods. Th ere 
can be signifi cant diff erences, however, in ratio analysis between the two methods because of 
the diff erential eff ects on values for total assets, liabilities, sales, expenses, etc.  

 5.1.     Equity Method of Accounting: Basic Principles 

 Under the equity method of accounting, the equity investment is initially recorded on the in-
vestor’s balance sheet at cost. In subsequent periods, the carrying amount of the investment is 
adjusted to recognize the investor’s proportionate share of the investee’s earnings or losses, and 
these earnings or losses are reported in income. Dividends or other distributions received from 
the investee are treated as a return of capital and reduce the carrying amount of the investment 
and are not reported in the investor’s profi t or loss. Th e equity method is often referred to as 
“one-line consolidation” because the investor’s proportionate ownership interest in the assets and 
liabilities of the investee is disclosed as a single line item (net assets) on its balance sheet, and the 
investor’s share of the revenues and expenses of the investee is disclosed as a single line item on its 
income statement. (Contrast these disclosures with the disclosures on consolidated statements in 
Section 6.) Equity method investments are classifi ed as non-current assets on the balance sheet. 
Th e investor’s share of the profi t or loss of equity method investments, and the carrying amount 
of those investments, must be separately disclosed on the income statement and balance sheet.  

  11    IFRS 11, Joint Arrangements classifi es joint arrangements as either a joint operation or a joint venture. 
Joint ventures are arrangements wherein parties with joint control have rights to the net assets of the 
arrangement. Joint ventures are required to use equity method under IAS 28.  

 EXAMPLE 2    Equity Method: Balance in Investment Account 

 Branch (a fi ctitious company) purchases a 20% interest in Williams (a fi ctitious compa-
ny) for €200,000 on 1 January 2010. Williams reports income and dividends as follows: 

 Income  Dividends 

2010 €200,000 €50,000

2011  300,000  100,000

2012  400,000  200,000

€900,000 €350,000
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 Calculate the investment in Williams that appears on Branch’s balance sheet as of 
the end of 2012.  

 Solution:   Investment in Williams at 31 December 2012: 

Initial cost €200,000

Equity income 2010 €40,000 = (20% of €200,000 Income)

Dividends received 2010 (€10,000) = (20% of €50,000 Dividends)

Equity income 2011 €60,000 = (20% of €300,000 Income)

Dividends received 2011 (€20,000) = (20% of €100,000 Dividends)

Equity income 2012 €80,000 = (20% of €400,000 Income)

Dividends received 2012 (€40,000) = (20% of €200,000 Dividends)

Balance-Equity Investment €310,000 = [€200,000 + 20% × (€900,000 − €350,000)]

 Th is simple example implicitly assumes that the purchase price equals the purchased eq-
uity (20%) in the book value of Williams’ net assets. Sections 5.2 and 5.3 will cover the more 
common case in which the purchase price does not equal the proportionate share of the book 
value of the investee’s net assets. 

 Using the equity method, the investor includes its share of the investee’s profi t and 
losses on the income statement. Th e equity investment is carried at cost, plus its share of 
post-acquisition income, less dividends received. Th e recorded investment value can decline as 
a result of investee losses or a permanent decline in the investee’s market value (see Section 5.5 
for treatment of impairments). If the investment value is reduced to zero, the investor usually 
discontinues the equity method and does not record further losses. If the investee subsequently 
reports profi ts, the equity method is resumed after the investor’s share of the profi ts equals the 
share of losses not recognized during the suspension of the equity method.  Exhibit 6  contains 
excerpts from Deutsche Bank’s 2011 annual report that describes its accounting treatment for 
investments in associates. 

    EXHIBIT 6       Excerpt from Deutsche Bank 2011 Annual Report   

 [From Note 01] ASSOCIATES AND JOINTLY CONTROLLED ENTITIES 

 An associate is an entity in which the Group has signifi cant infl uence, but not a controlling 
interest, over the operating and fi nancial management policy decisions of the entity. Signif-
icant infl uence is generally presumed when the Group holds between 20% and 50% of the 
voting rights. Th e existence and eff ect of potential voting rights that are currently exercisable or 
convertible are considered in assessing whether the Group has signifi cant infl uence. Among the 
other factors that are considered in determining whether the Group has signifi cant infl uence 
are representation on the board of directors (supervisory board in the case of German stock 
corporations) and material intercompany transactions. Th e existence of these factors could 
require the application of the equity method of accounting for a particular investment even 
though the Group’s investment is for less than 20% of the voting stock. 

(continued)
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 A jointly controlled entity exists when the Group has a contractual arrangement with 
one or more parties to undertake activities through entities which are subject to joint control.   

 [From Note 17] EQUITY METHOD INVESTMENTS 

 Investments in associates and jointly controlled entities are accounted for using the equity 
method of accounting. As of December 31, 2011, the following investees were signifi cant, 
representing 75% of the carrying value of equity method investments. 

 Investment 1   Ownership Percentage 

Actavis Equity S.a r.l., Munscach 2  0.00

BrisConnections Investment Trust, Kedron 35.59

Huamao Property Holdings, Ltd. George Town 3  0.00

Hua Xia Bank Company Limited, Beijing 19.99

Rongde Asset Management Company Limited, Beijing 40.70

Station Holdco LLC, Wilmington 25.00

  1  All signifi cant equity method investments are investments in associates. 
  2  Equity method accounting based on subordinated fi nancial arrangement. 
  3  Th e Group has signifi cant infl uence over the investee through board seats or other measures.   

 Summarized aggregated fi nancial information of signifi cant equity method investees follows: 

 In € m  Dec 31, 2011  Dec 31, 2010 

Total assets 147,793 131,002

Total liabilities 137,862 128,745

Revenues 5,478 4,988

Net income/loss 696 (709)

 Th e following are the components of the net income (loss) from all equity method in-
vestments: 

 In € m  2011  2010 

 Net income (loss) from equity method investments: 

   Pro rata share of investees’ net income (loss) 222 457

   Net gains (losses) on disposal of equity method investments 29 14

   Impairments (515) (2,475)

 Total net income (loss) from equity method investments  (264 )  (2,004 )

 2011 included an impairment of €457 million related to Actavis Group, a generic phar-
maceutical group. 

 In 2010 a charge of approximately €2.3 billion attributable to the equity method invest-
ment in Deutsche Postbank AG prior to consolidation was included. On December 3, 2010, 
Deutsche gained a controlling majority in Postbank shares and commenced consolidation 
of the Postbank Group as of that date. As a consequence the Group ceased equity method 

EXHIBIT 6 (Continued)
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accounting for its investment in Postbank. Further detail is included in Note 4 “Acquisitions 
and Dispositions.” 

 Th ere was no unrecognized share of losses of an investee, neither for the period, or cumu-
latively. 

 Equity method investments for which there were published price quotations had a carry-
ing value of €2.2 billion and a fair value of €2.1 billion as of December 31, 2011 and a carrying 
value of €280 million and a fair value of €561 million as of December 31, 2010. In 2011 Hua 
Xia Bank is included for the fi rst time.   

 It is interesting to note the explanations for the treatment as associates when the own-
ership percentage is less than 20% or is greater than 50%. Th e equity method refl ects the 
strength of the relationship between the investor and its associates. In the instances where the 
percentage ownership is less than 20%, Deutsche Bank uses the equity method because it has 
signifi cant infl uence over these associates’ operating and fi nancial policies either through its 
representation on their boards of directors and/or other measures. Th e equity method provides 
a more objective basis for reporting investment income than the accounting treatment for 
investments in fi nancial assets, because the investor can potentially infl uence the timing of 
dividend distributions.   

 5.2.     Investment Costs Th at Exceed the Book Value of the Investee 

 Th e cost (purchase price) to acquire shares of an investee is often greater than the book value 
of those shares. Th is is because, among other things, many of the investee’s assets and liabilities 
refl ect historical cost rather than fair values. IFRS allow a company to measure its property, 
plant, and equipment using either historical cost or fair value (less accumulated deprecia-
tion).  12    US GAAP, however, require the use of historical cost (less accumulated depreciation) 
to measure property, plant, and equipment.  13    

 When the cost of the investment exceeds the investor’s proportionate share of the book 
value of the investee’s (associate’s) net identifi able tangible and intangible assets (e.g., inven-
tory, property, plant and equipment, trademarks, patents), the diff erence is fi rst allocated to 
specifi c assets (or categories of assets) using fair values. Th ese diff erences are then amortized 
to the investor’s proportionate share of the investee’s profi t or loss over the economic lives of 
the assets whose fair values exceeded book values. It should be noted that the allocation is not 
recorded formally; what appears initially in the investment account on the balance sheet of the 
investor is the cost. Over time, as the diff erences are amortized, the balance in the investment 
account will come closer to representing the ownership percentage of the book value of the net 
assets of the associate. 

EXHIBIT 6 (Continued)

  12    After initial recognition, an entity can choose to use either a cost model or a revaluation model to mea-
sure its property, plant, and equipment. Under the revaluation model, property, plant, and equipment 
whose fair value can be measured reliably can be carried at a revalued amount. Th is revalued amount is its 
fair value at the date of the revaluation less any subsequent accumulated depreciation. 
  13    Successful companies should be able to generate, through the productive use of assets, economic value 
in excess of the resale value of the assets themselves. Th erefore, investors may be willing to pay a premi-
um in anticipation of future benefi ts. Th ese benefi ts could be a result of general market conditions, the 
investor’s ability to exert signifi cant infl uence on the investee, or other synergies. 
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 IFRS and US GAAP both treat the diff erence between the cost of the acquisition and 
investor’s share of the fair value of the net identifi able assets as goodwill. Th erefore, any re-
maining diff erence between the acquisition cost and the fair value of net identifi able assets that 
cannot be allocated to specifi c assets is treated as goodwill and is not amortized. Instead, it is 
reviewed for impairment on a regular basis, and written down for any identifi ed impairment. 
Goodwill, however, is included in the carrying amount of the investment, because investment 
is reported as a single line item on the investor’s balance sheet.  14       

 EXAMPLE 3    Equity Method Investment in Excess of Book Value 

 Assume that the hypothetical Blake Co. acquires 30% of the outstanding shares of the 
hypothetical Brown Co. At the acquisition date, book values and fair values of Brown’s 
recorded assets and liabilities are as follows: 

 Book Value  Fair Value 

Current assets €10,000 €10,000

Plant and equipment  190,000  220,000

Land  120,000  140,000

€320,000 €370,000

Liabilities  100,000  100,000

Net assets €220,000 €270,000

 Blake Co. believes the value of Brown Co. is higher than the fair value of its iden-
tifi able net assets. Th ey off er €100,000 for a 30% interest in Brown, which represents 
a 34,000 excess purchase price. Th e diff erence between the fair value and book value of 
the net identifi able assets is €50,000 (€370,000 – 320,000). Based on Blake Co.’s 30% 
ownership, €15,000 of the excess purchase price is attributable to the net identifi able 
assets, and the residual is attributable to goodwill. Calculate goodwill.  

 Solution: 

Purchase price €100,000

30% of book value of Brown (30% × €220,000)   66,000

Excess purchase price  €34,000

Attributable to net assets

 Plant and equipment (30% × €30,000)   €9,000

 Land (30% × €20,000)    6,000

Goodwill (residual)   19,000

 €34,000

  14    If the investor’s share of the fair value of the associate’s net assets (identifi able assets, liabilities, and con-
tingent liabilities) is greater than the cost of the investment, the diff erence is excluded from the carrying 
amount of the investment and instead included as income in the determination of the investor’s share of 
the associate’s profi t or loss in the period in which the investment is acquired. 
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 5.3.     Amortization of Excess Purchase Price 

 Th e excess purchase price allocated to the assets and liabilities is accounted for in a manner 
that is consistent with the accounting treatment for the specifi c asset or liability to which it is 
assigned. Amounts allocated to assets and liabilities that are expensed (such as inventory) or 
periodically depreciated or amortized (plant, property, and intangible assets) must be treated in 
a similar manner. Th ese allocated amounts are not refl ected on the fi nancial statements of the 
investee (associate), and the investee’s income statement will not refl ect the necessary periodic 
adjustments. Th erefore, the investor must directly record these adjustment eff ects by reducing 
the carrying amount of the investment on its balance sheet and by reducing the investee’s profi t 
recognized on its income statement. Amounts allocated to assets or liabilities that are not sys-
tematically amortized (e.g., land) will continue to be reported at their fair value as of the date 
the investment was acquired. As stated above, goodwill is included in the carrying amount of 
the investment instead of being separately recognized. It is not amortized because it is consid-
ered to have an indefi nite life. 

 Using the example above and assuming a 10-year useful life for plant, property, and equip-
ment and using straight-line depreciation, the annual amortization is as follows:

 Account  Excess Price (€)  Useful Life  Amortization/Year (€) 

Plant and equipment  9,000 10 years 900

Land  6,000 Indefi nite   0

Goodwill 19,000 Indefi nite   0

  Annual amortization would reduce the investor’s share of the investee’s reported income 
(equity income) and the balance in the investment account by €900 for each year over the 
10-year period.    

 As illustrated above, goodwill is the residual excess not allocated to identifi able assets or 
liabilities. Th e investment is carried as a non-current asset on Blake’s book as a single line 
item (Investment in Brown, €100,000) on the acquisition date.   

 EXAMPLE 4    Equity Method Investments with Goodwill 

 On 1 January 2011, Parker Company acquired 30% of Prince Inc. common shares for the 
cash price of €500,000 (both companies are fi ctitious). It is determined that Parker has the 
ability to exert signifi cant infl uence on Prince’s fi nancial and operating decisions. Th e fol-
lowing information concerning Prince’s assets and liabilities on 1 January 2011 is provided: 

 Prince, Inc. 

 Book Value  Fair Value  Diff erence 

Current assets €100,000 €100,000 €0

Plant and equipment 1,900,000 2,200,000 300,000

(continued)
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 Prince, Inc. 

 Book Value  Fair Value  Diff erence 

€2,000,000 €2,300,000 €300,000

Liabilities 800,000 800,000 0

Net assets €1,200,000 €1,500,000 €300,000

 Th e plant and equipment are depreciated on a straight-line basis and have 10 years of 
remaining life. Prince reports net income for 2011 of €100,000 and pays dividends of 
€50,000. Calculate the following:  

  1  .     Goodwill included in the purchase price.  
  2  .     Investment in associate (Prince) at the end of 2011.    

 Solution to 1: 

Purchase price €500,000
Acquired equity in book value of Prince’s net assets (30% × €1,200,000) 360,000
Excess purchase price €140,000
Attributable to plant and equipment (30% × €300,000) (90,000)
Goodwill (residual) €50,000

 Solution to 2:   Investment in associate 

Purchase price €500,000
Parker’s share of Prince’s net income (30% × €100,000) 30,000
Dividends received (30% of €50,000) (15,000)
Amortization of excess purchase price attributable to plant 
and equipment (€90,000 ÷ 10 years) (9,000)
31 December 2011 balance in investment in Prince €506,000

 An alternate way to look at the balance in the investment account is that it refl ects 
the basic valuation principle of the equity method. At any point in time, the investment 
account balance equals the investor’s (Parker) proportionate share of the net equity (net 
assets at book value) of the investee (Prince) plus the unamortized balance of the original 
excess purchase price. Applying this principle to this example: 

2011 Beginning net assets = €1,200,000
Plus: Net income 100,000
Less: Dividends (50,000)
2011 Ending net assets €1,250,000
Parker’s proportionate share of Prince’s recorded net assets (30% × €1,250,000) €375,000
Unamortized excess purchase price (€140,000 − 9,000) 131,000
Investment in Prince €506,000

 Note that the unamortized excess purchase price is a cost incurred by Parker, not 
Prince. Th erefore, the total amount is included in the investment account balance.   

(Continued)
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 5.4.     Fair Value Option 

 Both IFRS and US GAAP give the investor the option to account for their equity method 
investment at fair value.  15    Under US GAAP, this option is available to all entities; however, 
under IFRS, its use is restricted to venture capital organizations, mutual funds, unit trusts, and 
similar entities, including investment-linked insurance funds. 

 Both standards require that the election to use the fair value option occur at the time of 
initial recognition and is irrevocable. Subsequent to initial recognition, the investment is re-
ported at fair value with unrealized gains and losses arising from changes in fair value as well as 
any interest and dividends received included in the investor’s profi t or loss (income). Under the 
fair value method, the investment account on the investor’s balance sheet does not refl ect the 
investor’s proportionate share of the investee’s profi t or loss, dividends, or other distributions. 
In addition, the excess of cost over the fair value of the investee’s identifi able net assets is not 
amortized, nor is goodwill created.   

 5.5.     Impairment 

 Both IFRS and US GAAP require periodic reviews of equity method investments for impair-
ment. If the fair value of the investment is below its carrying value and this decline is deemed 
to be other than temporary, an impairment loss must be recognized. 

 Under IFRS, there must be objective evidence of impairment as a result of one or more 
(loss) events that occurred after the initial recognition of the investment, and that loss event 
has an impact on the investment’s future cash fl ows, which can be reliably estimated. Be-
cause goodwill is included in the carrying amount of the investment and is not separately 
recognized, it is not separately tested for impairment. Instead, the entire carrying amount of 
the investment is tested for impairment by comparing its recoverable amount with its carry-
ing amount.  16    Th e impairment loss is recognized on the income statement, and the carrying 
amount of the investment on the balance sheet is either reduced directly or through the use of 
an allowance account. 

 US GAAP takes a diff erent approach. If the fair value of the investment declines below its 
carrying value  and  the decline is determined to be permanent, US GAAP  17    requires an impair-
ment loss to be recognized on the income statement and the carrying value of the investment 
on the balance sheet is reduced to its fair value. 

 Both IFRS and US GAAP prohibit the reversal of impairment losses even if the fair value 
later increases. 

 Section 6.4.4 of this chapter discusses impairment tests for the goodwill attributed to a 
controlling investment (consolidated subsidiary). Note the distinction between the disaggre-
gated goodwill impairment test for consolidated statements and the impairment test of the 
total fair value of for equity method investments.   

  15    IAS 39 Financial Instruments: Recognition and Measurement. FASB ASC Section 825-10-25 [Finan-
cial Instruments–Overall–Recognition]. 
  16    Recoverable amount is the higher of “value in use” or net selling price. Value in use is equal to the pres-
ent value of estimated future cash fl ows expected to arise from the continuing use of an asset and from its 
disposal at the end of its useful life. Net selling price is equal to fair value less cost to sell. 
  17    FASB ASC Section 323-10-35 [Investments–Equity Method and Joint Ventures–Overall–Subsequent 
Measurement]. 
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 5.6.     Transactions with Associates 

 Because an investor company can infl uence the terms and timing of transactions with its as-
sociates, profi ts from such transactions cannot be realized until confi rmed through use or sale 
to third parties. Accordingly, the investor company’s share of any unrealized profi t must be 
deferred by reducing the amount recorded under the equity method. In the subsequent peri-
od(s) when this deferred profi t is considered confi rmed, it is added to the equity income. At 
that time, the equity income is again based on the recorded values in the associate’s accounts. 

 Transactions between the two affi  liates may be  upstream  (associate to investor) or  down-
stream  (investor to associate). In an upstream sale, the profi t on the intercompany transaction 
is recorded on the associate’s income (profi t or loss) statement. Th e investor’s share of the unre-
alized profi t is thus included in equity income on the investor’s income statement. In a down-
stream sale, the profi t is recorded on the investor’s income statement. Both IFRS and US GAAP 
require that the unearned profi ts be eliminated to the extent of the investor’s interest in the 
associate.  18    Th e result is an adjustment to equity income on the investor’s income statement.     

  18    IAS 28 Investments in Associates and Joint Ventures; FASB ASC Topic 323 [Investments–Equity 
Method and Joint Ventures]. 

 EXAMPLE 5    Equity Method with Sale of Inventory: Upstream Sale 

 On 1 January 2011, Wicker Company acquired a 25% interest in Foxworth Company 
(both companies are fi ctitious) for €1,000,000 and used the equity method to account 
for its investment. Th e book value of Foxworth’s net assets on that date was €3,800,000. 
An analysis of fair values revealed that all fair values of assets and liabilities were equal 
to book values except for a building. Th e building was undervalued by €40,000 and has 
a 20-year remaining life. Th e company used straight-line depreciation for the building. 
Foxworth paid €3,200 in dividends in 2011. During 2011, Foxworth reported net in-
come of €20,000. During the year, Foxworth sold inventory to Wicker. At the end of 
the year, there was €8,000 profi t from the upstream sale in Foxworth’s net income. Th e 
inventory sold to Wicker by Foxworth had not been sold to an outside party.  

  1  .     Calculate the equity income to be reported as a line item on Wicker’s 2011 income 
statement.  

  2  .     Calculate the balance in the investment in Foxworth to be reported on the 31 
December 2011 balance sheet.

Purchase price €1,000,000

Acquired equity in book value of Foxworth’s 
net assets (25% × €3,800,000) 950,000

Excess purchase price €50,000

Attributable to:

   Building (25% × €40,000) €10,000

   Goodwill (residual) 40,000

€50,000
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 Solution to 1:   Equity Income 

Wicker’s share of Foxworth’s reported 
income (25% × €20,000) €5,000

Amortization of excess purchase price 
attributable to building, (€10,000 ÷ 20) (500)

Unrealized profi t (25% × €8,000) (2,000)

Equity income 2011 €2,500

 Solution to 2:   Investment in Foxworth: 

   Purchase price €1,000,000

   Equity income 2011 2,500

   Dividends received (25% × €3,200) (800)

   Investment in Foxworth, 31 Dec 2011 €1,001,700

Composition of investment account:

    Wicker’s proportionate share of Foxworth’s 
net equity (net assets at book value) [25% × 
(€3,800,000 + (20,000 − 8,000) − 3,200)] €952,200

Unamortized excess purchase price (€50,000 − 500) 49,500

€1,001,700

 EXAMPLE 6    Equity Method with Sale of Inventory: Downstream Sale 

 Jones Company owns 25% of Jason Company (both fi ctitious companies) and appro-
priately applies the equity method of accounting. Amortization of excess purchase price, 
related to undervalued assets at the time of the investment, is €8,000 per year. During 
2011 Jones sold €96,000 of inventory to Jason for €160,000. Jason resold €120,000 of 
this inventory during 2011. Th e remainder was sold in 2012. Jason reports income from 
its operations of €800,000 in 2011 and €820,000 in 2012.  

  1  .     Calculate the equity income to be reported as a line item on Jones’s 2011 income 
statement.  

  2  .     Calculate the equity income to be reported as a line item on Jones’s 2012 income 
statement.    

 Solution to 1:   Equity Income 2011 

Jones’s share of Jason’s reported income (25% × €800,000) €200,000

Amortization of excess purchase price (8,000)

Unrealized profi t (25% × €16,000) (4,000)

Equity income 2011 €188,000
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    Jones’s profi t on the sale to Jason = €160,000 − 96,000 = €64,000 
     Jason sells 75% (€120,000/160,000) of the goods purchased from Jones; 25% 

is unsold. 
    Total unrealized profi t = €64,000 × 25% = €16,000 
    Jones’s share of the unrealized profi t = €16,000 × 25% = €4,000 

 Alternative approach: 
    Jones’s profi t margin on sale to Jason: 40% (€64,000/€160,000) 
    Jason’s inventory of Jones’s goods at 31 Dec 2011: €40,000 
    Jones’s profi t margin on this was 40% × 40,000 = €16,000 
    Jones’s share of profi t on unsold goods = €16,000 × 25% = €4,000   

 Solution to 2:   Equity Income 2012 

Jones’s share of Jason’s reported income 
(25% × €820,000) €205,000

Amortization of excess purchase price (8,000)

Realized profi t (25% × €16,000) 4,000

Equity income 2012 €201,000

 Jason sells the remaining 25% of the goods purchased from Jones.   

 5.7.     Disclosure 

 Th e notes to the fi nancial statements are an integral part of the information necessary for in-
vestors. Both IFRS and US GAAP require disclosure about the assets, liabilities, and results of 
equity method investments. For example, in their 2011 annual report, Deutsche Bank reports 
that:

  Investments in associates and jointly controlled entities are accounted for under 
the equity method of accounting. Th e Group’s share of the results of associates and 
jointly controlled entities is adjusted to conform to the accounting policies of the 
Group and are reported in the consolidated statement of income as net income (loss) 
from equity method investments. Th e Group’s share in the associate’s profi t and losses 
resulting from intercompany sales is eliminated on consolidation. 

 Under the equity method of accounting, the Group’s investments in associates 
and jointly controlled entities are initially recorded at cost including any directly re-
lated transaction costs incurred in acquiring the associate, and subsequently increased 
(or decreased) to refl ect both the Group’s pro-rata share of the post- acquisition net 
income (or loss) of the associate or jointly controlled entity and other movements 
included directly in the equity of the associate or jointly controlled entity. Goodwill 
arising on the acquisition of an associate or a jointly controlled entity is included in 
the carrying value of the investment (net of any accumulated impairment loss). As 
goodwill is not reported separately it is not specifi cally tested for impairment. Rather, 
the entire equity method investment is tested for impairment.  
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For practical reasons, associated companies’ results are sometimes included in the investor’s ac-
counts with a certain time lag, normally not more than one quarter. Dividends from associated 
companies are not included in investor income because it would be a double counting. Apply-
ing the equity method recognizes the investor’s full share of the associate’s income. Dividends 
received involve exchanging a portion of equity interest for cash. In the consolidated balance 
sheet, the book value of shareholdings in associated companies is increased by the investor’s 
share of the company’s net income and reduced by amortization of surplus values and the 
amount of dividends received.   

 5.8.     Issues for Analysts 

 Equity method accounting presents several challenges for analysis. First, analysts should ques-
tion whether the equity method is appropriate. For example, an investor holding 19% of an 
associate may in fact exert signifi cant infl uence but may attempt to avoid using the equity 
method to avoid reporting associate losses. On the other hand, an investor holding 25% of an 
associate may be unable to exert signifi cant infl uence and may be unable to access cash fl ows, 
and yet may prefer the equity method to capture associate income. 

 Second, the investment account represents the investor’s percentage ownership in the net 
assets of the investee company through “one-line consolidation.” Th ere can be signifi cant assets 
and liabilities of the investee that are not refl ected on the investor’s balance sheet, which will 
signifi cantly aff ect debt ratios. Net margin ratios could be overstated because income for the 
associate is included in investor net income but is not specifi cally included in sales. An inves-
tor may actually control the investee with less than 50% ownership but prefer the fi nancial 
results using the equity method. Careful analysis can reveal fi nancial performance driven by 
accounting structure. 

 Finally, the analyst must consider the quality of the equity method earnings. Th e equity 
method assumes that a percentage of each dollar earned by the investee company is earned by 
the investor (i.e., a fraction of the dollar equal to the fraction of the company owned), even if 
cash is not received. Analysts should, therefore, consider potential restrictions on dividend cash 
fl ows (the statement of cash fl ows).     

 6. BUSINESS COMBINATIONS 

 Business combinations (controlling interest investments) involve the combination of two or 
more entities into a larger economic entity. Business combinations are typically motivated 
by expectations of added value through synergies, including potential for increased revenues, 
elimination of duplicate costs, tax advantages, coordination of the production process, and 
effi  ciency gains in the management of assets.  19    

 Under IFRS, there is no distinction among business combinations based on the resulting 
structure of the larger economic entity. For all business combinations, one of the parties to the 
business combination is identifi ed as the acquirer. Under US GAAP, an acquirer is identifi ed, 
but the business combinations are categorized as merger, acquisition, or consolidation based 
on the legal structure after the combination. Each of these types of business combinations has 

  19    IAS 3,  Business Combinations , revised in 2008 and FASB ASC Topic 805 [ Business Combinations ] 
provide guidance on business combinations. 
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distinctive characteristics that are described in  Exhibit 7 . Features of variable interest and spe-
cial purpose entities are also described in  Exhibit 7  because these are additional instances where 
control is exerted by another entity. Under both IFRS and US GAAP, business combinations 
are accounted for using the  acquisition method . 

    EXHIBIT 7       Types of Business Combinations   

 Merger 

 Th e distinctive feature of a merger is that only one of the entities remains in existence. One 
hundred percent of the target is absorbed into the acquiring company. Company A may issue 
common stock, preferred stock, bonds, or pay cash to acquire the net assets. Th e net assets of 
Company B are transferred to Company A. Company B ceases to exist and Company A is the 
only entity that remains. 

 Company A + Company B = Company A   

 Acquisition 

 Th e distinctive feature of an acquisition is the legal continuity of the entities. Each entity 
continues operations but is connected through a parent–subsidiary relationship. Each entity is 
an individual that maintains separate fi nancial records, but the parent (the acquirer) provides 
consolidated fi nancial statements in each reporting period. Unlike a merger or consolidation, 
the acquiring company does not need to acquire 100% of the target. In fact, in some cases, it 
may acquire less than 50% and still exert control. If the acquiring company acquires less than 
100%, non-controlling (minority) shareholders’ interests are reported on the consolidated fi -
nancial statements. 

 Company A + Company B = (Company A + Company B)   

 Consolidation 

 Th e distinctive feature of a consolidation is that a new legal entity is formed and none of the 
predecessor entities remain in existence. A new entity is created to take over the net assets of 
Company A and Company B. Company A and Company B cease to exist and Company C is 
the only entity that remains. 

 Company A + Company B = Company C   

 Special Purpose or Variable Interest Entities 

 Th e distinctive feature of a special purpose (variable interest) entity is that control is not usually 
based on voting control, because equity investors do not have a suffi  cient amount at risk for the 
entity to fi nance its activities without additional subordinated fi nancial support. Furthermore, 
the equity investors may lack a controlling fi nancial interest. Th e sponsoring company usually 
creates a special purpose entity (SPE) for a narrowly defi ned purpose. IFRS require consolida-
tion if the substance of the relationship indicates control by the sponsor.   



Chapter 15 Intercorporate Investments 769

 In May 2011, the IASB issued IFRS 10,  Consolidated Financial Statements , which replaces 
IAS 27,  Consolidated and Separate Financial Statements  and SIC-12,  Consolidation-Special Pur-
pose Entities . Th e standard applies to annual periods beginning on or after 1 January 2013. Th e 
underlying framework is based on a new defi nition of control and achieves consistency in the 
consolidation criteria for all entities. Th e defi nition of control extends to a broad range of ac-
tivities. Th e control concept requires judgment and evaluation of relevant factors to determine 
whether control exists. Control is present when 1) the investor has the ability to exert infl uence 
on the fi nancial and operating policy of the entity; and 2) is exposed, or has rights, to variable 
returns from its involvement with the investee. Consolidation criteria apply to all entities that 
meet the defi nition of control. 

 US GAAP uses a two-component consolidation model that includes both a variable in-
terest component and a voting interest (control) component. Under the variable interest com-
ponent, US GAAP  20    requires the primary benefi ciary of a variable interest entity (VIE) to 
consolidate the VIE regardless of its voting interests (if any) in the VIE or its decision-making 
authority. Th e primary benefi ciary is defi ned as the party that will absorb the majority of the 
VIE’s expected losses, receive the majority of the VIE’s expected residual returns, or both. 

 In the past, business combinations could be accounted for either as a purchase transaction 
or as a uniting (or pooling) of interests. Th e accounting standards that currently govern busi-
ness combinations are refl ective of the joint project between IASB and FASB to converge on 
a single set of high-quality accounting standards. Th e fi rst phase of the project prohibited the 
use of the pooling of interests (uniting of interests) method, required the use of the purchase 
method, and prohibited the amortization of goodwill. 

 Since that time, the FASB and IASB have further reduced diff erences between IFRS 
and US GAAP and ensured that the standards would be applied consistently. IFRS and US 
GAAP now require that all business combinations be accounted for in a similar manner. 
Th e  acquisition method  developed by the IASB and the FASB replaces the purchase method, 
and substantially reduces any diff erences between IFRS and US GAAP for business combi-
nations.  21    

 Th ese standards are expected to improve the relevance, representational faithfulness, trans-
parency, and comparability of information provided in fi nancial statements about business 
combinations and their eff ects on the reporting entity. Th is reporting consistency should make 
it easier for analysts to evaluate how the operations of the acquirer and the target business (the 
acquiree) will combine and the eff ect of this transaction on the combined entity’s subsequent 
fi nancial performance.  

 6.1.     Pooling of Interests and Purchase Methods 

 Prior to June 2001, under US GAAP, combining companies that met twelve strict criteria 
could use the  pooling of interests method  for the business combination. Companies not 
meeting these criteria used the purchase method. In a pooling of interests, the combined com-
panies were portrayed as if they had always operated as a single economic entity. Consequently, 
assets and liabilities were recorded at book values, and the pre-combination retained earnings 
were included in the balance sheet of the combined entity. Th is treatment was consistent with 

  20    FASB ASC Topic 810 [Consolidation]. 
  21    IFRS 10, Consolidated Financial Statements; IFRS 3, Business Combinations; FASB ASC Topic 805 
[Business Combinations]; FASB ASC Topic 810 [Consolidations]. 
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the view that there was a continuity of ownership and no new basis of accounting existed. Sim-
ilar rules applied under IFRS, which used the term uniting of interests in reference to the same 
concept. IFRS permitted use of the  uniting of interests method  until March 2004. Currently, 
neither IFRS nor US GAAP allows use of the pooling/uniting of interests method. 

 In contrast, a combination accounted for as a purchase was viewed as a purchase of net 
assets (tangible and intangible assets minus liabilities), and those net assets were recorded at 
fair values. An increase in the value of depreciable assets resulted in additional depreciation 
expense. As a result, for the same level of revenue, the purchase method resulted in lower re-
ported income than the pooling of interests method. For this reason, managers had a tendency 
to favor the pooling of interests method. 

 Although the pooling of interests method is no longer allowed, companies may continue 
to use pooling of interests accounting for business combinations that occurred prior to its dis-
allowance as a method. We describe the method because pooling of interests accounting was 
commonly used and will have an impact on fi nancial statements for the foreseeable future. Be-
cause of the ongoing eff ect, an understanding of pooling of interests will facilitate the analyst’s 
assessment of the performance and fi nancial position of the company.   

 6.2.     Acquisition Method 

 IFRS and US GAAP currently require the acquisition method of accounting for business com-
binations, although both have a few specifi c exemptions. 

 Fair value of the consideration given by the acquiring company is the appropriate meas-
urement for acquisitions and includes the acquisition-date fair value of contingent consider-
ation. Direct costs of the business combination, such as professional and legal fees, valuation 
experts, and consultants, are expensed as incurred. 

 Th e acquisition method (which replaces the purchase method) addresses three major ac-
counting issues that often arise in business combinations and the preparation of consolidated 
(combined) fi nancial statements:  

•    Th e recognition and measurement of the assets and liabilities of the combined entity;  
•    Th e initial recognition and subsequent accounting for goodwill; and  
•    Th e recognition and measurement of any non-controlling interest.    

 6.2.1.     Recognition and Measurement of Identifi able Assets and Liabilities 
 IFRS and US GAAP require that the acquirer measure the identifi able tangible and intangible 
assets and liabilities of the acquiree (acquired entity) at fair value as of the date of the acquisi-
tion. Th e acquirer must also recognize any assets and liabilities that the acquiree had not pre-
viously recognized as assets and liabilities in its fi nancial statements. For example, identifi able 
intangible assets (for example, brand names, patents, technology) that the acquiree developed 
internally would be recognized by the acquirer.   

 6.2.2.     Recognition and Measurement of Contingent Liabilities  22    
 On the acquisition date, the acquirer must recognize any contingent liability assumed in the 
acquisition if 1) it is a present obligation that arises from past events, and 2) it can be measured 

  22    A contingent liability must be recognized even if it is not probable that an outfl ow of resources or 
economic benefi ts will be used to settle the obligation. 
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reliably. Costs that the acquirer expects (but is not obliged) to incur, however, are not recog-
nized as liabilities as of the acquisition date. Instead, the acquirer recognizes these costs in fu-
ture periods as they are incurred. For example, expected restructuring costs arising from exiting 
an acquiree’s business will be recognized in the period in which they are incurred. 

 Th ere is a diff erence between IFRS and US GAAP in their inclusion of contingent liabili-
ties. IFRS include contingent liabilities if their fair values can be reliably measured. US GAAP 
includes only those contingent liabilities that are probable and can be reasonably estimated.   

 6.2.3.     Recognition and Measurement of Indemnifi cation Assets 
 On the acquisition date, the acquirer must recognize an indemnifi cation asset if the seller 
(acquiree) contractually indemnifi es the acquirer for the outcome of a contingency or an un-
certainty related to all or part of a specifi c asset or liability of the acquiree. Th e seller may also 
indemnify the acquirer against losses above a specifi ed amount on a liability arising from a par-
ticular contingency. For example, the seller guarantees that an acquired contingent liability will 
not exceed a specifi ed amount. In this situation, the acquirer recognizes an indemnifi cation 
asset at the same time it recognizes the indemnifi ed liability, with both measured on the same 
basis. If the indemnifi cation relates to an asset or a liability that is recognized at the acquisition 
date and measured at its acquisition date fair value, the acquirer will also recognize the indem-
nifi cation asset at the acquisition date at its acquisition date fair value.   

 6.2.4.     Recognition and Measurement of Financial Assets and Liabilities 
 At the acquisition date, identifi able assets and liabilities acquired are classifi ed in accordance 
with IASB (or US GAAP) standards. Th e acquirer reclassifi es the fi nancial assets and liabilities 
of the acquiree based on the contractual terms, economic conditions, and the acquirer’s oper-
ating or accounting policies, as they exist at the acquisition date.   

 6.2.5.     Recognition and Measurement of Goodwill 
 IFRS allows two options for recognizing goodwill at the transaction date. Th e goodwill option 
is on a transaction-by-transaction basis. “Partial goodwill” is measured as the fair value of the 
acquisition (fair value of consideration given) less the acquirer’s share of the fair value of all 
identifi able tangible and intangible assets, liabilities, and contingent liabilities acquired. “Full 
goodwill” is measured as the fair value of the entity as a whole less the fair value of all identi-
fi able tangible and intangible assets, liabilities, and contingent liabilities. US GAAP views the 
entity as a whole and requires full goodwill.  23    Because goodwill is considered to have an indef-
inite life, it is not amortized. Instead, it is tested for impairment annually or more frequently 
if events or circumstances indicate that goodwill might be impaired.    

  23    FASB ASC Topic 805 [Business Combinations]. 

 EXAMPLE 7    Recognition and Measurement of Goodwill 

 Acquirer contributes $800,000 for an 80% interest in Acquiree. Th e identifi able net 
assets have a fair value of $900,000. Th e fair value of the entire entity is determined to 
be $1 million. 
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IFRS 
   Partial Goodwill

Fair value of consideration $800,000

80% of Fair value of identifi able net assets 720,000

Goodwill recognized $80,000

 

IFRS and US GAAP 
   Full Goodwill

Fair value of entity $1,000,000

Fair value of identifi able assets 900,000

Goodwill recognized $100,000

 6.2.6.     Recognition and Measurement when Acquisition Price Is Less than Fair Value 
 Occasionally, a company faces adverse circumstances such that its market value drops below 
the fair value of its net assets. In an acquisition of such a company, where the purchase price is 
less than the fair value of the target’s (acquiree’s) net assets, the acquisition is considered to be 
a bargain acquisition. IFRS and US GAAP require the diff erence between the fair value of the 
acquired net assets and the purchase price to be recognized immediately as a gain in profi t or 
loss. Any contingent consideration must be measured and recognized at fair value at the time 
of the business combination. Any subsequent changes in value of the contingent consideration 
are recognized in profi t or loss.    

 6.3.     Impact of the Acquisition Method on Financial Statements, Post-Acquisition 

  Example 8  shows the consolidated balance sheet of an acquiring company after the acquisition.  

 EXAMPLE 8    Acquisition Method Post-Combination Balance Sheet 

 Franklin Company, headquartered in France, acquired 100% of the outstanding shares 
of Jeff erson, Inc. by issuing 1,000,000 shares of its €1 par common stock (€15 market 
value). Immediately before the transaction, the two companies compiled the following 
information: 

 Franklin  
    Book Value  

    (000) 

 Jeff erson  
    Book Value  

    (000) 

 Jeff erson  
    Fair Value  

    (000) 

Cash and receivables €10,000 €300 €300

Inventory 12,000 1,700 3,000

PP&E (net) 27,000 2,500 4,500

€49,000 €4,500 €7,800
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 Franklin  
    Book Value  

    (000) 

 Jeff erson  
    Book Value  

    (000) 

 Jeff erson  
    Fair Value  

    (000) 

Current payables 8,000 600 600

Long-term debt 16,000 2,000 1,800

24,000 2,600 2,400

Net assets €25,000 €1,900 €5,400

Shareholders’ equity:

Capital stock (€1 par) €5,000 €400

Additional paid in capital 6,000 700

Retained earnings €14,000 €800

 Jeff erson has no identifi able intangible assets. Show the balances in the post-
combination balance sheet using the acquisition method.  

 Solution:   Under the acquisition method, the purchase price allocation would be as 
follows: 

Fair value of the stock issued
(1,000,000 shares at market value of €15) €15,000,000

Book value of Jeff erson’s net assets 1,900,000

Excess purchase price €13,100,000

Fair value of the stock issued €15,000,000

Fair value allocated to identifi able net assets 5,400,000

Goodwill €9,600,000

 Allocation of excess purchase price (based on the diff erences between fair values 
and book values): 

Inventory €1,300,000

PP&E (net) 2,000,000

Long-term debt 200,000

Goodwill 9,600,000

€13,100,000

 Both IFRS and US GAAP record the fair value of the acquisition at the market 
value of the stock issued, or €15,000,000. In this case, the purchase price exceeds the 
book value of Jeff erson’s net assets by €13,100,000. Inventory, PP&E (net), and long-
term debt are adjusted to fair values. Th e excess of the purchase price over the fair value 
of identifi able net assets results in goodwill recognition of €9,600,000. 

(Continued)
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 Th e post-combination balance sheet of the combined entity would appear as 
follows:  24    

 Franklin Consolidated Balance Sheet (Acquisition Method) (000) 

Cash and receivables €10,300

Inventory 15,000

PP&E (net) 31,500

Goodwill 9,600

Total assets €66,400

Current payables €8,600

Long-term debt 17,800

Total liabilities €26,400

Capital stock (€1 par) €6,000

Additional paid in capital 20,000

Retained earnings 14,000

Total stockholders’ equity €40,000

Total liabilities and stockholders’ equity €66,400

 Assets and liabilities are combined using book values of Franklin plus fair values 
for the assets and liabilities acquired from Jeff erson. For example, the book value of 
Franklin’s inventory (€12,000,000) is added to the fair value of inventory acquired from 
Jeff erson (€3,000,000) for a combined inventory of €15,000,000. Long-term debt has a 
book value of €16,000,000 on Franklin’s pre-acquisition statements, and Jeff erson’s fair 
value of debt is €1,800,000. Th e combined long-term debt is recorded as €17,800,000. 

 Franklin’s post-merger fi nancial statement refl ects in stockholders’ equity the 
stock issued by Franklin to acquire Jeff erson. Franklin issues stock with a par value 
of €1,000,000; however, the stock is measured at fair value under both IFRS and US 
GAAP. Th erefore, the consideration exchanged is 1,000,000 shares at market value of 
€15, or €15,000,000. Prior to the transaction, Franklin had 5,000,000 shares of €1 par 
stock outstanding (€5,000,000). Th e combined entity refl ects the Franklin capital stock 
outstanding of €6,000,000 (€5,000,000 plus the additional 1,000,000 shares of €1 par 
stock issued to eff ect the transaction). Franklin’s additional paid in capital of €6,000,000 
is increased by the €14,000,000 additional paid in capital from the issuance of the 
1,000,000 shares (€15,000,000 less par value of €1,000,000) for a total of €20,000,000. 
At the acquisition date, only the acquirer’s retained earnings are carried to the combined 
entity. Earnings of the target are included on the consolidated income statement and 
retained earnings only in post-acquisition periods.   

  24    Under the uniting (pooling) of interests method (which required an exchange of common 
shares), the shares issued by Franklin would be measured at their par value. In addition, the 
assets and liabilities of both companies would be combined at their book values resulting in 
no goodwill being recognized. Th e retained earnings of Jeff erson would also be combined with 
that of Franklin on the consolidated balance sheet. Uniting (pooling) of interests method is not 
allowed for transactions initiated after 2004. 
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 In the periods subsequent to the business combination, the fi nancial statements continue 
to be aff ected by the acquisition method. Net income refl ects the performance of the combined 
entity. Under the acquisition method, amortization/depreciation is based on historical cost of 
Franklin’s assets and the fair value of Jeff erson’s assets. Using  Example 8 , as Jeff erson’s acquired 
inventory is sold, the cost of goods sold would be €1,300,000 higher and depreciation on 
PP&E would be €2,000,000 higher over the life of the asset than under the pooling of interests 
method or if the companies had not combined.  25      

 6.4.     Th e Consolidation Process 

 Consolidated fi nancial statements combine the separate fi nancial statements for distinct legal 
entities, the parent and its subsidiaries, as if they were one economic unit. Consolidation com-
bines the assets, liabilities, revenues, and expenses of subsidiaries with the parent company. 
Transactions between the parent and subsidiary (intercompany transactions) are eliminated to 
avoid double counting and premature income recognition. Consolidated statements are pre-
sumed to be more meaningful in terms of representational faithfulness. It is important for the 
analyst to consider the diff erences in IFRS and US GAAP, valuation bases, and other factors 
that could impair the validity of comparative analyses.  

 6.4.1.     Business Combination with Less than 100% Acquisition 
 Th e acquirer purchases 100% of the equity of the target company in a transaction structured as 
a merger or consolidation. For a transaction structured as an acquisition, however, the acquirer 
does not have to purchase 100% of the equity of the target in order to achieve control. Th e 
acquiring company may purchase less than 100% of the target because it may be constrained 
by resources or it may be unable to acquire all the outstanding shares. As a result, both the 
acquirer and the target remain separate legal entities. Both IFRS and US GAAP presume a 
company has control if it owns more than 50% of the voting shares of an entity. In this case, 
the acquiring company is viewed as the parent, and the target company is viewed as the sub-
sidiary. Both the parent and the subsidiary typically prepare their own fi nancial records, but 
the parent also prepares consolidated fi nancial statements at each reporting period. Th e con-
solidated fi nancial statements are the primary source of information for investors and analysts.   

 6.4.2.     Non-controlling (Minority) Interests: Balance Sheet 
 A non-controlling (minority) interest is the portion of the subsidiary’s equity (residual in-
terest) that is held by third parties (i.e., not owned by the parent). Non-controlling interests 
are created when the parent acquires less than a 100% controlling interest in a subsidiary. 
IFRS and US GAAP have similar treatment for how non-controlling interests are classifi ed.  26    
Non-controlling interests in consolidated subsidiaries are presented on the consolidated 

  25    Under the pooling method, cost of goods sold and depreciation expense would be lower, because both 
would be based on the book value of Jeff erson’s assets. Th erefore, analysts must be aware of companies 
that used the uniting (pooling) of interests prior to the method being disallowed. Th is is because in the 
periods after pooling was disallowed, the assets of an entity that had used uniting of interests (pooling) 
may be understated and income overstated relative to companies that used the acquisition method. Th ese 
diff erences will aff ect the comparability of return on investment ratios. 
  26    IFRS 10, Consolidated Financial Statements and FASB ASC Topic 810 [Consolidation]. 
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balance sheet as a separate component of stockholders’ equity. IFRS and US GAAP diff er, 
however, on the measurement of non-controlling interests. Under IFRS, the parent can 
measure the non-controlling interest at either its fair value (full goodwill method) or at the 
non-controlling interest’s proportionate share of the acquiree’s identifi able net assets (par-
tial goodwill method). Under US GAAP, the parent must use the full goodwill method and 
measure the non-controlling interest at fair value. 

  Example 9  illustrates the diff erences in reporting requirements.    

 EXAMPLE 9    Non-Controlling Asset Valuation 

 On 1 January 2012, the hypothetical Parent Co. acquired 90% of the outstanding 
shares of the hypothetical Subsidiary Co. in exchange for shares of Parent Co.’s no par 
common stock with a fair value of €180,000. Th e fair market value of the subsidiary’s 
shares on the date of the exchange was €200,000. Below is selected fi nancial information 
from the two companies immediately prior to the exchange of shares (before the parent 
recorded the acquisition): 

 Parent 
Book Value 

 Subsidiary 

 Book Value  Fair Value 

Cash and receivables €40,000 €15,000 €15,000

Inventory 125,000 80,000 80,000

PP&E (net) 235,000 95,000 155,000

€400,000 €190,000 €250,000

Payables 55,000 20,000 20,000

Long-term debt 120,000 70,000 70,000

175,000 90,000 90,000

Net assets €225,000 €100,000 €160,000

Shareholders’ equity:

Capital stock (no par) €87,000 €34,000

Retained earnings €138,000 €66,000

  1  .     Calculate the value of PP&E (net) on the consolidated balance sheet under both 
IFRS and US GAAP.  

  2  .     Calculate the value of goodwill and the value of the non-controlling interest at the 
acquisition date under the full goodwill method.  

  3  .     Calculate the value of goodwill and the value of the non-controlling interest at the 
acquisition date under the partial goodwill method.    

 Solution to 1:   Relative to fair value, the PP&E of the subsidiary is understated by 
€60,000. Under the acquisition method (IFRS and US GAAP), as long as the parent 
has control over the subsidiary (i.e., regardless of whether the parent had purchased 
51% or 100% of the subsidiary’s stock), it would include 100% of the subsidiary’s assets 
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and liabilities at fair value on the consolidated balance sheet. Th erefore, PP&E on the 
consolidated balance sheet would be valued at €390,000.   

 Solution to 2:   Under the full goodwill method (mandatory under US GAAP and op-
tional under IFRS), goodwill on the consolidated balance sheet would be the diff erence 
between the total fair value of the subsidiary and the fair value of the subsidiary’s iden-
tifi able net assets. 

Fair value of the subsidiary €200,000

Fair value of subsidiary’s identifi able net assets 160,000

Goodwill €40,000

 Th e value of the non-controlling interest is equal to the non-controlling interest’s 
proportionate share of the subsidiary’s fair value. Th e non-controlling interest’s propor-
tionate share of the subsidiary is 10% and the fair value of the subsidiary is €200,000 on 
the acquisition date. Under the full goodwill method, the value of the non-controlling 
interest would be €20,000 (10% × €200,000).   

 Solution to 3:   Under the partial goodwill method (IFRS only), goodwill on the parent’s 
consolidated balance sheet would be €36,000, the diff erence between the purchase price 
and the parent’s proportionate share of the subsidiary’s identifi able assets. 

Acquisition price €180,000

90% of fair value 144,000

Goodwill €36,000

 Th e value of the non-controlling interest is equal to the non-controlling inter-
est’s proportionate share of the fair value of the subsidiary’s identifi able net assets. Th e 
non-controlling interest’s proportionate share is 10%, and the fair value of the subsidi-
ary’s identifi able net assets on the acquisition date is €160,000. Under the partial goodwill 
method, the value of the non-controlling interest would be €16,000 (10% × €160,000). 

 Regardless of which method is used, goodwill is not amortized under either IFRS 
or US GAAP but it is tested for impairment at least annually. 

 For comparative purposes, below is the balance sheet at the acquisition date under 
the full goodwill and partial goodwill methods. 

     Comparative Consolidated Balance Sheet at Acquisition Date: Acquisition Method 

 Full Goodwill  Partial Goodwill 

Cash and receivables €55,000 €55,000

Inventory 205,000 205,000

PP&E (net) 390,000 390,000

Goodwill 40,000 36,000

Total assets €690,000 €686,000

Payables €75,000 €75,000

Long-term debt 190,000 190,000

Total liabilities €265,000 €265,000

(continued)
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 Full Goodwill  Partial Goodwill 

Shareholders’ equity:

Non-controlling interests €20,000 €16,000

Capital stock (no par) €267,000 €267,000

Retained earnings 138,000 138,000

Total equity €425,000 €421,000

Total liabilities and shareholders’ equity €690,000 €686,000

 6.4.3.     Non-controlling (Minority) Interests: Income Statement 
 On the income statement, non-controlling (minority) interests are presented as a line item 
refl ecting the allocation of profi t or loss for the period. Intercompany transactions, if any, are 
eliminated in full. 

 Using assumed data consistent with the facts in  Example 9 , the amounts included for the 
subsidiary in the consolidated income statements under IFRS and US GAAP are presented 
below: 

 Full 
Goodwill 

 Partial 
Goodwill 

Sales €250,000 €250,000

Cost of goods sold 137,500 137,500

Interest expense 10,000 10,000

Depreciation expense 39,000 39,000

Income from continuing operations €63,500 €63,500

Non-controlling interest (10%) (6,350) (6,350)

Consolidated net income to parent’s shareholders €57,150 €57,150

 Income to the parent’s shareholders is €57,150 using either method. Th is is because the 
fair value of the PP&E is allocated to non-controlling shareholders as well as to the con-
trolling shareholders under the full goodwill and the partial goodwill methods. Th erefore, the 
non-controlling interests will share in the adjustment for excess depreciation resulting from 
the €60,000 increase in PP&E. Because depreciation expense is the same under both methods, 
it results in identical net income to all shareholders, whichever method is used to recognize 
goodwill and to measure the non-controlling interest. 

 Although net income to parent’s shareholders is the same, the impact on ratios would be 
diff erent because total assets and stockholders’ equity would diff er. 

     Impact on Ratios 

 Full Goodwill (%)  Partial Goodwill (%) 

Return on assets  8.28  8.33

Return on equity 13.45 13.57

(Continued)
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 Over time, the value of the subsidiary will change as a result of net income and changes 
in equity. As a result, the value of the non-controlling interest on the parent’s consolidated 
balance sheet will also change.   

 6.4.4.     Goodwill Impairment 
 Although goodwill is not amortized, it must be tested for impairment at least annually or more 
frequently if events or changes in circumstances indicate that it might be impaired. If it is prob-
able that some or all of the goodwill will not be recovered through the profi table operations 
of the combined entity, it should be partially or fully written off  by charging it to an expense. 
Once written down, goodwill cannot be later restored. 

 IFRS and US GAAP diff er on the defi nition of the levels at which goodwill is assigned and 
how goodwill is tested for impairment. 

 Under IFRS, at the time of acquisition, the total amount of goodwill recognized is al-
located to each of the acquirer’s cash-generating units that will benefi t from the expected 
synergies resulting from the combination with the target. A cash-generating unit represents 
the lowest level within the combined entity at which goodwill is monitored for impairment 
purposes.  27    Goodwill impairment testing is then conducted under a one-step approach. Th e 
recoverable amount of a cash-generating unit is calculated and compared with the carrying 
value of the cash-generating unit.  28   

 An impairment loss is recognized if the recoverable amount of the cash-generating unit 
is less than its carrying value. Th e impairment loss (the diff erence between these two amounts) 
is fi rst applied to the goodwill that has been allocated to the cash-generating unit. Once this 
has been reduced to zero, the remaining amount of the loss is then allocated to all of the other 
non-cash assets in the unit on a pro rata basis. 

 Under US GAAP, at the time of acquisition, the total amount of goodwill recognized is 
allocated to each of the acquirer’s reporting units. A reporting unit is an operating segment or 
component of an operating segment that is one level below the operating segment as a whole. 
Goodwill impairment testing is then conducted under a two-step approach: identifi cation of 
impairment and then measurement of the loss. First, the carrying amount of the reporting 
unit (including goodwill) is compared to its fair value. If the carrying value of the reporting 
unit exceeds its fair value, potential impairment has been identifi ed. Th e second step is then 
performed to measure the amount of the impairment loss. Th e amount of the impairment loss 
is the diff erence between the implied fair value of the reporting unit’s goodwill and its carrying 
amount. Th e implied fair value of goodwill is determined in the same manner as in a business 
combination (it is the diff erence between the fair value of the reporting unit and the fair value 
of the reporting unit’s assets and liabilities). Th e impairment loss is applied to the goodwill 
that has been allocated to the reporting unit. After the goodwill of the reporting unit has been 

  27    A cash-generating unit is the smallest identifi able group of assets that generates cash infl ows that are 
largely independent of the cash infl ows from other assets or groups of assets. 
  28    Th e recoverable amount of a cash-generating unit is the higher of net selling price (i.e., fair value 
less costs to sell) and its value in use. Value in use is the present value of the future cash fl ows expected 
to be derived from the cash-generating unit. Th e carrying value of a cash-generating unit is equal to 
the carrying value of the unit’s assets and liabilities including the goodwill that has been allocated to 
that unit. 
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eliminated, no other adjustments are made automatically to the carrying values of any of the 
reporting unit’s other assets or liabilities. However, it may be prudent to test other asset values 
for recoverability and possible impairment. 

 Under both IFRS and US GAAP, the impairment loss is recorded as a separate line item 
in the consolidated income statement.      

 EXAMPLE 10    Goodwill Impairment: IFRS 

 Th e cash-generating unit of a French company has a carrying value of €1,400,000, which 
includes €300,000 of allocated goodwill. Th e recoverable amount of the cash-generating 
unit is determined to be €1,300,000, and the estimated fair value of its identifi able net 
assets is €1,200,000. Calculate the impairment loss.  

 Solution: 

Recoverable amount of unit €1,300,000

Carrying amount of unit 1,400,000

Impairment loss €100,000

 Th e impairment loss of €100,000 is reported on the income statement, and the goodwill 
allocated to the cash-generating unit would be reduced by €100,000 to €200,000. 

 If the recoverable amount of the cash-generating unit had been €800,000 instead 
of €1,300,000, the impairment loss recognized would be €600,000. Th is would fi rst be 
absorbed by the goodwill allocated to the unit (€300,000). Once this has been reduced 
to zero, the remaining amount of the impairment loss (€300,000) would then be allo-
cated on a pro rata basis to the other non-cash assets within the unit.   

 EXAMPLE 11    Goodwill Impairment: US GAAP 

 A reporting unit of a US corporation (e.g., a division) has a fair value of $1,300,000 
and a carrying value of $1,400,000 that includes recorded goodwill of $300,000. Th e 
estimated fair value of the identifi able net assets of the reporting unit at the impairment 
test date is $1,200,000. Calculate the impairment loss.  

 Solution:  

 Step 1 – Determination of an Impairment Loss 
 Because the fair value of the reporting unit is less than its carrying book value, a poten-
tial impairment loss has been identifi ed. 

 Fair value of unit: $1,300,000 < $1,400,000   
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 6.5.     Financial Statement Presentation Subsequent to the Business Combination 

 Th e presentation of consolidated fi nancial statements is similar under IFRS and US GAAP. 
For example, selected fi nancial statements for GlaxoSmithKline are shown in  Exhibits 8  and  9 . 
GlaxoSmithKline is a leading pharmaceutical company headquartered in the United Kingdom. 

 Th e consolidated balance sheet in  Exhibit 8  combines the operations of GlaxoSmithKline 
and its subsidiaries. Th e analyst can observe that in 2011 GlaxoSmithKline had investments in 
fi nancial assets (other investments of £590,000,000 and liquid investments of £184,000,000), 
and investments in associates and joint ventures of £560,000,000. In 2011 GlaxoSmithKline 
acquired 100% interests in four companies. Th e increase in goodwill on the balance sheet 
refl ects the fact that GlaxoSmithKline paid an amount in excess of the fair value of the iden-
tifi able net assets in these acquisitions. Th e analyst can also note that GlaxoSmithKline is 
the parent company in a less than 100% acquisition. Th e minority interest of £795,000,000 
in the equity section is the portion of the combined entity that accrues to non-controlling 
shareholders. 

    EXHIBIT 8       GlaxoSmithKline Consolidated Balance Sheet at 31 December 2011 

 Notes  2011 £m  2010 £m 

 Non-current assets 

Property, plant and equipment 17  8,748 9,045

Goodwill 18  3,754 3,606

Other intangible assets 19  7,802 8,532

Investments in associates and joint ventures 20  560 1,081

Other investments 21  590 711

Deferred tax assets 14  2 ,849 2,566

 Step 2 – Measurement of the Impairment Loss  

Fair value of reporting unit $1,300,000

Less: net assets 1,200,000

Implied goodwill $100,000

 

Current carrying value of goodwill $300,000

Less: implied goodwill 100,000

Impairment loss $200,000

 Th e impairment loss of $200,000 is reported on the income statement, and the goodwill 
allocated to the reporting unit would be reduced by $200,000 to $100,000. 

 If the fair value of the reporting unit and its net assets were $800,000 (instead 
of $1,300,000), the implied goodwill would be a negative $400,000. In this case, the 
maximum amount of the impairment loss recognized would be $300,000, the carrying 
amount of goodwill.    

(continued)
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 Notes  2011 £m  2010 £m 

Derivative fi nancial instruments 41  85 97
Other non-current assets 22  525 556
Total non-current assets  24,913 26,194
 Current assets 
Inventories 23  3,873 3,837
Current tax recoverable 14  85 56
Trade and other receivables 24  5,576 5,793
Derivative fi nancial instruments 41  70 93
Liquid investments 32  184 184
Cash and cash equivalents 25  5,714 6,057
Assets held for sale 26  665 16
Total current assets  16,167 16,036
Total assets  41,080 42,230
 Current liabilities 
Short-term borrowings 32  (2,698 ) (291)
Trade and other payables 27  (7,359 ) (6,888)
Derivative fi nancial instruments 41  (175 ) (188)
Current tax payable 14  (1,643 ) (1,047)
Short-term provisions 29  (3,135 ) (4,380)
Total current liabilities  (15,010 ) (12,794)
 Non-current liabilities 
Long-term borrowings 32  (12,203 ) (14,809)
Deferred tax liabilities 14  (822 ) (707)
Pensions and other post-employment 
benefi ts 28  (3,091 ) (2,672)
Other provisions 29  (499 ) (904)
Derivative fi nancial instruments 41  (2 ) (5)
Other non-current liabilities 30  (626 ) (594)
Total non-current liabilities  (17,243 ) (19,691)
Total liabilities  (32,253 ) (32,485)
Net assets  8,827 9,745
 Equity 
Share capital 33  1,387 1,418
Share premium account 33  1,673 1,428
Retained earnings 34  3,370 4,779
Other reserves 34  1,602 1,262
Shareholders’ equity  8,032 8,887
Non-controlling interests  795 858
Total equity  8,827 9,745

EXHIBIT 8 (Continued)
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 Th e consolidated income statement for GlaxoSmithKline is presented in  Exhibit 9 . IFRS 
and US GAAP have similar formats for consolidated income statements. Each line item (e.g., 
turnover [sales], cost of sales, etc.) includes 100% of the parent and the subsidiary transac-
tions after eliminating any upstream (subsidiary sells to parent) or downstream (parent sells 
to subsidiary) intercompany transactions. Th e portion of income accruing to non-controlling 
shareholders is presented as a separate line item on the consolidated income statement. Note 
that net income would be the same under IFRS and US GAAP.  29    Th e analyst will need to make 
adjustments for any analysis comparing specifi c line items that might diff er between IFRS and 
US GAAP. 

    EXHIBIT 9       GlaxoSmithKline Consolidated Income Statement for the Year Ended 31 December 2011 

 Notes 

 Results before Major 
Restructuring Business 

Performance   £m 

 Major 
Restructuring  

    £m 

 2011  2010  2009 

 Total  
 £m  £m  £m 

Turnover 6 27,387 —  27,387 28,392 28,368

Cost of sales (7,259) (73)  (7,332 ) (7,592) (7,380)

Gross profi t 20,128 (73)  20,055 20,800 20,988

Selling, general and 
administration (8,429) (397)  (8,826 ) (13,053) (9,592)

Research and 
development (3,912) (97)  (4,009 ) (4,457) (4,106)

Other operating 
income 8 610 (23)  587 493 1,135

 Operating profi t 9 8,397 (590)  7,807 3,783 8,425

 

Finance income 11 90 —  90 116 70

Finance costs 12 (797) (2)  (799 ) (831) (783)

Profi t on disposal 
of interests in 
associates 585  585 8 115

Share of after tax 
profi ts of associates 
and joint ventures 13 15 —  15 81 64

 Profi t before 
taxation 8,290 (592)  7,698 3,157 7,891

Taxation 14 (2,354) 114  (2,240 ) (1,304) (2,222)

 Profi t after taxation 
for the year 5,936 (478)  5,458 1,853 5,669

Profi t attributable 
to non-controlling 
interests 197 —  197 219 138

  29    It is possible, however, for diff erences to arise through the application of diff erent accounting rules 
(e.g., valuation of fi xed assets). 

(continued)
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 Notes 

 Results before Major 
Restructuring Business 

Performance   £m 

 Major 
Restructuring  

    £m 

 2011  2010  2009 

 Total  
 £m  £m  £m 

Profi t attributable to 
shareholders 5,739 (478)  5,261 1,634 5,531

5,936 (478)  5,458 1,853 5,669

Basic earnings per 
share (pence) 15  104.6p 32.1p 109.1p

Diluted earnings per 
share (pence) 15  103.2p 31.9p 108.2p

 6.6.     Variable Interest and Special Purpose Entities 

 Special purpose entities (SPEs) are enterprises that are created to accommodate specifi c needs 
of the sponsoring entity.  30    Th e sponsoring entity (on whose behalf the SPE is created) fre-
quently transfers assets to the SPE, obtains the right to use assets held by the SPE, or performs 
services for the SPE, while other parties (capital providers) provide funding to the SPE. SPEs 
can be a legitimate fi nancing mechanism for a company to segregate certain activities and 
thereby reduce risk. SPEs may take the form of a limited liability company (corporation), 
trust, partnership, or unincorporated entity. Th ey are often created with legal arrangements 
that impose strict and sometimes permanent limits on the decision-making powers of their 
governing board or management. 

 Benefi cial interest in an SPE may take the form of a debt instrument, an equity instru-
ment, a participation right, or a residual interest in a lease. Some benefi cial interests may sim-
ply provide the holder with a fi xed or stated rate of return, while benefi cial interests give the 
holder the rights or the access to future economic benefi ts of the SPE’s activities. In most cases, 
the creator/sponsor of the entity retains a signifi cant benefi cial interest in the SPE even though 
it may own little or none of the SPE’s voting equity. 

 In the past, sponsors were able to avoid consolidating SPEs on their fi nancial statements 
because they did not have “control” (i.e., own a majority of the voting interest) of the SPE. 
SPEs were structured so that the sponsoring company had fi nancial control over their assets 
or operating activities, while third parties held the majority of the voting interest in the SPE. 

 Th ese outside equity participants often funded their investments in the SPE with debt 
that was either directly or indirectly guaranteed by the sponsoring companies. Th e spon-
soring companies, in turn, were able to avoid the disclosure of many of these guarantees as 
well as their economic signifi cance. In addition, many sponsoring companies created SPEs 
to facilitate the transfer of assets and liabilities from their own balance sheets. As a result, 
they were able to recognize large amounts of revenue and gains, because these transactions 
were accounted for as sales. By avoiding consolidation, sponsoring companies did not have 
to report the assets and the liabilities of the SPE; fi nancial performance as measured by the 
unconsolidated fi nancial statements was potentially misleading. Th e benefi t to the sponsoring 

EXHIBIT 9 (Continued)

  30    Th e term “special purpose entity” is used by IFRS and “variable interest entity” and “special purpose 
entity” is used by US GAAP. 
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company was improved asset turnover, lower operating and fi nancial leverage metrics, and 
higher profi tability. 

 Enron, for example, used SPEs to obtain off -balance sheet fi nancing and artifi cially im-
prove its fi nancial performance. Its subsequent collapse was partly attributable to its guarantee 
of the debt of the SPEs it had created. 

 To address the accounting issues arising from the misuse and abuse of SPEs, the IASB and 
the FASB have worked to improve the consolidation models to take into account fi nancial ar-
rangements where parties other than the holders of the majority of the voting interests exercise 
fi nancial control over another entity. IFRS 10,  Consolidated Financial Statements , revised the 
defi nition of control to encompass many special purpose entities. Th is standard is eff ective for 
annual periods beginning on or after 1 January 2013, with early application permitted. Special 
purpose entities involved in a structured fi nancial transaction will require an evaluation of the 
purpose, design, and risks. 

 In developing new accounting standards to address this consolidation issue, the FASB 
used the more general term variable interest entity (VIE) to more broadly defi ne an entity that 
is fi nancially controlled by one or more parties that do not hold a majority voting interest. 
Th erefore, under US GAAP, a VIE includes other entities besides SPEs. FASB ASC Topic 810 
[ Consolidation ] provides guidance for US GAAP, which classifi es special purpose entities as 
variable interest entities if: 

   1  .     total equity at risk is insuffi  cient to fi nance activities without fi nancial support from other 
parties, or  

   2  .     equity investors lack any one of the following:  
  a  .     the ability to make decisions;  
  b  .     the obligation to absorb losses; or  
  c  .     the right to receive returns.     

  Common examples of variable interests are entities created to lease real estate or other prop-
erty, entities created for the securitization of fi nancial assets, or entities created for R&D 
activity. 

 Under FASB ASC Topic 810 [ Consolidation ], the primary benefi ciary of a VIE must con-
solidate it as its subsidiary regardless of how much of an equity investment it has in the VIE. 
Th e primary benefi ciary (which is often the sponsor) is the entity that is expected to absorb the 
majority of the VIE’s expected losses, receive the majority of the VIE’s residual returns, or both. 
If one entity will absorb a majority of the VIE’s expected losses and another unrelated entity 
will receive a majority of the VIE’s expected residual returns, the entity absorbing a majority 
of the losses must consolidate the VIE. If there are non-controlling interests in the VIE, these 
would also be shown in the consolidated balance sheet and consolidated income statement of 
the primary benefi ciary.  

 6.6.1     Illustration o f  an SPE for a Leased Asset 
 Consider the situation in which a sponsoring company creates a special purpose entity with 
minimal and independent third party equity. Th e SPE borrows from the debt market and 
acquires or constructs an asset. Th e asset may be acquired from the sponsoring company 
or from an outside source. Th e sponsoring company then leases the asset, and the cash 
fl ow from lease payments is used to repay the debt and provide a return to equity holders. 
Because the asset is pledged as collateral, risk is reduced and a lower interest rate may be 
off ered by the fi nancing organization. In addition, because equity investors are not exposed 
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 EXAMPLE 12    Receivables Securitization 

 Odena, a (fi ctional) Italian auto manufacturer, wants to raise €55M in capital by bor-
rowing against its fi nancial receivables. To accomplish this objective, Odena can choose 
between two alternatives:  

  Alternative 1     Borrow directly against the receivables; or  
  Alternative 2     Create a special purpose entity, invest €5M in the SPE, have the 

SPE borrow €55M, and then use the funds to purchase €60M of 
receivables from Odena.   

 Using the fi nancial statement information provided below, describe the eff ect of 
each alternative on Odena, assuming that Odena meets the defi nition of control and 
will consolidate the SPE. 

to all the business risks of the sponsoring company but only those of the restricted SPE, they 
may be more willing to invest in this relatively safe investment. Th e sponsor retains the risk 
of default and receives the benefi ts of ownership of the leased asset through a residual value 
guarantee. Under these conditions, the sponsor is the primary benefi ciary and consolidates 
the SPE.    

 6.6.2.     Securitization of Assets 
  Example 12  shows the eff ects of securitizing assets on companies’ balance sheets.     

Sponsor
Country

SPE

Assets Are Leased to Sponsor

Sponsor makes cash lease
payments used to pay off debt

SPE Leases Asset
to Sponsor

SPE borrows from debt
market and builds or

acquires an asset

   EXHIBIT 10       Special Purpose Entity    
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     Odena Balance Sheet 

Cash €30,000,000

Accounts receivable 60,000,000

Other assets 40,000,000

   Total assets €130,000,000

Current liabilities €27,000,000

Non-current liabilities 20,000,000

   Total liabilities €47,000,000

Shareholder equity €83,000,000

   Total liabilities and equity €130,000,000

 Alternative 1:   Odena’s cash will increase by €55M (to €85M) and its debt will increase 
by €55M (to €75M). Its sales and net income will not change. 

     Odena: Alternative 1 Balance Sheet 

Cash €85,000,000

Accounts receivable 60,000,000

Other assets 40,000,000

   Total assets €185,000,000

Current liabilities €27,000,000

Non-current liabilities 75,000,000

   Total liabilities €102,000,000

Shareholder equity €83,000,000

   Total liabilities and equity €185,000,000

 Alternative 2:   Odena’s accounts receivable will decrease by €60M and its cash will in-
crease by €55 (it invests €5M in cash in the SPE). However, if Odena is able to sell the 
receivables to the SPE for more than their carrying value (for example, €65), it would 
also report a gain on the sale in its profi t and loss. Equally important, the SPE may be 
able to borrow the funds at a lower rate than Odena, since they are bankruptcy remote 
from Odena (i.e., out of reach of Odena’s creditors), and the lenders to the SPE are the 
claimants on its assets (i.e., the purchased receivables). 

     SPE Balance Sheet 

Accounts receivable €60,000,000

   Total assets €60,000,000

Long-term debt €55,000,000

Equity 5,000,000

   Total liabilities and equity €60,000,000
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 Because Odena consolidates the SPE, its fi nancial balance sheet would look like the 
following: 

     Odena: Alternative 2 Consolidated Balance Sheet 

Cash €85,000,000

Accounts receivable 60,000,000

Other assets 40,000,000

   Total assets €185,000,000

Current liabilities €27,000,000

Non-current liabilities 75,000,000

   Total liabilities €102,000,000

Shareholder equity €83,000,000

   Total liabilities and equity €185,000,000

 Th erefore, the consolidated balance sheet of Odena would look exactly the same as if it 
borrowed directly against the receivables. In addition, as a result of the consolidation, 
the transfer (sale) of the receivables to the SPE would be reversed along with any gain 
Odena recognized on the sale.   

 6.7.     Additional Issues in Business Combinations Th at Impair Comparability 

 Accounting for business combinations is a complex topic. In addition to the basics covered so 
far in this chapter, we briefl y mention some of the more common issues that impair compara-
bility between IFRS and US GAAP.  

 6.7.1.     Contingent Assets and Liabilities 
 Under IFRS, the cost of an acquisition is allocated to the fair value of assets, liabilities, 
and contingent liabilities. Contingent liabilities are recorded separately as part of the cost 
allocation process, provided that their fair values can be measured reliably. Subsequently, 
the contingent liability is measured at the higher of the amount initially recognized or 
the best estimate of the amount required to settle. Contingent assets are not recognized 
under IFRS. 

 Under US GAAP, contractual contingent assets and liabilities are recognized and recorded 
at their fair values at the time of acquisition. Non-contractual contingent assets and liabilities 
must also be recognized and recorded only if it is “more likely than not” they meet the defi -
nition of an asset or a liability at the acquisition date. Subsequently, a contingent liability is 
measured at the higher of the amount initially recognized or the best estimate of the amount 
of the loss. A contingent asset, however, is measured at the lower of the acquisition date fair 
value or the best estimate of the future settlement amount.   

 6.7.2.     Contingent Consideration 
 Contingent consideration may be negotiated as part of the acquisition price. For exam-
ple, the acquiring company (parent) may agree to pay additional money to the acquiree’s 
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(subsidiary’s) former shareholders if certain agreed upon events occur. Th ese can include 
achieving specifi ed sales or profi t levels for the acquiree and/or the combined entity. Under 
both IFRS and US GAAP, contingent consideration is initially measured at fair value. IFRS 
and US GAAP classify contingent consideration as an asset, liability, or equity. In subse-
quent periods, changes in the fair value of liabilities (and assets, in the case of US GAAP) 
are recognized in the consolidated income statement. Both IFRS and US GAAP do not 
remeasure equity classifi ed contingent consideration; instead, settlement is accounted for 
within equity.   

 6.7.3.     In-Process R&D 
 IFRS and US GAAP recognize in-process research and development acquired in a business 
combination as a separate intangible asset and measure it at fair value (if it can be measured 
reliably). In subsequent periods, this research and development is subject to amortization if 
successfully completed (a marketable product results) or to impairment if no product results 
or if the product is not technically and/or fi nancially viable.   

 6.7.4.     Restructuring Costs 
 IFRS and US GAAP do not recognize restructuring costs that are associated with the business 
combination as part of the cost of the acquisition. Instead, they are recognized as an expense 
in the periods the restructuring costs are incurred.     

 7. SUMMARY 

 Intercompany investments play a signifi cant role in business activities and create signifi cant 
challenges for the analyst in assessing company performance. Investments in other companies 
can take fi ve basic forms: investments in fi nancial assets, investments in associates, joint ven-
tures, business combinations, and investments in special purpose and variable interest entities. 
Key concepts are as follows:  

•    Investments in fi nancial assets are those in which the investor has no signifi cant infl uence. 
Th ey can be measured and reported as  
•    Fair value through profi t or loss.  
•    Fair value through other comprehensive income.  
•    Amortized cost.   
 IFRS and US GAAP treat investments in fi nancial assets in a similar manner.  

•    Investments in associates and joint ventures are those in which the investor has signifi cant 
infl uence, but not control, over the investee’s business activities. Because the investor can 
exert signifi cant infl uence over fi nancial and operating policy decisions, IFRS and US GAAP 
require the equity method of accounting because it provides a more objective basis for re-
porting investment income.  

•    Th e equity method requires the investor to recognize income as earned rather than when 
dividends are received.  

•    Th e equity investment is carried at cost, plus its share of post-acquisition income (after ad-
justments) less dividends received.  

•    Th e equity investment is reported as a single line item on the balance sheet and on the in-
come statement.    
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•    Current IFRS and US GAAP accounting standards require the use of the acquisition method 
to account for business combinations. Fair value of the consideration given is the appropri-
ate measurement for identifi able assets and liabilities acquired in the business combination.  

•    Goodwill is the diff erence between the acquisition value and the fair value of the target’s 
identifi able net tangible and intangible assets. Because it is considered to have an indefi nite 
life, it is not amortized. Instead, it is evaluated at least annually for impairment. Impairment 
losses are reported on the income statement. IFRS uses a one-step approach to determine 
and measure the impairment loss, whereas US GAAP uses a two-step approach.  

•    If the acquiring company acquires less than 100%, non-controlling (minority) shareholders’ 
interests are reported on the consolidated fi nancial statements. IFRS allows the non-controlling 
interest to be measured at either its fair value (full goodwill) or at the non-controlling inter-
est’s proportionate share of the acquiree’s identifi able net assets (partial goodwill). US GAAP 
requires the non-controlling interest to be measured at fair value (full goodwill).  

•    Consolidated fi nancial statements are prepared in each reporting period.  
•    Special purpose (SPEs) and variable interest entities (VIEs) are required to be consolidated 

by the entity which is expected to absorb the majority of the expected losses or receive the 
majority of expected residual benefi ts.    

                                   PROBLEMS       

  Th e following information relates to Questions 1–6 

 Cinnamon, Inc. is a diversifi ed manufacturing company headquartered in the United King-
dom. It complies with IFRS. In 2009, Cinnamon held a 19 percent passive equity ownership 
interest in Cambridge Processing that was classifi ed as available-for-sale. During the year, the 
value of this investment rose by £2 million. In December 2009, Cinnamon announced that 
it would be increasing its ownership interest to 50 percent eff ective 1 January 2010 through a 
cash purchase. Cinnamon and Cambridge have no intercompany transactions. 

 Peter Lubbock, an analyst following both Cinnamon and Cambridge, is curious how the 
increased stake will aff ect Cinnamon’s consolidated fi nancial statements. He asks Cinnamon’s 
CFO how the company will account for the investment, and is told that the decision has not 
yet been made. Lubbock decides to use his existing forecasts for both companies’ fi nancial 
statements to compare the outcomes of alternative accounting treatments. 

 Lubbock assembles abbreviated fi nancial statement data for Cinnamon (Exhibit 1) and 
Cambridge (Exhibit 2) for this purpose. 

    EXHIBIT 1       Selected Financial Statement Information for 
Cinnamon, Inc. (£ Millions) 

 Year ending 31 December  2009  2010* 

Revenue 1,400 1,575

Operating income 126 142

Net income 62 69

 31 December  2009  2010* 

Total assets 1,170 1,317

Shareholders’ equity 616 685

 *Estimates made prior to announcement of increased stake in Cambridge.   
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    EXHIBIT 2       Selected Financial Statement Information for 
Cambridge Processing (£ Millions) 

 Year ending 31 December  2009  2010* 

Revenue 1,000 1,100

Operating income 80 88

Net income 40 44

Dividends paid 20 22

 31 December  2009  2010* 

Total assets 800 836

Shareholders’ equity 440 462

 *Estimates made prior to announcement of increased stake by Cinnamon.    

   1  .     In 2009, Cinnamon’s earnings before taxes includes a contribution (in £ millions) from its 
investment in Cambridge Processing that is  closest  to:  
  A  .     £3.8.  
  B  .     £5.8.  
  C  .     £7.6.    

   2  .     In 2010, if Cinnamon is deemed to have control over Cambridge, it will  most likely  
account for its investment in Cambridge using:  
  A  .     the equity method.  
  B  .     the acquisition method.  
  C  .     proportionate consolidation.    

   3  .     At 31 December 2010, Cinnamon’s shareholders’ equity on its balance sheet would  most 
likely  be:  
  A  .     highest if Cinnamon is deemed to have control of Cambridge.  
  B  .     independent of the accounting method used for the investment in Cambridge.  
  C  .     highest if Cinnamon is deemed to have signifi cant infl uence over Cambridge.    

   4  .     In 2010, Cinnamon’s net profi t margin would be  highest  if:  
  A  .     it is deemed to have control of Cambridge.  
  B  .     it had not increased its stake in Cambridge.  
  C  .     it is deemed to have signifi cant infl uence over Cambridge.    

   5  .     At 31 December 2010, assuming control and recognition of goodwill, Cinnamon’s re-
ported debt to equity ratio will  most likely  be highest if it accounts for its investment in 
Cambridge using the:  
  A  .     equity method.  
  B  .     full goodwill method.  
  C  .     partial goodwill method.    

   6  .     Compared to Cinnamon’s operating margin in 2009, if it is deemed to have control of 
Cambridge, its operating margin in 2010 will  most likely  be:  
  A  .     lower.  
  B  .     higher.  
  C  .     the same.           
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  Th e following information relates to Questions 7–12 

 Zimt, AG is a consumer products manufacturer headquartered in Austria. It complies with 
IFRS. In 2009, Zimt held a 10 percent passive stake in Oxbow Limited that was classifi ed 
as held for trading securities. During the year, the value of this stake declined by €3 million. 
In December 2009, Zimt announced that it would be increasing its ownership to 50 percent 
eff ective 1 January 2010. 

 Franz Gelblum, an analyst following both Zimt and Oxbow, is curious how the increased 
stake will aff ect Zimt’s consolidated fi nancial statements. Because Gelblum is uncertain how 
the company will account for the increased stake, he uses his existing forecasts for both com-
panies’ fi nancial statements to compare various alternative outcomes. 

 Gelblum gathers abbreviated fi nancial statement data for Zimt (Exhibit 1) and Oxbow 
(Exhibit 2) for this purpose. 

    EXHIBIT 1       Selected Financial Statement Estimates for Zimt AG (€ Millions) 

 Year ending 31 December  2009  2010* 

Revenue 1,500 1,700

Operating income 135 153

Net income 66 75

 31 December  2009  2010* 

Total assets 1,254 1,421

Shareholders’ equity 660 735

 *Estimates made prior to announcement of increased stake in Oxbow.   

    EXHIBIT 2       Selected Financial Statement Estimates for Oxbow Limited (€ Millions) 

 Year ending 31 December  2009  2010* 

Revenue 1,200 1,350

Operating income 120 135

Net income 60 68

Dividends paid 20 22

 31 December  2009  2010* 

Total assets 1,200 1,283

Shareholders’ equity 660 706

 *Estimates made prior to announcement of increased stake by Zimt.    

   7  .     In 2009, Zimt’s earnings before taxes includes a contribution (in € millions) from its in-
vestment in Oxbow Limited  closest  to:  
  A  .     (€0.6) million.  
  B  .     (€1.0) million.  
  C  .     €2.0 million.    

   8  .     At 31 December 2010, Zimt’s total assets balance would  most likely  be:  
  A  .     highest if Zimt is deemed to have control of Oxbow.  
  B  .     highest if Zimt is deemed to have signifi cant infl uence over Oxbow.  
  C  .     unaff ected by the accounting method used for the investment in Oxbow.    
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   9  .     Based on Gelblum’s estimates, if Zimt is deemed to have signifi cant infl uence over Oxbow, 
its 2010 net income (in € millions) would be  closest  to:  
  A  .     €75.  
  B  .     €109.  
  C  .     €143.    

   10  .     Based on Gelblum’s estimates, if Zimt is deemed to have joint control of Oxbow, and 
Zimt uses the proportionate consolidation method, its 31 December 2010 total liabilities 
(in € millions) will  most likely  be  closest  to:  
  A  .     €686.  
  B  .     €975.  
  C  .     €1,263.    

   11  .     Based on Gelblum’s estimates, if Zimt is deemed to have control over Oxbow, its 2010 
consolidated sales (in € millions) will be  closest  to:  
  A  .     €1,700.  
  B  .     €2,375.  
  C  .     €3,050.    

   12  .     Based on Gelblum’s estimates, Zimt’s net income in 2010 will  most likely  be:  
  A  .     highest if Zimt is deemed to have control of Oxbow.  
  B  .     highest if Zimt is deemed to have signifi cant infl uence over Oxbow.  
  C  .     independent of the accounting method used for the investment in Oxbow.           

  Th e following information relates to Questions 13–18 

 Burton Howard, CFA, is an equity analyst with Maplewood Securities. Howard is preparing 
a research report on Confabulated Materials, SA, a publicly traded company based in France 
that complies with IFRS. As part of his analysis, Howard has assembled data gathered from 
the fi nancial statement footnotes of Confabulated’s 2009 Annual Report and from discussions 
with company management. Howard is concerned about the eff ect of this information on 
Confabulated’s future earnings. 

 Information about Confabulated’s investment portfolio for the years ended 31 December 
2008 and 2009 is presented in Exhibit 1. As part of his research, Howard is considering the 
possible eff ect on reported income of Confabulated’s accounting classifi cation for fi xed income 
investments. 

    EXHIBIT 1       Confabulated’s Investment Portfolio (€ Th ousands) 

 Characteristic  Bugle AG  Cathay Corp  Dumas SA 

Classifi cation Available-for-sale Held-to-maturity Held-to-maturity

Cost* €25,000 €40,000 €50,000

Market value, 31 December 2008 29,000 38,000 54,000

Market value, 31 December 2009 28,000 37,000 55,000

 *All securities were acquired at par value.   

 In addition, Confabulated’s annual report discusses a transaction under which receivables were 
securitized through a special purpose entity (SPE) for Confabulated’s benefi t.  
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   13  .     Th e balance sheet carrying value of Confabulated’s investment portfolio (in € thousands) 
at 31 December 2009 is  closest  to:  
  A  .     112,000.  
  B  .     115,000.  
  C  .     118,000.    

   14  .     Th e balance sheet carrying value of Confabulated’s investment portfolio at 31 December 
2009 would have been higher if which of the securities had been reclassifi ed as a held for 
trading security?  
  A  .     Bugle.  
  B  .     Cathay.  
  C  .     Dumas.    

   15  .     Compared to Confabulated’s reported interest income in 2009, if Dumas had been classi-
fi ed as available-for-sale, the interest income would have been:  
  A  .     lower.  
  B  .     the same.  
  C  .     higher.    

   16  .     Compared to Confabulated’s reported earnings before taxes in 2009, if Bugle had been 
classifi ed as a held for trading security, the earnings before taxes (in € thousands) would 
have been:  
  A  .     the same.  
  B  .     €1,000 lower.  
  C  .     €3,000 higher.    

   17  .     Confabulated’s reported interest income would be lower if the cost was the same but the 
par value (in € thousands) of:  
  A  .     Bugle was €28,000.  
  B  .     Cathay was €37,000.  
  C  .     Dumas was €55,000.    

   18  .     Confabulated’s special purpose entity is  most likely  to be:  
  A  .     held off -balance sheet.  
  B  .     consolidated on Confabulated’s fi nancial statements.  
  C  .     consolidated on Confabulated’s fi nancial statements only if it is a “qualifying SPE.”           

  Th e following information relates to Questions 19–24 

 BetterCare Hospitals, Inc. operates a chain of hospitals throughout the United States. Th e 
company has been expanding by acquiring local hospitals. Its largest acquisition, that of State-
wide Medical, was made in 2001 under the pooling of interests method. BetterCare complies 
with US GAAP. 

 BetterCare is currently forming a 50/50 joint venture with Supreme Healthcare under 
which the companies will share control of several hospitals. BetterCare plans to use the equity 
method to account for the joint venture. Supreme Healthcare complies with IFRS and will use 
the proportionate consolidation method to account for the joint venture. 

 Erik Ohalin is an equity analyst who covers both companies. He has estimated the joint 
venture’s fi nancial information for 2010 in order to prepare his estimates of each company’s 
earnings and fi nancial performance. Th is information is presented in Exhibit 1. 
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    EXHIBIT 1       Selected Financial Statement 
Forecasts for Joint Venture ($ Millions) 

 Year ending 31 December  2010 

Revenue 1,430

Operating income 128

Net income 62

 31 December  2010 

Total assets 1,500

Shareholders’ equity 740

 Supreme Healthcare recently announced it had formed a special purpose entity through 
which it plans to sell up to $100 million of its accounts receivable. Supreme Healthcare has 
no voting interest in the SPE, but it is expected to absorb any losses that it may incur. Ohalin 
wants to estimate the impact this will have on Supreme Healthcare’s consolidated fi nancial 
statements.  

   19  .     Compared to accounting principles currently in use, the pooling method BetterCare used 
for its Statewide Medical acquisition has  most likely  caused its reported:  
  A  .     revenue to be higher.  
  B  .     total equity to be lower.  
  C  .     total assets to be higher.    

   20  .     Based on Ohalin’s estimates, the amount of joint venture revenue (in $ millions) included 
on BetterCare’s consolidated 2010 fi nancial statements should be  closest  to:  
  A  .     $0.  
  B  .     $715.  
  C  .     $1,430.    

   21  .     Based on Ohalin’s estimates, the amount of joint venture net income included on the 
consolidated fi nancial statements of each venturer will  most likely  be:  
  A  .     higher for BetterCare.  
  B  .     higher for Supreme Healthcare.  
  C  .     the same for both BetterCare and Supreme Healthcare.    

   22  .     Based on Ohalin’s estimates, the amount of the joint venture’s 31 December 2010 total 
assets (in $ millions) that will be included on Supreme Healthcare’s consolidated fi nancial 
statements will be  closest  to:  
  A  .     $0.  
  B  .     $750.  
  C  .     $1,500.    

   23  .     Based on Ohalin’s estimates, the amount of joint venture shareholders’ equity at 
31 December 2010 included on the consolidated fi nancial statements of each venturer 
will  most likely  be:  
  A  .     higher for BetterCare.  
  B  .     higher for Supreme Healthcare.  
  C  .     the same for both BetterCare and Supreme Healthcare.    
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  24  .     If Supreme Healthcare sells its receivables to the SPE, its consolidated fi nancial results will 
 most likely  show:  
  A  .     a higher revenue for 2010.  
  B  .     the same cash balance at 31 December 2010.  
  C  .     the same accounts receivable balance at 31 December 2010.           

  Th e following information relates to Questions 25–30 

 Percy Byron, CFA, is an equity analyst with a UK-based investment fi rm. One fi rm Byron fol-
lows is NinMount PLC, a UK-based company. On 31 December 2008, NinMount paid £320 
million to purchase a 50 percent stake in Boswell Company. Th e excess of the purchase price 
over the fair value of Boswell’s net assets was attributable to previously unrecorded licenses. 
Th ese licenses were estimated to have an economic life of six years. Th e fair value of Boswell’s 
assets and liabilities other than licenses was equal to their recorded book values. NinMount 
and Boswell both use the pound sterling as their reporting currency and prepare their fi nancial 
statements in accordance with IFRS. 

 Byron is concerned whether the investment should aff ect his “buy” rating on NinMount 
common stock. He knows NinMount could choose one of several accounting methods to 
report the results of its investment, but NinMount has not announced which method it 
will use. Byron forecasts that both companies’ 2009 fi nancial results (excluding any merger 
accounting adjustments) will be identical to those of 2008. 

 NinMount’s and Boswell’s condensed income statements for the year ended 31 December 
2008, and condensed balance sheets at 31 December 2008, are presented in Exhibits 1 and 2, 
respectively. 

    EXHIBIT 1       NinMount PLC and Boswell Company Income Statements for the Year Ended 
31 December 2008 (£ millions) 

 NinMount  Boswell 

Net sales 950 510

Cost of goods sold (495) (305)

Selling expenses (50) (15)

Administrative expenses (136) (49)

Depreciation & amortization expense (102) (92)

Interest expense (42) (32)

   Income before taxes 125 17

Income tax expense (50) (7)

   Net income 75 10

    EXHIBIT 2       NinMount PLC and Boswell Company Balance Sheets at 31 December 2008 (£ millions) 

 NinMount  Boswell 

Cash 50 20

Receivables—net 70 45

Inventory 130 75

   Total current assets 250 140
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 NinMount  Boswell 

Property, plant, & equipment—net 1,570 930

Investment in Boswell 320 —

   Total assets 2,140 1,070

Current liabilities 110 90

Long-term debt 600 400

   Total liabilities 710 490

Common stock 850 535

Retained earnings 580 45

   Total equity 1,430 580

   Total liabilities and equity 2,140 1,070

  Note:  Balance sheets refl ect the purchase price paid by NinMount, but do not yet consider the impact of 
the accounting method choice.    

  25  .     NinMount’s current ratio on 31 December 2008  most likely  will be highest if the results of 
the acquisition are reported using:  
  A  .     the equity method.  
  B  .     consolidation with full goodwill.  
  C  .     consolidation with partial goodwill.    

   26  .     NinMount’s long-term debt to equity ratio on 31 December 2008  most likely  will be low-
est if the results of the acquisition are reported using:  
  A  .     the equity method.  
  B  .     consolidation with full goodwill.  
  C  .     consolidation with partial goodwill.    

   27  .     Based on Byron’s forecast, if NinMount deems it has acquired control of Boswell, Nin-
Mount’s consolidated 2009 depreciation and amortization expense (in £ millions) will be 
 closest  to:  
  A  .     102.  
  B  .     148.  
  C  .     204.    

   28  .     Based on Byron’s forecast, NinMount’s net profi t margin for 2009  most likely  will be high-
est if the results of the acquisition are reported using:  
  A  .     the equity method.  
  B  .     consolidation with full goodwill.  
  C  .     consolidation with partial goodwill.    

   29  .     Based on Byron’s forecast, NinMount’s 2009 return on beginning equity  most likely  will be 
the same under:  
  A  .     either of the consolidations, but diff erent under the equity method.  
  B  .     the equity method, consolidation with full goodwill, and consolidation with partial 

goodwill.  

EXHIBIT 2 (Continued)
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  C  .     none of the equity method, consolidation with full goodwill, or consolidation with 
partial goodwill.    

  30  .     Based on Byron’s forecast, NinMount’s 2009 total asset turnover ratio on beginning assets 
under the equity method is  most likely :  
  A  .     lower than if the results are reported using consolidation.  
  B  .     the same as if the results are reported using consolidation.  
  C  .     higher than if the results are reported using consolidation.          
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 CHAPTER   16   
 MULTINATIONAL 

OPERATIONS   
     Timothy S.     Doupnik   ,   PhD   

    Elaine     Henry   ,   CFA         

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         distinguish among presentation (reporting) currency, functional currency, and local currency;  
•         describe foreign currency transaction exposure, including accounting for and disclosures 

about foreign currency transaction gains and losses;  
•         analyze how changes in exchange rates aff ect the translated sales of the subsidiary and parent 

company;  
•         compare the current rate method and the temporal method, evaluate how each aff ects the 

parent company’s balance sheet and income statement, and determine which method is 
appropriate in various scenarios;  

•         calculate the translation eff ects and evaluate the translation of a subsidiary’s balance sheet 
and income statement into the parent company’s presentation currency;  

•         analyze how the current rate method and the temporal method aff ect fi nancial statements 
and ratios;  

•         analyze how alternative translation methods for subsidiaries operating in hyperinfl ationary 
economies aff ect fi nancial statements and ratios;  

•         describe how multinational operations aff ect a company’s eff ective tax rate;  
•         explain how changes in the components of sales aff ect earnings sustainability;  
•         analyze how currency fl uctuations potentially aff ect fi nancial results, given a company’s 

countries of operation.    
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 1. INTRODUCTION 

 According to the World Trade Organization, merchandise exports worldwide were nearly 
US$15 trillion in 2010.  1    Th e amount of worldwide merchandise exports in 2010 was more 
than twice the amount in 2003 (US$7.4 trillion) and more than four times the amount in 
1993 (US$3.7 trillion). Th e top fi ve exporting countries in 2010, in order, were China, the 
United States, Germany, Japan, and the Netherlands. In the United States alone, 293,131 
companies were identifi ed as exporters in 2010, but only 2.2% of those companies were large 
(more than 500 employees).  2    Th e vast majority of US companies with export activity were 
small or medium-sized entities. 

 Th e point illustrated by these statistics is that many companies engage in transactions that 
cross national borders. Th e parties to these transactions must agree on the currency in which 
to settle the transaction. Generally, this will be the currency of either the buyer or the seller. 
Exporters that receive payment in foreign currency and allow the purchaser time to pay must 
carry a foreign currency receivable on their books. Conversely, importers that agree to pay in 
foreign currency will have a foreign currency account payable. To be able to include them in 
the total amount of accounts receivable (payable) reported on the balance sheet, these foreign 
currency denominated accounts receivable (payable) must be translated into the currency in 
which the exporter (importer) keeps its books and presents fi nancial statements. 

 Th e prices at which foreign currencies can be purchased or sold are called foreign exchange 
rates. Because foreign exchange rates fl uctuate over time, the value of foreign currency payables 
and receivables also fl uctuates. Th e major accounting issue related to foreign currency transac-
tions is how to refl ect the changes in value for foreign currency payables and receivables in the 
fi nancial statements. 

 Many companies have operations located in foreign countries. For example, the Swiss 
food products company Nestlé SA reports that it has factories in 83 countries and a presence in 
almost every country in the world. US-based Procter & Gamble’s annual fi ling discloses more 
than 400 subsidiaries located in more than 80 countries around the world. Foreign subsidiaries 
are generally required to keep accounting records in the currency of the country in which they 
are located. To prepare consolidated fi nancial statements, the parent company must trans-
late the foreign currency fi nancial statements of its foreign subsidiaries into its own currency. 
Nestlé, for example, must translate the assets and liabilities its various foreign subsidiaries carry 
in foreign currency into Swiss francs to be able to consolidate those amounts with the Swiss 
franc assets and liabilities located in Switzerland. 

 A multinational company like Nestlé is likely to have two types of foreign currency activ-
ities that require special accounting treatment. Most multinationals (1) engage in transactions 
that are denominated in a foreign currency and (2) invest in foreign subsidiaries that keep 
their books in a foreign currency. To prepare consolidated fi nancial statements, a multinational 
company must translate the foreign currency amounts related to both types of international 
activities into the currency in which the company presents its fi nancial statements. 

 Th is chapter presents the accounting for foreign currency transactions and the trans-
lation of foreign currency fi nancial statements. Th e conceptual issues related to these 

  1    World Trade Organization,  International Trade Statistics 2011 , Table I4, page 21. 
  2    US Census Bureau, Department of Commerce.  A Profi le of US Importing and Exporting Companies, 
2009–2010.  Released 12 April 2012. 
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accounting topics are discussed, and the specifi c rules embodied in International Financial 
Reporting Standards (IFRS) and US GAAP are demonstrated through examples. Fortunate-
ly, diff erences between IFRS and US GAAP with respect to foreign currency translation 
issues are minimal. 

 Analysts need to understand the eff ects of foreign exchange rate fl uctuations on the fi nan-
cial statements of a multinational company and how a company’s fi nancial statements refl ect 
foreign currency gains and losses, whether realized or not.    

 2. FOREIGN CURRENCY TRANSACTIONS 

 When companies from diff erent countries agree to conduct business with one another, they 
must decide which currency will be used. For example, if a Mexican electronic components 
manufacturer agrees to sell goods to a customer in Finland, the two parties must agree whether 
the Finnish company will pay for the goods in Mexican pesos, euro, or perhaps even a third 
currency such as the US dollar. If the transaction is denominated in Mexican pesos, the Finnish 
company has a foreign currency transaction but the Mexican company does not. To account 
for the inventory being purchased and the account payable in Mexican pesos, the Finnish com-
pany must translate the Mexican peso amounts into euro using appropriate exchange rates. 
Although the Mexican company also has entered into an international transaction (an export 
sale), it does not have a foreign currency transaction and no translation is necessary. It simply 
records the sales revenue and account receivable in Mexican pesos, which is the currency in 
which it keeps its books and prepares fi nancial statements. 

 Th e currency in which fi nancial statement amounts are presented is known as the  pres-
entation currency . In most cases, a company’s presentation currency will be the currency of 
the country where the company is located. Finnish companies are required to keep accounting 
records and present fi nancial results in euro, US companies in US dollars, Chinese companies 
in Chinese yuan, and so on. 

 Another important concept in accounting for foreign currency activities is the  functional 
currency , which is the currency of the primary economic environment in which an entity op-
erates. Normally, the functional currency is the currency in which an entity primarily generates 
and expends cash. In most cases, an organization’s functional currency will be the same as its 
presentation currency. And, because most companies primarily generate and expend cash in 
the currency of the country where they are located, the functional and presentation currencies 
are most often the same as the  local currency  where the company operates. 

 Because the local currency generally is an entity’s functional currency, a multinational 
corporation with subsidiaries in a variety of diff erent countries is likely to have a variety of 
diff erent functional currencies. Th e Th ai subsidiary of a Japanese parent company, for exam-
ple, is likely to have the Th ai baht as its functional currency, whereas the Japanese parent’s 
functional currency is the Japanese yen. But in some cases, the foreign subsidiary could have 
the parent’s functional currency as its own. For example, prior to its 2011 acquisition of 
McAfee, Intel Corporation had determined that the US dollar was the functional curren-
cy for all of its signifi cant foreign subsidiaries. However, subsequent to the acquisition of 
McAfee, as stated in Intel Corporation’s 2011 Annual Report, Note 1: Basis of Presentation, 
“Certain of the operations acquired from McAfee have a functional currency other than the 
US dollar.” 

 By defi nition, a foreign currency is any currency other than a company’s functional cur-
rency, and  foreign currency transactions  are those denominated in a currency other than 
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the company’s functional currency. Foreign currency transactions occur when a company (1) 
makes an import purchase or an export sale that is denominated in a foreign currency or (2) 
borrows or lends funds where the amount to be repaid or received is denominated in a foreign 
currency. In each of these cases, the company has an asset or a liability denominated in a for-
eign currency.  

 2.1.     Foreign Currency Transaction Exposure to Foreign Exchange Risk 

 Assume that FinnCo, a Finland-based company, imports goods from Mexico in January under 
45-day credit terms, and the purchase is denominated in Mexican pesos. By deferring payment 
until April, FinnCo runs the risk that from the date the purchase is made until the date of pay-
ment, the value of the Mexican peso might increase relative to the euro. FinnCo would then 
need to spend more euro to settle its Mexican peso account payable. In this case, FinnCo is 
said to have an  exposure to foreign exchange risk . Specifi cally, FinnCo has a foreign currency 
 transaction exposure . Transaction exposure related to imports and exports can be summarized 
as follows:  

•     Import purchase . A transaction exposure arises when the importer is obligated to pay in 
foreign currency and is allowed to defer payment until sometime after the purchase date. 
Th e importer is exposed to the risk that from the purchase date until the payment date the 
foreign currency might increase in value, thereby increasing the amount of functional cur-
rency that must be spent to acquire enough foreign currency to settle the account payable.  

•     Export sale . A transaction exposure arises when the exporter agrees to be paid in foreign 
currency and allows payment to be made sometime after the purchase date. Th e exporter is 
exposed to the risk that from the purchase date until the payment date, the foreign currency 
might decrease in value, thereby decreasing the amount of functional currency into which 
the foreign currency can be converted when it is received.   

 Th e major issue in accounting for foreign currency transactions is how to account for the 
foreign currency risk—that is, how to refl ect in the fi nancial statements the change in value 
of the foreign currency asset or liability. Both IFRS and US GAAP require the change in the 
value of the foreign currency asset or liability resulting from a foreign currency transaction to 
be treated as a gain or loss reported on the income statement.  3     

 2.1.1.     Accounting for Foreign Currency Transactions with Settlement before Balance 
Sheet Date 
  Example 1  demonstrates FinnCo’s accounting, assuming that it purchased goods on account 
from a Mexican supplier that required payment in Mexican pesos, and that it made payment 
before the balance sheet date. Th e basic principle is that all transactions are recorded at the spot 
rate on the date of the transaction. Th e foreign currency risk on  transactions , therefore, arises 
only when the transaction date and the payment date are diff erent.    

  3    International standards are presented in International Accounting Standard (IAS) 21, “Th e Eff ects of 
Changes in Foreign Exchange Rates,” and US GAAP standards are presented in FASB ASC Topic 830, 
“Foreign Currency Matters.” 
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 EXAMPLE 1    Accounting for Foreign Currency Transactions 
with Settlement before the Balance Sheet Date 

 FinnCo purchases goods from its Mexican supplier on 1 November 20X1; the purchase 
price is 100,000 Mexican pesos. Credit terms allow payment in 45 days, and FinnCo 
makes payment of 100,000 pesos on 15 December 20X1. FinnCo’s functional and pre-
sentation currency is the euro. Spot exchange rates between the euro (EUR) and Mexi-
can peso (MXN) are as follows: 

1 November 20X1 MXN1 = EUR0.0684
15 December 20X1 MXN1 = EUR0.0703

 FinnCo’s fi scal year end is 31 December. How will FinnCo account for this foreign cur-
rency transaction, and what eff ect will it have on the 20X1 fi nancial statements?  

 Solution:   Th e euro value of the Mexican peso account payable on 1 November 20X1 
was EUR6,840 (MXN100,000 × EUR0.0684). FinnCo could have paid for its inven-
tory on 1 November by converting 6,840 euro into 100,000 Mexican pesos. Instead, 
the company purchases 100,000 Mexican pesos on 15 December 20X1, when the value 
of the peso has increased to EUR0.0703. Th us, FinnCo pays 7,030 euro to purchase 
100,000 Mexican pesos. Th e net result is a loss of 190 euro (EUR7,030 – EUR6,840). 

 Although the cash outfl ow to acquire the inventory is EUR7,030, the cost includ-
ed in the inventory account is only EUR6,840. Th is cost represents the amount that 
FinnCo could have paid if it had not waited 45 days to settle its account. By deferring 
payment, and because the Mexican peso increased in value between the transaction date 
and settlement date, FinnCo has to pay an additional 190 euro. Th e company will re-
port a foreign exchange loss of EUR190 in its net income in 20X1. Th is is a realized loss 
because FinnCo actually spent an additional 190 euro to purchase its inventory. Th e net 
eff ect on the fi nancial statements, in EUR, can be seen as follows: 

 Balance Sheet  Income Statement 

 Assets  = Liabilities + 
 Stockholders’ 

Equity 
 Revenues 
and Gains 

 Expenses 
and Losses 

Cash –7,030 Retained 
earnings

Foreign 
exchange lossInventory +6,840 –190 –190

–190

 2.1.2.     Accounting for Foreign Currency Transactions with Intervening Balance Sheet Dates 
 Another important issue related to the accounting for foreign currency transactions is what, if 
anything, should be done if a balance sheet date falls between the initial transaction date and 
the settlement date. For foreign currency transactions whose settlement dates fall in subse-
quent accounting periods, both IFRS and US GAAP require adjustments to refl ect intervening 
changes in currency exchange rates. Foreign currency transaction gains and losses are reported 
on the income statement, creating one of the few situations in which accounting rules allow, 
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indeed require, companies to include (recognize) a gain or loss in income before it has been 
realized. 

 Subsequent foreign currency transaction gains and losses are recognized from the balance 
sheet date through the date the transaction is settled. Adding together foreign currency trans-
action gains and losses for both accounting periods (transaction initiation to balance sheet 
date and balance sheet date to transaction settlement) produces an amount equal to the actual 
realized gain or loss on the foreign currency transaction.  

 EXAMPLE 2    Accounting for Foreign Currency Transaction with 
Intervening Balance Sheet Date 

 FinnCo sells goods to a customer in the United Kingdom for £10,000 on 15 November 
20X1, with payment to be received in British pounds on 15 January 20X2. FinnCo’s 
functional and presentation currency is the euro. Spot exchange rates between the euro 
(€) and British pound (£) are as follows: 

15 November 20X1 £1 = €1.460

31 December 20X1 £1 = €1.480

15 January 20X2 £1 = €1.475

 FinnCo’s fi scal year end is 31 December. How will FinnCo account for this foreign 
currency transaction, and what eff ect will it have on the 20X1 and 20X2 fi nancial state-
ments?  

 Solution:   Th e euro value of the British pound account receivable at each of the three 
relevant dates is determined as follows: 

 Account Receivable (£10,000) 

 Date € /£ Exchange Rate  Euro Value  Change in Euro Value 

15 Nov 20X1 €1.460 14,600 N/A

31 Dec 20X1 €1.480 14,800 + 200

15 Jan 20X2 €1.475 14,750 – 50

 A change in the euro value of the British pound receivable from 15 November to 
31 December would be recognized as a foreign currency transaction gain or loss on 
FinnCo’s 20X1 income statement. In this case, the increase in the value of the British 
pound results in a transaction gain of €200 [£10,000 × (€1.48 – €1.46)]. Note that the 
gain recognized in 20X1 income is unrealized, and remember that this is one of few 
situations in which companies include an unrealized gain in income. 

 Any change in the exchange rate between the euro and British pound that occurs 
from the balance sheet date (31 December 20X1) to the transaction settlement date 
(15  January 20X2) will also result in a foreign currency transaction gain or loss. In 
our example, the British pound weakened slightly against the euro during this period, 
resulting in an exchange rate of €1.475/ £1 on 15 January 20X2. Th e £10,000 account 
receivable now has a value of €14,750, which is a decrease of €50 from 31 December 
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 In  Example 2 , FinnCo’s British pound account receivable resulted in a net foreign cur-
rency transaction gain because the British pound strengthened (increased) in value between 
the transaction date and the settlement date. In this case, FinnCo has an asset exposure to 
foreign exchange risk. Th is asset exposure benefi ted the company because the foreign currency 
strengthened. If FinnCo instead had a British pound account payable, a liability exposure 
would have existed. Th e euro value of the British pound account payable would have increased 
as the British pound strengthened, and FinnCo would have recognized a foreign currency 
transaction loss as a result. 

 Whether a change in exchange rate results in a foreign currency transaction gain or loss 
(measured in local currency) depends on (1) the nature of the exposure to foreign exchange 
risk (asset or liability) and (2) the direction of change in the value of the foreign currency 
(strengthens or weakens). 

 Foreign Currency 

 Transaction  Type of Exposure  Strengthens  Weakens 

Export sale Asset (account receivable) Gain Loss

Import purchase Liability (account payable) Loss Gain

 A foreign currency receivable arising from an export sale creates an asset exposure to 
foreign exchange risk. If the foreign currency strengthens, the receivable increases in value 
in terms of the company’s functional currency and a foreign currency transaction gain arises. 
Th e company will be able to convert the foreign currency when received into more units of 
functional currency because the foreign currency has strengthened. Conversely, if the foreign 
currency weakens, the foreign currency receivable loses value in terms of the functional cur-
rency and a loss results. 

 A foreign currency payable resulting from an import purchase creates a liability exposure to 
foreign exchange risk. If the foreign currency strengthens, the payable increases in value in terms 
of the company’s functional currency and a foreign currency transaction loss arises. Th e compa-
ny must spend more units of functional currency to be able to settle the foreign currency liabil-
ity because the foreign currency has strengthened. Conversely, if the foreign currency weakens, 
the foreign currency payable loses value in terms of the functional currency and a gain exists.    

 2.2.     Analytical Issues 

 Both IFRS and US GAAP require foreign currency transaction gains and losses to be reported 
in net income (even if the gains and losses have not yet been realized), but neither standard 

20X1. FinnCo will recognize a foreign currency transaction loss on 15 January 20X2 of 
€50 that will be included in the company’s calculation of net income for the fi rst quarter 
of 20X2. 

 From the transaction date to the settlement date, the British pound has increased in 
value by €0.015 (€1.475 – €1.460), which generates a realized foreign currency trans-
action gain of €150. A gain of €200 was recognized in 20X1 and a loss of €50 is rec-
ognized in 20X2. Over the two-month period, the net gain recognized in the fi nancial 
statements is equal to the actual realized gain on the foreign currency transaction.   
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indicates where on the income statement these gains and losses should be placed. Th e two most 
common treatments are either (1) as a component of other operating income/expense or (2) as 
a component of non-operating income/expense, in some cases as a part of net fi nancing cost. 
Th e calculation of operating profi t margin is aff ected by where foreign currency transaction 
gains or losses are placed on the income statement.  

 EXAMPLE 3    Placement of Foreign Currency Transaction Gains/
Losses on the Income Statement—Eff ect on Operating Profi t 

 Assume that FinnCo had the following income statement information in both 20X1 
and 20X2, excluding a foreign currency transaction gain of €200 in 20X1 and a trans-
action loss of €50 in 20X2. 

 20X1  20X2 

Revenues €20,000 €20,000

Cost of goods sold 12,000 12,000

Other operating expenses, net 5,000 5,000

Non-operating expenses, net 1,200 1,200

 FinnCo is deciding between two alternatives for the treatment of foreign 
currency transaction gains and losses. Alternative 1 calls for the reporting of foreign 
currency transaction gains/losses as part of “Other operating expenses, net.” Under 
Alternative 2, the company would report this information as part of “Non-operating 
expenses, net.” 

 FinnCo’s fi scal year end is 31 December. How will Alternatives 1 and 2 aff ect the 
company’s gross profi t margin, operating profi t margin, and net profi t margin for 20X1? 
For 20X2?  

 Solution:   Remember that a gain would serve to reduce expenses, whereas a loss would 
increase expenses. 

 20X1—Transaction Gain of €200 

 Alternative 1  Alternative 2 

Revenues €20,000 €20,000

Cost of goods sold (12,000) (12,000)

Gross profi t 8,000 8,000

Other operating expenses, net (4,800) incl. gain (5,000)

Operating profi t 3,200 3,000

Non-operating expenses, net (1,200) (1,000) incl. gain

Net profi t €2,000 €2,000
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 Profi t margins in 20X1 under the two alternatives can be calculated as follows: 

 Alternative 1  Alternative 2 

Gross profi t margin €8,000/€20,000 = 40.0% €8,000/€20,000 = 40.0%

Operating profi t margin 3,200/20,000 = 16.0% 3,000/20,000 = 15.0%

Net profi t margin 2,000/20,000 = 10.0% 2,000/20,000 = 10.0%

 20X2—Transaction Loss of €50 

 Alternative 1  Alternative 2 

Revenues €20,000 €20,000

Cost of goods sold (12,000) (12,000)

Gross profi t 8,000 8,000

Other operating expenses, net (5,050) incl. loss (5,000)

Operating profi t 2,950 3,000

Non-operating expenses, net (1,200) (1,250) incl. loss

Net profi t €1,750 €1,750

 Profi t margins in 20X2 under the two alternatives can be calculated as follows: 

 Alternative 1  Alternative 2 

Gross profi t margin €8,000/€20,000 = 40.0% €8,000/€20,000 = 40.0%

Operating profi t margin 2,950/20,000 = 14.75% 3,000/20,000 = 15.0%

Net profi t margin 1,750/20,000 = 8.75% 1,750/20,000 = 8.75%

 Gross profi t and net profi t are unaff ected, but operating profi t diff ers under the 
two alternatives. In 20X1, the operating profi t margin is larger under Alternative 1, 
which includes the transaction gain as part of “Other operating expenses, net.” In 20X2, 
Alternative 1 results in a smaller operating profi t margin than Alternative 2. Alternative 
2 has the same operating profi t margin in both periods. Because exchange rates do not 
fl uctuate by the same amount or in the same direction from one accounting period to 
the next, Alternative 1 will cause greater volatility in operating profi t and operating 
profi t margin over time.   

 Because accounting standards do not provide guidance on the placement of foreign cur-
rency transaction gains and losses on the income statement, companies are free to choose 
among the alternatives. Two companies in the same industry could choose diff erent alter-
natives, which would distort the direct comparison of operating profi t and operating profi t 
margins between those companies. 

 A second issue that should be of interest to analysts relates to the fact that unrealized for-
eign currency transaction gains and losses are included in net income when the balance sheet 
date falls between the transaction and settlement dates. Th e implicit assumption underlying 
this accounting requirement is that the unrealized gain or loss as of the balance sheet date 
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refl ects the company’s ultimate net gain or loss. In reality, though, the ultimate net gain or loss 
may vary dramatically because of the possibility for changes in trend and volatility of currency 
prices. 

 Th is eff ect was seen in the previous hypothetical  Example 2  with FinnCo. Using given 
currency exchange rate data shows that the real-world eff ect can also be quite dramatic. Assume 
that a French company purchased goods from a Canadian supplier on 1 December 20X1, with 
payment of 100,000 Canadian dollars (C$) to be made on 15 May 20X2. Actual exchange 
rates between the Canadian dollar and euro (€) during the period 1 December 20X1 and 
15 May 20X2, the euro value of the Canadian dollar account payable, and the foreign currency 
transaction gain or loss are shown below: 

 Account Payable (C$100,000) 

 €/C$  € Value  Change in € Value (Gain/Loss) 

1 Dec X1 0.7285 72,850 N/A

31 Dec X1 0.7571 75,710 2,860 loss

31 Mar X2 0.7517 75,170 540 gain

15 May X2 0.7753 77,530 2,360 loss

 As the Canadian dollar strengthened against the euro in late 20X1, the French company 
would have recorded a foreign currency transaction loss of €2,860 in the fourth quarter of 
20X1. Th e Canadian dollar reversed course by weakening over the fi rst three months of 20X2, 
resulting in a transaction gain of €540 in the fi rst quarter, and then strengthened against the 
euro in the second quarter of 20X2, resulting in a transaction loss of €2,360. At the time pay-
ment is made on 15 May 20X2, the French company realizes a net foreign currency transaction 
loss of €4,680 (€77,530 – €72,850).   

 2.3.     Disclosures Related to Foreign Currency Transaction Gains and Losses 

 Because accounting rules allow companies to choose where they present foreign currency trans-
action gains and losses on the income statement, it is useful for companies to disclose both the 
amount of transaction gain or loss that is included in income and the presentation alternative 
they have selected. IFRS requires disclosure of “the amount of exchange diff erences recognized 
in profi t or loss,” and US GAAP requires disclosure of “the aggregate transaction gain or loss 
included in determining net income for the period,” but neither standard specifi cally requires 
disclosure of the line item in which these gains and losses are located. 

  Exhibit 1  provides disclosures from BASF AG’s 2011 annual report that the German 
company made related to foreign currency transaction gains and losses.  Exhibit 2  presents 
similar disclosures found in the Netherlands-based Heineken NV’s 2011 Annual Report. Both 
companies use IFRS to prepare their consolidated fi nancial statements. 

 BASF’s income statement in  Exhibit 1  does not include a separate line item for foreign 
currency gains and losses. From Note 6 in  Exhibit 1 , an analyst can determine that BASF has 
chosen to include “Income from foreign currency and hedging transactions” in “Other oper-
ating income.” Of the total amount of €2,008 million reported as “Other operating income” 
in 2011, €170 million is attributable to foreign currency and hedging transaction income. It 
is not possible to determine from BASF’s fi nancial statements whether or not these gains were 
realized in 2011, and any unrealized gain reported in 2011 income might or might not be 
realized in 2012. 
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 Note 7 in  Exhibit 1  indicates that “Expenses from foreign currency and hedging transac-
tions as well as market valuation” in 2011 were €399 million, making up 15% of Other oper-
ating expenses. Combining foreign currency transaction gains and losses results in a net loss of 
€229 million, which is equal to 2.55% of BASF’s “Income before taxes and minority interests.” 

    EXHIBIT 1      Excerpts from BASF AG’s 2011 Annual Report Related to Foreign 
Currency Transactions 

 Consolidated Statements of Income 
Million € 

 Explanation 
in Notes  2011  2010 

Sales (4) 73,497 63,873
Cost of sales (53,986) (45,310)
Gross profi t on sales  19,511  18,563 
Selling expenses (7,323) (6,700)
General and administrative expenses (1,315) (1,138)
Research and development expenses (1,605) (1,492)
Other operating income (6) 2,008 1,140
Other operating expenses (7) (2,690) (2,612)
Income from operations (4)  8,586  7,761 
  (detail omitted) 
Financial result (8)  384  (388 )
Income before taxes and minority interests  8,970  7,373 
Income taxes (9) (2,367) (2,299)
Income before minority interests  6,603  5,074 
Minority interests (10) (415) (517)
Net income  6,188  4,557 

  Notes:    
  1  .     Summary of Accounting Policies 

 Foreign currency transactions: Th e cost of assets acquired in foreign currencies and revenues 
from sales in foreign currencies are recorded at the exchange rate on the date of the transaction. 
Foreign currency receivables and liabilities are valued at the exchange rates on the balance 
sheet date.  

  6  .     Other Operating Income 

 

Million € 2011 2010
Reversal and adjustment of provisions 170 244
Revenue from miscellaneous revenue-generating activities 207 142
Income from foreign currency and hedging transactions 170 136
Income from the translation of financial statements in foreign currencies 42 76
Gains on the disposal of property, plant and equipment and divestitures 666 101
Reversals of impairments of property, plant and equipment — 40
Gains on the reversal of allowance for doubtful business-related receivables 77 36

676 365Other
2,008 1,140 

(continued)
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   Income from foreign currency and hedging transactions  concerned foreign currency transactions, the 
measurement at fair value of receivables and payables in foreign currencies, as well as currency 
derivatives and other hedging transactions.  

  7  .     Other Operating Expenses 

 

Million € 2011 2010
Restructuring measures 233 276

 Environmental protection and safety measures, costs of demolition
and removal, and planning expenses related to capital 
expenditures that are not subject to mandatory capitalization 203 98

Valuation adjustments on tangible and intangible assets 366 247
Costs from miscellaneous revenue-generating activities 220 180

Losses from the translation of the financial statements in 
foreign currencies 56 63

Oil and gas exploration expenses 184 190

Other 632 638
2,690 2,612

399 601
Expenses from foreign currency and hedging transactions as

well as market valuation

40 24
Losses from the disposal of property, plant and equipment

and divestitures

124 107
Expenses from additions to allowances for business-related

receivables
Expenses from the use of inventories measured at market value

and the derecognition of obsolete inventory 233 188

 

   Expenses from foreign currency and hedging transactions as well as market valuation  concern foreign cur-
rency translations of receivables and payables as well as changes in the fair value of currency derivatives 
and other hedging transactions.      

 In  Exhibit 2 , Heineken’s Note 2, Basis of Preparation, part (c) explicitly states that the 
euro is the company’s functional currency. Note 3(b) (i)  indicates that monetary assets and 
liabilities denominated in foreign currencies at the balance sheet date are translated to the 
functional currency and that foreign currency diff erences arising on the translation (i.e., 
translation gains and losses) are recognized on the income statement. Note 3(r) discloses 
that foreign currency gains and losses are included on a net basis in the other net fi nance 
income and expenses. Note 12, “Net fi nance income and expense,” shows that a net for-
eign exchange loss of €107 million existed in 2011 and a net gain of €61 million arose in 
2010. Th e net foreign currency transaction gain in 2010 amounted to 3.1% of Heineken’s 
profi t before income tax that year, and the net translation loss in 2011 represented 5.3% 
of the company’s profi t before income tax in that year. Note 12 also shows gains and losses 
related to changes in the fair value of derivatives, some of which related to foreign currency 
derivatives. 

EXHIBIT 1 (Continued)
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    EXHIBIT 2      Excerpts from Heineken NV’s 2011 Annual Report Related to Foreign Currency 
Transactions 

 Consolidated Income Statement for the Year Ended 
31 December in Millions of EUR  Note  2011  2010 

 Revenue 5  17,123  16,133 

 Other income 8  64  239 

Raw materials, consumables, and services 9 (10,966) (10,291)

Personnel expenses 10 (2,838) (2,665)

Amortization, depreciation, and impairments 11 (1,168) (1,118)

 Total expenses  (14,972 )  (14,074 )

 Results from operating activities  2,215  2,298 

Interest income 12 70 100

Interest expenses 12 (494) (590)

Other net fi nance income/(expenses) 12 (6) (19)

 Net fi nance expenses  (430 )  (509 )

Share of profi t of associates and joint ventures and 
impairments thereof (net of income tax) 16 240 193

 Profi t before income tax  2,025  1,982 

Income tax expenses 13 (465) (403)

 Profi t  1,560  1,579 

Attributable to:

Equity holders of the Company (net profi t) 1,430 1,447

Minority interest 130 132

 Profi t  1,560  1,579 

  Notes:     
  2  .     Basis of preparation  

  c  .     Functional and presentation currency 
 Th ese consolidated fi nancial statements are presented in euro, which is the Company’s function-
al currency. All fi nancial information presented in euro has been rounded to the nearest million 
unless stated otherwise.    

  3  .     Signifi cant accounting policies  
  b  .     Foreign currency  

    i  .   Foreign currency transactions 
 Transactions in foreign currencies are translated to the respective functional currencies of 
Heineken entities at the exchange rates at the dates of the transactions. Monetary assets 
and liabilities denominated in foreign currencies at the reporting date are retranslated to 
the functional currency at the exchange rate at that date. . . . Foreign currency diff erences 
arising on retranslation are recognised in profi t or loss, except for diff erences arising on 
the retranslation of available-for-sale (equity) investments and foreign currency diff erences 
arising on the retranslation of a fi nancial liability designated as a hedge of a net investment, 
which are recognised in other comprehensive income.  4       

  4    Note that this excerpt uses “retranslation” in the same way that “translation” is used throughout the rest 
of this chapter. Th e translation of currency for foreign subsidiaries will be covered in the next section. 

(continued)
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  r  .     Interest income, interest expenses and other net fi nance income and expenses       
  …Foreign currency gains and losses are reported on a net basis in the other net fi nance income 
and expenses.     

  12  .     Net fi nance income and expense 

 

Recognised in profit or loss

Interest income 70 100

Dividend income on available-for-sale investments 2 1
Dividend income on investments held for trading 11 7

Impairment losses on available-for-sale investments — (3)

2011 2010In millions of EUR

Interest expenses (494) (590)

Net gain/(loss) on disposal of available-for-sale investments 1 —
Net change in fair value of derivatives 96 (75)

(107) 61Net foreign exchange gain/(loss)

Unwinding discount on provisions (7) (7)
Other net financial income/(expenses) (2) (3)

Other net finance income/(expenses) (6) (19)
Net finance income/(expenses) (430) (509)      

 Disclosures related to foreign currency are commonly found both in the Management 
Discussion & Analysis (MD&A) and the Notes to Financial Statements sections of an annual 
report. In applying US GAAP to account for its foreign currency transactions, Yahoo! Inc. 
reported the following in the Quantitative and Qualitative Disclosures about Market Risk 
section of its 2011 annual report: 

  Our exposure to foreign currency transaction gains and losses is the result of assets and 
liabilities, (including inter-company transactions) that are denominated in currencies 
other than the relevant entity’s functional currency. . . . We may enter into derivative 
instruments, such as foreign currency forward contracts or other instruments to min-
imize the short-term foreign currency fl uctuations on such assets and liabilities. Th e 
gains and losses on the forward contracts may not off set any or more than a portion 
of the transaction gains and losses on certain foreign currency receivables, investments 
and payables recognized in earnings. Transaction gains and losses on these foreign ex-
change contracts are recognized each period in other income, net included on the con-
solidated statements of income. During the years ended December 31, 2011, 2010, 
and 2009, we recorded net realized and unrealized foreign currency transaction gains 
of $9 million and $13 million, and a transaction loss of $1 million, respectively.  

 Yahoo!’s disclosure clearly explains that both realized and unrealized foreign currency 
transaction gains and losses are refl ected in income, specifi cally as a part of non-operating ac-
tivities. Th e net foreign currency transaction gain in 2011 of $9 million represented only 1.1% 
of the company’s pretax income ($827.5 million) for the year. 

EXHIBIT 2 (Continued)
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 Some companies may choose not to disclose either the location or the amount of their 
foreign currency transaction gains and losses, presumably because the amounts involved are 
immaterial. Th ere are several reasons why the amount of transaction gains and losses can be 
immaterial for a company:  

   1  .     Th e company engages in a limited number of foreign currency transactions that involve 
relatively small amounts of foreign currency.  

   2  .     Th e exchange rates between the company’s functional currency and the foreign currencies 
in which it has transactions tend to be relatively stable.  

   3  .     Gains on some foreign currency transactions are naturally off set by losses on other trans-
actions, such that the net gain or loss is immaterial. For example, if a US company sells 
goods to a customer in Canada with payment in Canadian dollars to be received in 90 
days and at the same time purchases goods from a supplier in Canada with payment to be 
made in Canadian dollars in 90 days, any loss that arises on the Canadian dollar receivable 
due to a weakening in the value of the Canadian dollar will be exactly off set by a gain of 
equal amount on the Canadian dollar payable.  

   4  .     Th e company engages in foreign currency hedging activities to off set the foreign ex-
change gains and losses that arise from foreign currency transactions. Hedging foreign 
exchange risk is a common practice for many companies engaged in foreign currency 
transactions.   

 Th e two most common types of hedging instruments used to minimize foreign exchange 
transaction risk are foreign currency forward contracts and foreign currency options. Nokia 
Corporation describes its foreign exchange risk management approach in its 2011 Form 20-F 
annual report in Note 34, Risk Management. An excerpt from that note follows: 

  Nokia operates globally and is thus exposed to foreign exchange risk arising from 
various currencies. Foreign currency denominated assets and liabilities together with 
foreign currency denominated cash fl ows from highly probable or probable purchases 
and sales contribute to foreign exchange exposure. Th ese transaction exposures are 
managed against various local currencies because of Nokia’s substantial production 
and sales outside the Euro zone. 

 According to the foreign exchange policy guidelines of the Group, which re-
mains the same as in the previous year, material transaction foreign exchange ex-
posures are hedged unless hedging would be uneconomical due to market liquidity 
and/or hedging cost. Exposures are defi ned using nominal values of the transactions. 
Exposures are mainly hedged with derivative fi nancial instruments such as forward 
foreign exchange contracts and foreign exchange options. Th e majority of fi nancial 
instruments hedging foreign exchange risk have duration of less than a year. Th e 
Group does not hedge forecasted foreign currency cash fl ows beyond two years.  

 Elsewhere in its annual report, Nokia provides additional disclosures about the currencies 
to which it has exposure and the accounting for diff erent types of hedges. Th e company also 
summarizes the eff ect of material exchange rate movements. For example, the 4.2% appreci-
ation of the US dollar in 2011 had a positive eff ect on net sales expressed in euro (40% of 
Nokia’s net sales are in US dollars or currencies closely following the US dollar) and a negative 
eff ect on product cost (60% of Nokia’s components are sourced in US dollars); this resulted in 
a slightly negative eff ect on operating profi t.     
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 3. TRANSLATION OF FOREIGN CURRENCY 
FINANCIAL STATEMENTS 

 Many companies have operations in foreign countries. Most operations located in foreign 
countries keep their accounting records and prepare fi nancial statements in the local currency. 
For example, the US subsidiary of German automaker BMW AG keeps its books in US dollars. 
IFRS and US GAAP require parent companies to prepare consolidated fi nancial statements in 
which the assets, liabilities, revenues, and expenses of both domestic and foreign subsidiaries 
are added to those of the parent company. To prepare worldwide consolidated statements, 
parent companies must translate the foreign currency fi nancial statements of their foreign 
subsidiaries into the parent company’s presentation currency. BMW AG, for example, must 
translate both the US dollar fi nancial statements of its US subsidiary and the South African 
rand fi nancial statements of its South African subsidiary into euro to consolidate these foreign 
operations. If, for example, the US dollar and South African rand appreciate against the euro 
over the course of a given year, the amount of sales translated into euro will be greater than if 
the subsidiary’s currencies weaken against the euro. 

 IFRS and US GAAP have similar rules for the translation of foreign currency fi nancial 
statements. To fully understand the results from applying these rules, however, several concep-
tual issues must fi rst be examined.  

 3.1.     Translation Conceptual Issues 

 In translating foreign currency fi nancial statements into the parent company’s presentation 
currency, two questions must be addressed:  

   1  .     What is the appropriate exchange rate to use in translating each fi nancial statement 
item?  

   2  .     How should the translation adjustment that inherently arises from the translation process 
be refl ected in the consolidated fi nancial statements? In other words, how is the balance 
sheet brought back into balance?   

 Th ese issues and the basic concepts underlying the translation of fi nancial statements are 
demonstrated through the following example. 

 Spanco is a hypothetical Spain-based company that uses the euro as its presentation 
currency. Spanco establishes a wholly owned subsidiary, Amerco, in the United States on 
31 December 20X1 by investing €10,000 when the exchange rate between the euro and 
the US dollar is €1 = US$1. Th e equity investment of €10,000 is physically converted into 
US$10,000 to begin operations. In addition, Amerco borrows US$5,000 from local banks 
on 31 December 20X1. Amerco purchases inventory that costs US$12,000 on 31 Decem-
ber 20X1 and retains US$3,000 in cash. Amerco’s balance sheet at 31 December 20X1 thus 
appears as follows: 

 Amerco Balance Sheet, 31 December 20X1 (in US Dollars) 

Cash $3,000 Notes payable $5,000

Inventory 12,000 Common stock 10,000

Total $15,000 Total $15,000
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 To prepare a consolidated balance sheet in euro as of 31 December 20X1, Spanco must 
translate all of the US dollar balances on Amerco’s balance sheet at the €1 = US$1 exchange 
rate. Th e translation worksheet as of 31 December 20X1 is as follows: 

 Translation Worksheet for Amerco, 31 December 20X1 

 USD  Exchange Rate (€)  EUR 

Cash $3,000 1.00 €3,000

Inventory 12,000 1.00 12,000

Total $15,000 €15,000

Notes payable 5,000 1.00 5,000

Common stock 10,000 1.00 10,000

Total $15,000 €15,000

 By translating each US dollar balance at the same exchange rate (€1.00), Amerco’s trans-
lated balance sheet in euro refl ects an equal amount of total assets and total liabilities plus 
equity and remains in balance. 

 During the fi rst quarter of 20X2, Amerco engages in no transactions. During that period, 
however, the US dollar weakens against the euro such that the exchange rate on 31 March 
20X2 is €0.80 = US$1. 

 To prepare a consolidated balance sheet at the end of the fi rst quarter of 20X2, Spanco 
now must choose between the current exchange rate of €0.80 and the historical exchange 
rate of €1.00 to translate Amerco’s balance sheet amounts into euro. Th e original investment 
made by Spanco of €10,000 is a historical fact, so the company wants to translate Amerco’s 
common stock in such a way that it continues to refl ect this amount. Th is goal is achieved 
by translating common stock of US$10,000 into euro using the historical exchange rate of 
€1 = US$1. 

 Two approaches for translating the foreign subsidiary’s assets and liabilities are as fol-
lows:  

   1  .     All assets and liabilities are translated at the  current exchange rate  (the spot exchange rate 
on the balance sheet date).  

   2  .     Only  monetary assets and liabilities  are translated at the current exchange rate; 
 non-monetary assets and liabilities  are translated at  historical exchange rates  (the ex-
change rates that existed when the assets and liabilities were acquired). Monetary items 
are cash and receivables (payables) that are to be received (paid) in a fi xed number of 
currency units. Non-monetary assets include inventory, fi xed assets, and intangibles, and 
non-monetary liabilities include deferred revenue.   

 Th ese two diff erent approaches are demonstrated and the results analyzed in turn.  

 3.1.1.     All Assets and Liabilities Are Translated at the Current Exchange Rate 
 Th e translation worksheet on 31 March 20X2, in which all assets and liabilities are translated 
at the current exchange rate (€0.80), is as follows: 
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 Translation Worksheet for Amerco, 31 March 20X2 

 US Dollar 
 Exchange 
Rate (€)  Euro 

 Change in Euro Value 
since 31 Dec 20X1 

Cash $3,000 0.80 C €2,400 –€600

Inventory 12,000 0.80 C 9,600 –2,400

Total $15,000 €12,000 –€3,000

Notes payable 5,000 0.80 C 4,000 –1,000

Common stock 10,000 1.00 H 10,000 0

Subtotal $15,000 14,000 –1,000

Translation adjustment (2,000) –2,000

Total €12,000 –€3,000

  Note:  C = current exchange rate; H = historical exchange rate   

 By translating all assets at the lower current exchange rate, total assets are written down 
from 31 December 20X1 to 31 March 20X2 in terms of their euro value by €3,000. Liabilities 
are written down by €1,000. To keep the euro translated balance sheet in balance, a  negative  
translation adjustment of €2,000 is created and included in stockholders’ equity on the con-
solidated balance sheet. 

 Th ose foreign currency balance sheet accounts that are translated using the current ex-
change rate are revalued in terms of the parent’s functional currency. Th is process is very sim-
ilar to the revaluation of foreign currency receivables and payables related to foreign currency 
transactions. Th e net translation adjustment that results from translating individual assets and 
liabilities at the current exchange rate can be viewed as the  net  foreign currency translation gain 
or loss caused by a change in the exchange rate: 

(€600) loss on cash

(€2,400) loss on inventory

€1,000 gain on notes payable

(€2,000) net translation loss

 Th e negative translation adjustment (net translation loss) does not result in a cash out-
fl ow of €2,000 for Spanco and thus is unrealized. Th e loss could be realized, however, if 
Spanco were to sell Amerco at its book value of US$10,000. Th e proceeds from the sale 
would be converted into euro at €0.80 per US$1, resulting in a cash infl ow of €8,000. 
Because Spanco originally invested €10,000 in its US operation, a  realized  loss of €2,000 
would result. 

 Th e second conceptual issue related to the translation of foreign currency fi nancial 
statements is whether the unrealized net translation loss should be included in the determi-
nation of consolidated net income currently or deferred in the stockholders’ equity section 
of the consolidated balance sheet until the loss is realized through sale of the foreign sub-
sidiary. Th ere is some debate as to which of these two treatments is most appropriate. Th is 
issue is discussed in more detail after considering the second approach for translating assets 
and liabilities.   
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 3.1.2.     Only Monetary Assets and Monetary Liabilities Are Translated at the Current 
Exchange Rate 
 Now assume only monetary assets and monetary liabilities are translated at the current ex-
change rate. Th e worksheet at 31 March 20X2, in which only monetary assets and liabilities 
are translated at the current exchange rate (€0.80), is as follows: 

 Translation Worksheet for Amerco, 31 March 20X2 

 US Dollar 
 Exchange 
Rate (€)  Euro 

 Change in Euro Value 
since 31 Dec 20X1 

Cash $3,000 0.80 C €2,400 –€600

Inventory 12,000 1.00 H 12,000 0

Total $15,000 €14,400 –€600

Notes payable 5,000 0.80 C 4,000 –1,000

Common stock 10,000 1.00 H 10,000 0

Subtotal $15,000 14,000 –1,000

Translation adjustment 400 400

Total €14,400 –€600

  Note:  C = current exchange rate; H = historical exchange rate   

 Using this approach, cash is written down by €600 but inventory continues to be carried 
at its euro historical cost of €12,000. Notes payable is written down by €1,000. To keep the 
balance sheet in balance, a positive translation adjustment of €400 must be included in stock-
holders’ equity. Th e translation adjustment refl ects the  net  translation gain or loss related to 
monetary items only: 

(€600) loss on cash

€1,000 gain on notes payable

€400 net translation gain

 Th e positive translation adjustment (net translation gain) also is  unrealized . Th e gain 
could be  realized , however, if:  

   1  .     Th e subsidiary uses its cash (US$3,000) to pay as much of its liabilities as possible, and  
   2  .     Th e parent sends enough euro to the subsidiary to pay its remaining liabilities (US$5,000 

– US$3,000 = US$2,000). As of 31 December 20X1, at the €1.00 per US$1 exchange 
rate, Spanco will have sent €2,000 to Amerco to pay liabilities of US$2,000. On 31 March 
20X2, given the €0.80 per US$1 exchange rate, the parent needs to send only €1,600 to 
pay US$2,000 of liabilities. As a result, Spanco would enjoy a foreign exchange gain of 
€400.   

 Th e second conceptual issue again arises under this approach. Should the unrealized for-
eign exchange gain be recognized in current period net income or deferred on the balance sheet 
as a separate component of stockholders’ equity? Th e answer to this question, as provided by 
IFRS and US GAAP, is described in Section 3.2, Translation Methods.   
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 3.1.3.     Balance Sheet Exposure 
 Th ose assets and liabilities translated at the  current  exchange rate are revalued from balance 
sheet to balance sheet in terms of the parent company’s presentation currency. Th ese items 
are said to be  exposed  to translation adjustment. Balance sheet items translated at  historical  
exchange rates do not change in parent currency value and therefore are not exposed to trans-
lation adjustment. Exposure to translation adjustment is referred to as balance sheet translation 
exposure, or accounting exposure. 

 A foreign operation will have a  net asset balance sheet exposure  when assets translated at 
the current exchange rate are greater than liabilities translated at the current exchange rate. A 
 net liability balance sheet exposure  exists when liabilities translated at the current exchange 
rate are greater than assets translated at the current exchange rate. Another way to think about 
the issue is to realize that there is a net asset balance sheet exposure when exposed assets are 
greater than exposed liabilities and a net liability balance sheet exposure when exposed lia-
bilities are greater than exposed assets. Th e sign (positive or negative) of the current period’s 
translation adjustment is a function of two factors: (1) the nature of the balance sheet exposure 
(asset or liability) and (2) the direction of change in the exchange rate (strengthens or weak-
ens). Th e relationship between exchange rate fl uctuations, balance sheet exposure, and the 
current period’s translation adjustment can be summarized as follows: 

 Balance Sheet   
    Exposure 

 Foreign Currency (FC) 

 Strengthens  Weakens 

Net asset Positive translation adjustment Negative translation adjustment

Net liability Negative translation adjustment Positive translation adjustment

 Th ese relationships are the same as those summarized in Section 2.2 with respect to 
foreign currency transaction gains and losses. In reference to the example in Section 3.1.2, 
for instance, the amount of exposed assets (the US$3,000 cash) was less than the amount of 
exposed liabilities (US$5,000 of notes payable), implying a net liability exposure. Further, 
in the example the foreign currency (US$) weakened, resulting in a positive translation 
adjustment. 

 Th e combination of balance sheet exposure and direction of exchange rate change deter-
mines whether the current period’s translation adjustment will be positive or negative. After 
the initial period of operations, a cumulative translation adjustment is required to keep the 
translated balance sheet in balance. Th e cumulative translation adjustment will be the sum 
of the translation adjustments that arise over successive accounting periods. For example, 
assume that Spanco translates all of Amerco’s assets and liabilities using the current exchange 
rate (a net asset balance sheet exposure exists), which, because of a weakening US dollar in the 
fi rst quarter of 20X2, resulted in a negative translation adjustment of €2,000 on 31 March 
20X2 (as shown in Section 3.1.1). Assume further that in the second quarter of 20X2, the 
US dollar strengthens against the euro and there still is a net asset balance sheet exposure, 
which results in a  positive  translation adjustment of €500 for that quarter. Although the cur-
rent period translation adjustment for the second quarter of 2009 is positive, the cumulative 
translation adjustment as of 30 June 20X2 still will be negative, but the amount now will be 
only €1,500.    
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 3.2.     Translation Methods 

 Th e two approaches to translating foreign currency fi nancial statements described in the pre-
vious section are known as (1) the  current rate method  (all assets and liabilities are translated 
at the current exchange rate), and (2) the  monetary/non-monetary method  (only monetary 
assets and liabilities are translated at the current exchange rate). A variation of the monetary/
non-monetary method requires not only monetary assets and liabilities but also non-monetary 
assets and liabilities that are measured at their current value on the balance sheet date to be 
translated at the current exchange rate. Th is variation of the monetary/non-monetary method 
sometimes is referred to as the  temporal method . 

 Th e basic idea underlying the temporal method is that assets and liabilities should be 
translated in such a way that the measurement basis (either current value or historical cost) 
in the foreign currency is preserved after translating to the parent’s presentation currency. 
To achieve this objective, assets and liabilities carried on the foreign currency balance sheet 
at a current value should be translated at the current exchange rate, and assets and liabilities 
carried on the foreign currency balance sheet at historical costs should be translated at histor-
ical exchange rates. Although neither the IASB nor the FASB specifi cally refer to translation 
methods by name, the procedures specifi ed by IFRS and US GAAP for translating foreign 
currency fi nancial statements essentially require the use of either the current rate or the tem-
poral method. 

 Which method is appropriate for an individual foreign entity depends on that entity’s 
functional currency. As noted earlier, the functional currency is the currency of the primary 
economic environment in which an entity operates. A foreign entity’s functional currency 
can be either the parent’s presentation currency or another currency, typically the currency 
of the country in which the foreign entity is located.  Exhibit 3  lists the factors that IFRS 
indicate should be considered in determining a foreign entity’s functional currency. Although 
not identical, US GAAP provide similar indicators for determining a foreign entity’s functional 
currency. 

 When the functional currency indicators listed in  Exhibit 3  are mixed and the functional 
currency is not obvious, IFRS indicate that management should use its best judgment in de-
termining the functional currency. In this case, however, indicators 1 and 2 should be given 
priority over indicators 3 through 9. 

    EXHIBIT 3       Factors Considered in Determining the Functional Currency  

 In accordance with IFRS, the following factors should be considered in determining an entity’s 
functional currency:  

   1  .     Th e currency that mainly infl uences sales prices for goods and services.  
   2  .     Th e currency of the country whose competitive forces and regulations mainly determine 

the sales price of its goods and services.  
   3  .     Th e currency that mainly infl uences labour, material, and other costs of providing goods 

and services.  
   4  .     Th e currency in which funds from fi nancing activities are generated.  
   5  .     Th e currency in which receipts from operating activities are usually retained.   

(continued)
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 Additional factors to consider in determining whether the foreign entity’s functional currency 
is the same as the parent’s functional currency are  

   6  .     Whether the activities of the foreign operation are an extension of the parent’s or are car-
ried out with a signifi cant amount of autonomy.  

   7  .     Whether transactions with the parent are a large or a small proportion of the foreign en-
tity’s activities.  

   8  .     Whether cash fl ows generated by the foreign operation directly aff ect the cash fl ow of the 
parent and are available to be remitted to the parent.  

   9  .     Whether operating cash fl ows generated by the foreign operation are suffi  cient to service 
existing and normally expected debt or whether the foreign entity will need funds from 
the parent to service its debt.    

 Th e following three steps outline the functional currency approach required by account-
ing standards in translating foreign currency fi nancial statements into the parent company’s 
presentation currency:  

   1  .     Identify the functional currency of the foreign entity.  
   2  .     Translate foreign currency balances into the foreign entity’s functional currency.  
   3  .     Use the current exchange rate to translate the foreign entity’s functional currency balances 

into the parent’s presentation currency, if they are diff erent.   

 To illustrate how this approach is applied, consider a US parent company with a Mexican 
subsidiary that keeps its accounting records in Mexican pesos. Assume that the vast majority 
of the subsidiary’s transactions are carried out in Mexican pesos, but it also has an account 
payable in Guatemalan quetzals. In applying the three steps, the US parent company fi rst de-
termines that the Mexican peso is the functional currency of the Mexican subsidiary. Second, 
the Mexican subsidiary translates its foreign currency balances (i.e., the Guatemalan quetzal 
account payable), into Mexican pesos using the current exchange rate. In step 3, the Mexican 
peso fi nancial statements (including the translated account payable) are translated into US 
dollars using the current rate method. 

 Now assume, alternatively, that the primary operating currency of the Mexican subsidi-
ary is the US dollar, which thus is identifi ed as the Mexican subsidiary’s functional currency. 
In that case, in addition to the Guatemalan quetzal account payable, all of the subsidiary’s 
accounts that are denominated in Mexican pesos also are considered to be foreign currency 
balances (because they are not denominated in the subsidiary’s functional currency, which is 
the US dollar). Along with the Guatemalan quetzal balance, each of the Mexican peso balanc-
es must be translated into US dollars as if the subsidiary kept its books in US dollars. Assets 
and liabilities carried at current value in Mexican pesos are translated into US dollars using 
the current exchange rate, and assets and liabilities carried at historical cost in Mexican pesos 
are translated into US dollars using historical exchange rates. After completing this step, the 
Mexican subsidiary’s fi nancial statements are stated in terms of US dollars, which is both the 
subsidiary’s functional currency and the parent’s presentation currency. As a result, there is no 
need to apply step 3. 

 Th e following two sections describe the procedures to be followed in applying the func-
tional currency approach in more detail.  

EXHIBIT 3 (Continued)
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 3.2.1.     Foreign Currency Is the Functional Currency 
 In most cases, a foreign entity will operate primarily in the currency of the country where it is 
located, which will diff er from the currency in which the parent company presents its fi nan-
cial statements. For example, the Japanese subsidiary of a French parent company is likely to 
have the Japanese yen as its functional currency, whereas the French parent company must 
prepare consolidated fi nancial statements in euro. When a foreign entity has a functional cur-
rency that diff ers from the parent’s presentation currency, the foreign entity’s foreign currency 
fi nancial statements are translated into the parent’s presentation currency using the following 
procedures: 

   1  .     All assets and liabilities are translated at the current exchange rate at the balance sheet 
date.  

   2  .     Stockholders’ equity accounts are translated at historical exchange rates.  
   3  .     Revenues and expenses are translated at the exchange rate that existed when the transac-

tions took place. For practical reasons, a rate that approximates the exchange rates at the 
dates of the transactions, such as an average exchange rate, may be used.   

  Th ese procedures essentially describe the  current rate method . 
 When the current rate method is used, the cumulative translation adjustment needed to 

keep the translated balance sheet in balance is reported as a separate component of stockhold-
ers’ equity. 

 Th e basic concept underlying the current rate method is that the entire investment in a 
foreign entity is exposed to translation gain or loss. Th erefore, all assets and all liabilities must 
be revalued at each successive balance sheet date. Th e net translation gain or loss that results 
from this procedure is unrealized, however, and will be realized only when the entity is sold. 
In the meantime, the unrealized translation gain or loss that accumulates over time is deferred 
on the balance sheet as a separate component of stockholders’ equity. When a specifi c foreign 
entity is sold, the cumulative translation adjustment related to that entity is reported as a real-
ized gain or loss in net income. 

 Th e current rate method results in a net asset balance sheet exposure (except in the rare 
case in which an entity has negative stockholders’ equity): 

  Items Translated at Current Exchange Rate  

 Total assets > Total liabilities → Net asset balance sheet exposure 

 When the foreign currency increases in value (i.e., strengthens), application of the cur-
rent rate method results in an increase in the positive cumulative translation adjustment (or a 
decrease in the negative cumulative translation adjustment) refl ected in stockholders’ equity. 
When the foreign currency decreases in value (i.e., weakens), the current rate method results 
in a decrease in the positive cumulative translation adjustment (or an increase in the negative 
cumulative translation adjustment) in stockholders’ equity.   

 3.2.2.     Parent’s Presentation Currency Is the Functional Currency 
 In some cases, a foreign entity might have the parent’s presentation currency as its functional 
currency. For example, a Germany-based manufacturer might have a 100%-owned distribu-
tion subsidiary in Switzerland that primarily uses the euro in its day-to-day operations and 
thus has the euro as its functional currency. As a Swiss company, however, the subsidiary is 
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required to record its transactions and keep its books in Swiss francs. In that situation, the 
subsidiary’s Swiss franc fi nancial statements must be translated into euro as if the subsid-
iary’s transactions had originally been recorded in euro. US GAAP refer to this process as 
 remeasurement . IFRS do not refer to this process as remeasurement but instead describe this 
situation as “reporting foreign currency transactions in the functional currency.” To achieve 
the objective of translating to the parent’s presentation currency as if the subsidiary’s trans-
actions had been recorded in that currency, the following procedures are used:  

   1  .         a  .     Monetary assets and liabilities are translated at the current exchange rate.  
  b  .     Non-monetary assets and liabilities measured at historical cost are translated at histor-

ical exchange rates.  
  c  .     Non-monetary assets and liabilities measured at current value are translated at the 

exchange rate at the date when the current value was determined.    
   2  .     Stockholders’ equity accounts are translated at historical exchange rates.  
   3  .         a  .      Revenues and expenses, other than those expenses related to non-monetary assets (as 

explained in 3.b. below), are translated at the exchange rate that existed when the 
transactions took place (for practical reasons, average rates may be used).  

  b  .     Expenses related to non-monetary assets, such as cost of goods sold (inventory), de-
preciation (fi xed assets), and amortization (intangible assets), are translated at the ex-
change rates used to translate the related assets.     

 Th ese procedures essentially describe the  temporal method . 
 Under the temporal method, companies must keep record of the exchange rates that 

exist when non-monetary assets (inventory, prepaid expenses, fi xed assets, and intangi-
ble assets) are acquired, because these assets (normally measured at historical cost) are 
translated at historical exchange rates. Keeping track of the historical exchange rates for 
these assets is not necessary under the current rate method. Translating these assets (and 
their related expenses) at historical exchange rates complicates application of the temporal 
method. 

 Th e historical exchange rates used to translate inventory (and cost of goods sold) under the 
temporal method will diff er depending on the cost fl ow assumption—fi rst in, fi rst out (FIFO); 
last in, fi rst out (LIFO); or average cost—used to account for inventory. Ending inventory 
reported on the balance sheet is translated at the exchange rate that existed when the inven-
tory’s acquisition is assumed to have occurred. If FIFO is used, ending inventory is assumed 
to be composed of the most recently acquired items and thus inventory will be translated at 
relatively recent exchange rates. If LIFO is used, ending inventory is assumed to consist of 
older items and thus inventory will be translated at older exchange rates. Th e weighted-average 
exchange rate for the year is used when inventory is carried at weighted-average cost. Similarly, 
cost of goods sold is translated using the exchange rates that existed when the inventory 
items assumed to have been sold during the year (using FIFO or LIFO) were acquired. If 
weighted-average cost is used to account for inventory, cost of goods sold will be translated at 
the weighted-average exchange rate for the year. 

 Under both international and US accounting standards, when the temporal method is 
used, the translation adjustment needed to keep the translated balance sheet in balance is 
reported as a gain or loss in net income. US GAAP refer to these as  remeasurement  gains and 
losses. Th e basic assumption underlying the recognition of a translation gain or loss in income 
relates to timing. Specifi cally, if the foreign entity primarily uses the parent company’s currency 
in its day-to-day operations, then the foreign entity’s monetary items that are denominated in 



Chapter 16 Multinational Operations 823

a foreign currency generate translation gains and losses that will be realized in the near future 
and thus should be refl ected in current net income. 

 Th e temporal method generates either a net asset or a net liability balance sheet expo-
sure, depending on whether assets translated at the current exchange rate—that is, monetary 
assets and non-monetary assets measured on the balance sheet date at current value (exposed 
assets)—are greater than or less than liabilities translated at the current exchange rate—that is, 
monetary liabilities and non-monetary liabilities measured on the balance sheet date at current 
value (exposed liabilities):

  Items Translated at Current Exchange Rate    

 Exposed assets > Exposed liabilities → Net asset balance sheet exposure   

 Exposed assets < Exposed liabilities → Net liability balance sheet exposure 

  Most liabilities are monetary liabilities. Only cash and receivables are monetary assets, and 
non-monetary assets generally are measured at their historical cost. As a result, liabilities trans-
lated at the current exchange rate (exposed liabilities) often exceed assets translated at the 
current exchange rate (exposed assets), which results in a net liability balance sheet exposure 
when the temporal method is applied.   

 3.2.3.     Translation of Retained Earnings 
 Stockholders’ equity accounts are translated at historical exchange rates under both the current 
rate and the temporal methods. Th is approach creates somewhat of a problem in translating 
retained earnings (R/E), which are the accumulation of previous years’ income less dividends 
over the life of the company. At the end of the fi rst year of operations, foreign currency (FC) 
retained earnings are translated into the parent’s currency (PC) as follows: 

Net income in FC [Translated according to the method 
used to translate the income statement]

= Net income in PC

– Dividends in FC – Dividends in PC

R/E in FC × Exchange rate when dividends declared = R/E in PC

 Retained earnings in parent currency at the end of the fi rst year become the begin-
ning retained earnings in parent currency for the second year, and the translated retained 
earnings in the second year (and subsequent years) are then calculated in the following 
manner: 

Beginning R/E in FC [From last year’s translation] → Beginning R/E in PC

+ Net income in FC [Translated according to method used 
to translate the income statement]

= + Net income in PC

– Dividends in FC – Dividends in PC

Ending R/E in FC × Exchange rate when dividends declared = Ending R/E in PC

  Exhibit 4  summarizes the translation rules as discussed in Sections 3.2.1, 3.2.2, and 
3.2.3. 
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    EXHIBIT 4      Rules for the Translation of a Foreign Subsidiary’s Foreign Currency Financial 
Statements into the Parent’s Presentation Currency under IFRS and US GAAP 

 Foreign Subsidiary’s Functional Currency 

 Foreign Currency 
 Parent’s Presentation 

Currency 

 Translation method: 
 Current Rate 

Method  Temporal Method 

Exchange rate at which fi nancial statement items are 
translated from the foreign subsidiary’s bookkeeping 
currency to the parent’s presentation currency:

 Assets 

Monetary, such as cash and receivables Current rate Current rate

Non-monetary
 •     measured at current value (e.g., marketable securities 

and inventory measured at market value under the 
lower of cost or market rule)   

Current rate Current rate

 •     measured at historical costs, (e.g., inventory 
measured at cost under the lower of cost or market 
rule; property, plant & equipment; and intangible 
assets)   

Current rate Historical rates

 Liabilities 

Monetary, such as accounts payable, accrued expenses, 
long-term debt, and deferred income taxes

Current rate Current rate

Non-monetary
 •     measured at current value   Current rate Current rate
 •     not measured at current value, such as deferred 

revenue   
Current rate Historical rates

 Equity 

Other than retained earnings Historical rates Historical rates

Retained earnings Beginning balance 
plus translated 
net income less 
dividends translated 
at historical rate

Beginning balance 
plus translated 
net income 
less dividends 
translated at 
historical rate

 Revenues Average rate Average rate

 Expenses 

Most expenses Average rate Average rate

Expenses related to assets translated at historical 
exchange rate, such as cost of goods sold, depreciation, 
and amortization

Average rate Historical rates

Treatment of the translation adjustment in the parent’s 
consolidated fi nancial statements

Accumulated as a 
separate component 
of equity

Included as gain or 
loss in net income
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 3.2.4.     Highly Infl ationary Economies 
 When a foreign entity is located in a highly infl ationary economy, the entity’s functional currency 
is irrelevant in determining how to translate its foreign currency fi nancial statements into the 
parent’s presentation currency. IFRS require that the foreign entity’s fi nancial statements fi rst be 
restated for local infl ation using the procedures outlined in IAS 29, “Financial Reporting in Hy-
perinfl ationary Economies.” Th en, the infl ation-restated foreign currency fi nancial statements 
are translated into the parent’s presentation currency using the current exchange rate. 

 US GAAP require a very diff erent approach for translating the foreign currency fi nancial 
statements of foreign entities located in highly infl ationary economies. US GAAP do not allow 
restatement for infl ation but instead require the foreign entity’s fi nancial statements to be remeas-
ured as if the functional currency were the reporting currency (i.e., the temporal method). 

 US GAAP defi ne a highly infl ationary economy as one in which the cumulative three-year 
infl ation rate exceeds 100% (but note that the defi nition should be applied with judgment, 
particularly because the trend of infl ation can be as important as the absolute rate). A cumu-
lative three-year infl ation rate of 100% equates to an average of approximately 26% per year. 
IAS 21 does not provide a specifi c defi nition of high infl ation, but IAS 29 indicates that a 
cumulative infl ation rate approaching or exceeding 100% over three years would be an indica-
tor of hyperinfl ation. If a country in which a foreign entity is located ceases to be classifi ed as 
highly infl ationary, the functional currency of that entity must be identifi ed to determine the 
appropriate method for translating the entity’s fi nancial statements. 

 Th e FASB initially proposed that companies restate for infl ation and then translate the 
fi nancial statements, but this approach met with stiff  resistance from US multinational corpo-
rations. Requiring the temporal method ensures that companies avoid a “disappearing plant 
problem” that exists when the current rate method is used in a country with high infl ation. In 
a highly infl ationary economy, as the local currency loses purchasing power within the country, 
it also tends to weaken in value in relation to other currencies. Translating the historical cost 
of assets such as land and buildings at progressively weaker exchange rates causes these assets 
to slowly disappear from the parent company’s consolidated fi nancial statements.  Example 4  
demonstrates the eff ect of three diff erent translation approaches when books are kept in the 
currency of a highly infl ationary economy.  Example 4  pertains to Turkey in the period 2000 
to 2002, when it was recognized as one of the few highly infl ationary countries. Turkey is no 
longer viewed as having a highly infl ationary economy. (In 2010, the International Practices 
Task Force of the Center for Audit Quality SEC Regulations Committee indicated that Vene-
zuela had met the thresholds for being considered highly infl ationary.)     

 EXAMPLE 4    Foreign Currency Translation in a Highly Infl ationary 
Economy 

 Turkey was one of the few remaining highly infl ationary countries at the beginning of 
the 21st century. Annual infl ation rates and selected exchange rates between the Turkish 
lira (TL) and US dollar during the 2000–2002 period were as follows: 

 Date  Exchange Rates  Year  Infl ation Rate (%) 

01 Jan 2000 TL542,700 = US$1

31 Dec 2000 TL670,800 = US$1 2000 38

31 Dec 2001 TL1,474,525 = US$1 2001 69

31 Dec 2002 TL1,669,000 = US$1 2002 45
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 Assume that a US-based company established a subsidiary in Turkey on 1 January 
2000. Th e US parent sent the subsidiary US$1,000 on 1 January 2000 to purchase a piece 
of land at a cost of TL542,700,000 (TL542,700/US$ × US$1,000 = TL542,700,000). 
Assuming no other assets or liabilities, what are the annual and cumulative transla-
tion gains or losses that would be reported under each of three possible translation 
approaches?  

 Solution:  

  Approach 1:   Translate Using the Current Rate Method  
 Th e historical cost of the land is translated at the current exchange rate, which results in 
a new translated amount at each balance sheet date. 

 Date  Carrying Value 

 Current 
Exchange 

Rate 

 Translated 
Amount in 

US$ 

 Annual   
    Translation   
    Gain (Loss) 

 Cumulative   
    Translation   
    Gain (Loss) 

01 Jan 2000 TL542,700,000 542,700 $1,000 N/A N/A

31 Dec 2000 542,700,000 670,800 809 ($191) ($191)

31 Dec 2001 542,700,000 1,474,525 368 (441) (632)

31 Dec 2002 542,700,000 1,669,000 325 (43) (675)

 At the end of three years, land that was originally purchased with US$1,000 would 
be refl ected on the parent’s consolidated balance sheet at US$325 (and remember that 
land is not a depreciable asset). A cumulative translation loss of US$675 would be re-
ported as a separate component of stockholders’ equity on 31 December 2002. Because 
this method accounts for adjustments in exchange rates but does not account for likely 
changes in the local currency values of assets, it does a poor job of accurately refl ecting 
the economic reality of situations such as the one in our example. Th at is the major 
reason this approach is not acceptable under either IFRS or US GAAP.   

 Approach 2: Translate Using the Temporal Method (US GAAP ASC 830) 
 Th e historical cost of land is translated using the historical exchange rate, which results 
in the same translated amount at each balance sheet date. 

 Date  Carrying Value 

 Historical 
Exchange 

Rate 

 Translated   
    Amount in 

US$ 

 Annual   
    Translation   
    Gain (Loss) 

 Cumulative   
    Translation   
    Gain (Loss) 

01 Jan 2000 TL542,700,000 542,700 $1,000 N/A N/A

31 Dec 2000 542,700,000 542,700 1,000 N/A N/A

31 Dec 2001 542,700,000 542,700 1,000 N/A N/A

31 Dec 2002 542,700,000 542,700 1,000 N/A N/A

 Under this approach, land continues to be reported on the parent’s consolidated 
balance sheet at its original cost of US$1,000 each year. Th ere is no translation gain or 
loss related to balance sheet items translated at historical exchange rates. Th is approach 
is required by US GAAP and ensures that non-monetary assets do not disappear from 
the translated balance sheet.   
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 3.3.     Illustration of Translation Methods (Excluding Hyperinfl ationary Economies) 

 To demonstrate the procedures required in translating foreign currency fi nancial statements 
(excluding hyperinfl ationary economies), assume that Interco is a Europe-based company that 
has the euro as its presentation currency. On 1 January 20X1, Interco establishes a wholly 
owned subsidiary in Canada, Canadaco. In addition to Interco making an equity investment 
in Canadaco, a long-term note payable to a Canadian bank was negotiated to purchase prop-
erty and equipment. Th e subsidiary begins operations with the following balance sheet in 
Canadian dollars (C$): 

     Canadaco Balance Sheet, 1 January 20X1 

 Assets 

Cash C$1,500,000

Property and equipment 3,000,000

C$4,500,000

 Liabilities and Equity 

Long-term note payable C$3,000,000

Capital stock 1,500,000

C$4,500,000

  Approach 3:   Restate for Inflation/Translate Using Current Exchange Rate (IAS 21)  
 Th e historical cost of the land is restated for infl ation, and then the infl ation-adjusted 
historical cost is translated using the current exchange rate. 

 Date 
 Infl ation 
Rate (%) 

 Restated 
Carrying Value 

 Current 
Exchange 

Rate 

 Translated   
    Amount 
in US$ 

 Annual   
    Translation   
    Gain (Loss) 

 Cumulative   
    Translation   
    Gain (Loss) 

01 Jan 00 TL542,700,000 542,700 $1,000 N/A N/A

31 Dec 00 38 748,926,000 670,800 1,116 $116 $116

31 Dec 01 69 1,265,684,940 1,474,525 858 (258) (142)

31 Dec 02 45 1,835,243,163 1,669,000 1,100 242 100

 Under this approach, land is reported on the parent’s 31 December 2002 con-
solidated balance sheet at US$1,100 with a cumulative, unrealized gain of US$100. 
Although the cumulative translation gain on 31 December 2002 is unrealized, it could 
have been realized if (1) the land had appreciated in TL value by the rate of local in-
fl ation, (2) the Turkish subsidiary sold the land for TL1,835,243,163, and (3) the sale 
proceeds were converted into US$1,100 at the current exchange rate on 31 December 
2002. 

 Th is approach is required by IAS 21. It is the approach that, apart from doing an 
appraisal, perhaps best represents economic reality, in the sense that it refl ects both the 
likely change in the local currency value of the land as well as the actual change in the 
exchange rate.    
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 Canadaco purchases and sells inventory in 20X1, generating net income of C$1,180,000, 
out of which C$350,000 in dividends are paid. Th e company’s income statement and state-
ment of retained earnings for 20X1 and balance sheet at 31 December 20X1 follow: 

     Canadaco Income Statement and Statement of Retained Earnings, 20X1 

Sales C$12,000,000

Cost of sales (9,000,000)

Selling expenses (750,000)

Depreciation expense (300,000)

Interest expense (270,000)

Income tax (500,000)

Net income C$1,180,000

Less: Dividends, 1 Dec 20X1 (350,000)

Retained earnings, 31 Dec 20X1 C$830,000

     Canadaco Balance Sheet, 31 December 20X1 

 Assets  Liabilities and Equity 

Cash C$980,000 Accounts payable C$450,000

Accounts receivable 900,000  Total current liabilities 450,000

Inventory 1,200,000 Long-term notes payable 3,000,000

 Total current assets C$3,080,000  Total liabilities C$3,450,000

Property and equipment 3,000,000 Capital stock 1,500,000

Less: accumulated depreciation (300,000) Retained earnings 830,000

 Total C$5,780,000  Total C$5,780,000

 Inventory is measured at historical cost on a FIFO basis. 
 To translate Canadaco’s Canadian dollar fi nancial statements into euro for consolidation 

purposes, the following exchange rate information was gathered: 

 Date  € per C$ 

1 January 20X1 0.70

Average, 20X1 0.75

Weighted-average rate when inventory was acquired 0.74

1 December 20X1 when dividends were declared 0.78

31 December 20X1 0.80

 During 20X1, the Canadian dollar strengthened steadily against the euro from an ex-
change rate of €0.70 at the beginning of the year to €0.80 at year-end. 

 Th e translation worksheet that follows shows Canadaco’s translated fi nancial statements 
under each of the two translation methods. Assume fi rst that Canadaco’s functional currency 
is the Canadian dollar, and thus the current rate method must be used. Th e Canadian dollar 
income statement and statement of retained earnings are translated fi rst. Income statement 
items for 20X1 are translated at the average exchange rate for 20X1 (€0.75), and dividends 
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are translated at the exchange rate that existed when they were declared (€0.78). Th e ending 
balance in retained earnings as of 31 December 20X1 of €612,000 is transferred to the Cana-
dian dollar balance sheet. Th e remaining balance sheet accounts are then translated. Assets and 
liabilities are translated at the current exchange rate on the balance sheet date of 31 December 
20X1 (€0.80), and the capital stock account is translated at the historical exchange rate (€0.70) 
that existed on the date that Interco made the capital contribution. A positive translation ad-
justment of €202,000 is needed as a balancing amount, which is reported in the stockholders’ 
equity section of the balance sheet. 

 If instead Interco determines that Canadaco’s functional currency is the euro (the parent’s 
presentation currency), the temporal method must be applied as shown in the far right columns 
of the table. Th e diff erences in procedure from the current rate method are that inventory, prop-
erty, and equipment (and accumulated depreciation), as well as their related expenses (cost of 
goods sold and depreciation), are translated at the historical exchange rates that existed when the 
assets were acquired: €0.70 in the case of property and equipment, and €0.74 for inventory. Th e 
balance sheet is translated fi rst, with €472,000 determined as the amount of retained earnings 
needed to keep the balance sheet in balance. Th is amount is transferred to the income statement 
and statement of retained earnings as the ending balance in retained earnings as of 31 Decem-
ber 20X1. Income statement items then are translated, with cost of goods sold and deprecia-
tion expense being translated at historical exchange rates. A negative translation adjustment of 
€245,000 is determined as the amount needed to arrive at the ending balance in retained earn-
ings of €472,000, and this adjustment is reported as a translation loss on the income statement. 

 Th e positive translation adjustment under the current rate method can be explained by 
the facts that Canadaco has a net asset balance sheet exposure (total assets exceed total liabili-
ties) during 20X1 and the Canadian dollar strengthened against the euro. Th e negative trans-
lation adjustment (translation loss) under the temporal method is explained by the fact that 
Canadaco has a net liability balance sheet exposure under this method (because the amount of 
exposed liabilities [accounts payable plus notes payable] exceeds the amount of exposed assets 
[cash plus receivables]) during 20X1 when the Canadian dollar strengthened against the euro. 

     Canadaco Income Statement and Statement of Retained Earnings, 20X1 

Canadaco’s Functional Currency Is:  Local Currency (C$)  Parent’s Currency (€) 

 Current Rate  Temporal 

   C$  Exch. Rate  €  Exch. Rate  € 

Sales 12,000,000 0.75 A 9,000,000 0.75 A 9,000,000

Cost of goods sold (9,000,000) 0.75 A (6,750,000) 0.74 H (6,660,000)

Selling expenses (750,000) 0.75 A (562,500) 0.75 A (562,500)

Depreciation expense (300,000) 0.75 A (225,000) 0.70 H (210,000)

Interest expense (270,000) 0.75 A (202,500) 0.75 A (202,500)

Income tax (500,000) 0.75 A (375,000) 0.75 A (375,000)

Income before trans. gain (loss) 1,180,000 885,000 990,000

Translation gain (loss) N/A N/A to balance (245,000)

Net income 1,180,000 885,000 745,000

Less: Dividends, 12/1/20X1 (350,000) 0.78 H (273,000) 0.78 H (273,000)

Retained earnings, 12/31/20X1 830,000 612,000 from B/S 472,000

  Note:  C = current exchange rate; A = average-for-the-year exchange rate; H = historical exchange rate.   
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     Canadaco Balance Sheet, 31 December 20X1 

 Canadaco’s Functional Currency Is:  Local Currency (C$)  Parent’s Currency (€) 

 Current Rate  Temporal 

 C$  Exch. Rate  €  Exch. Rate  € 

 Assets 

Cash 980,000 0.80 C 784,000 0.80 C 784,000

Accounts receivable 900,000 0.80 C 720,000 0.80 C 720,000

Inventory 1,200,000 0.80 C 960,000 0.74 H 888,000

   Total current assets 3,080,000 2,464,000 2,392,000

Property and equipment 3,000,000 0.80 C 2,400,000 0.70 H 2,100,000

Less: accumulated depreciation (300,000) 0.80 C (240,000) 0.70 H (210,000)

   Total assets 5,780,000 4,624,000 4,282,000

 Liabilities and Equity 

Accounts payable 450,000 0.80 C 360,000 0.80 C 360,000

   Total current liabilities 450,000 360,000 360,000

Long-term notes payable 3,000,000 0.80 C 2,400,000 0.80 C 2,400,000

   Total liabilities 3,450,000 2,760,000 2,760,000

Capital stock 1,500,000 0.70 H 1,050,000 0.70 H 1,050,000

Retained earnings 830,000 from I/S 612,000 to balance 472,000

Translation adjustment N/A to balance 202,000 N/A

   Total 5,780,000 4,624,000 4,282,000

  Note:  C = current exchange rate; A = average-for-the-year exchange rate; H = historical exchange rate.     

 3.4.     Translation Analytical Issues 

 Th e two diff erent translation methods used to translate Canadaco’s Canadian dollar fi nancial 
statements into euro result in very diff erent amounts to be included in Interco’s consolidated 
fi nancial statements. Th e chart below summarizes some of these diff erences: 

 Canadaco’s Functional Currency Is:  Local Currency (C$)  Parent’s Currency (€) 

 Translation Method 

 Item  Current Rate (€)  Temporal (€)  Diff erence (%) 

Sales 900,000 900,000 0.0

Net income 885,000 745,000 +18.8

Income before translation gain (loss) 885,000 990,000 –10.6

Total assets 4,624,000 4,282,000 +8.0

Total equity 1,864,000 1,522,000 +22.5

 In this particular case, the current rate method results in a signifi cantly larger net income 
than the temporal method. Th is result occurs because under the current rate method, the 
translation adjustment is not included in the calculation of income. If the translation loss were 
excluded from net income, the temporal method would result in a signifi cantly larger amount 
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of net income. Th e combination of smaller net income under the temporal method and a posi-
tive translation adjustment reported on the balance sheet under the current rate method results 
in a much larger amount of total equity under the current rate method. Total assets also are 
larger under the current rate method because all assets are translated at the current exchange 
rate, which is higher than the historical exchange rates at which inventory and fi xed assets are 
translated under the temporal method. 

 To examine the eff ects of translation on the underlying relationships that exist in Cana-
daco’s Canadian dollar fi nancial statements, several signifi cant ratios are calculated from the 
original Canadian dollar fi nancial statements and the translated (euro) fi nancial statements 
and presented in the table below. 

 Local   
    Currency (C$) 

 Parent’s   
    Currency (€) 

 Canadaco’s Functional       Currency Is:  C$  Current Rate (€)  Temporal (€) 

 Current ratio 6.84 6.84 6.64

   Current assets

=
3,080,000

=
2,464,000

=
2,392,000

   Current liabilities 450,000 360,000 360,000

 Debt-to-assets ratio 0.52 0.52 0.56

   Total debt

=
3,000,000

=
2,400,000

=
2,400,000

   Total assets 5,780,000 4,624,000 4,282,000

 Debt-to-equity ratio 1.29 1.29 1.58

   Total debt

=
3,000,000

=
2,400,000

=
2,400,000

   Total equity 2,330,000 1,864,000 1,522,000

 Interest coverage 7.22 7.22 7.74

   EBIT

=
1,950,000

=
1,462,500

=
1,567,500

   Interest payments 270,000 202,500 202,500

 Gross profi t margin 0.25 0.25 0.26

   Gross profi t

=
3,000,000

=
2,250,000

=
2,340,000

   Sales 12,000,000 9,000,000 9,000,000

 Operating profi t margin 0.16 0.16 0.17

   Operating profi t

=
1,950,000

=
1,462,500

=
1,567,500

   Sales 12,000,000 9,000,000 9,000,000

 Net profi t margin 0.10 0.10 0.08

   Net income

=
1,180,000

=
885,000

=
745,000

   Sales 12,000,000 9,000,000 9,000,000

 Receivables turnover 13.33 12.50 12.50

   Sales

=
12,000,000

=
9,000,000

=
9,000,000

   Accounts receivable 900,000 720,000 720,000

 Inventory turnover 7.50 7.03 7.50

   Cost of goods sold

=
9,000,000

=
6,750,000

=
6,660,000

   Inventory 1,200,000 960,000 888,000

 Fixed asset turnover 4.44 4.17 4.76
(continued)
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 Local   
    Currency (C$) 

 Parent’s   
    Currency (€) 

 Canadaco’s Functional       Currency Is:  C$  Current Rate (€)  Temporal (€) 

   Sales

=
12,000,000

=
9,000,000

=
9,000,000

   Property & equipment (net) 2,700,000 2,160,000 1,890,000

 Return on assets 0.20 0.19 0.17

   Net income

=
1,180,000

=
885,000

=
745,000

   Total assets 5,780,000 4,624,000 4,282,000

 Return on equity 0.51 0.47 0.49

   Net income

=
1,180,000

=
885,000

=
745,000

   Total equity 2,330,000 1,864,000 1,522,000

 Comparing the current rate method (€) and temporal method (€) columns in the above 
table shows that fi nancial ratios calculated from Canadaco’s translated fi nancial statements 
(in €) diff er signifi cantly depending on which method of translation is used. Of the ratios pre-
sented, only receivables turnover is the same under both translation methods. Th is is the only 
ratio presented in which there is no diff erence in the type of exchange rate used to translate 
the items that comprise the numerator and the denominator. Sales are translated at the average 
exchange rate and receivables are translated at the current exchange rate under both methods. 
For each of the other ratios, at least one of the items included in either the numerator or the 
denominator is translated at a diff erent type of rate (current, average, or historical) under the 
temporal method than under the current rate method. For example, the current ratio has a 
diff erent value under the two translation methods because inventory is translated at the current 
exchange rate under the current rate method and at the historical exchange rate under the tem-
poral method. In this case, because the euro/Canadian dollar exchange rate on 31 December 
20X1 (€0.80) is higher than the historical exchange rate when the inventory was acquired 
(€0.74), the current ratio is larger under the current rate method of translation. 

 Comparing the ratios in the Canadian dollar and current rate method (euro) columns 
of the above table shows that many of the underlying relationships that exist in Canadaco’s 
Canadian dollar fi nancial statements are preserved when the current rate method of transla-
tion is used (i.e., the ratio calculated from the Canadian dollar and euro translated amounts is 
the same). Th e current ratio, the leverage ratios (debt-to-assets and debt-to-equity ratios), the 
interest coverage ratio, and the profi t margins (gross profi t margin, operating profi t margin, 
and net profi t margin) are the same in the Canadian dollar and current rate method (euro) 
columns of the above table. Th is result occurs because each of the ratios is calculated using 
information from either the balance sheet or the income statement, but not both. Th ose ratios 
that compare amounts from the balance sheet with amounts from the income statement (e.g., 
turnover and return ratios) are diff erent. In this particular case, each of the turnover and return 
ratios is larger when calculated from the Canadian dollar amounts than when calculated using 
the current rate (euro) amounts. Th e underlying Canadian dollar relationships are distorted 
when translated using the current rate method because the balance sheet amounts are translat-
ed using the current exchange rate while revenues and expenses are translated using the average 
exchange rate. (Th ese distortions would not occur if revenues and expenses also were translated 
at the current exchange rate.) 

(Continued)
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 Comparing the ratios in the Canadian dollar and temporal method (euro) columns of the 
table shows that translation using the temporal method distorts all of the underlying relation-
ships that exist in the Canadian dollar fi nancial statements, except inventory turnover. More-
over, it is not possible to generalize the direction of the distortion across ratios. In Canadaco’s 
case, using the temporal method results in a larger gross profi t margin and operating profi t mar-
gin but a smaller net profi t margin as compared with the values of these ratios calculated from 
the original Canadian dollar amounts. Similarly, receivables turnover is smaller, inventory turn-
over is the same, and fi xed asset turnover is larger when calculated from the translated amounts. 

 In translating Canadaco’s Canadian dollar fi nancial statements into euro, the temporal 
method results in a smaller amount of net income than the current rate method only because 
IFRS and US GAAP require the resulting translation loss to be included in net income when 
the temporal method is used. Th e translation loss arises because the Canadian dollar strength-
ened against the euro and Canadaco has a larger amount of liabilities translated at the current 
exchange rate (monetary liabilities) than it has assets translated at the current exchange rate 
(monetary assets). If Canadaco had a net monetary asset exposure (i.e., if monetary assets ex-
ceeded monetary liabilities), a translation gain would arise and net income under the temporal 
method (including the translation gain) would be greater than under the current rate method. 
 Example 5  demonstrates how diff erent types of balance sheet exposure under the temporal 
method can aff ect translated net income.  

 EXAMPLE 5    Eff ects of Diff erent Balance Sheet Exposures under 
the Temporal Method  (Canadaco’s functional currency is the parent’s 
functional currency)  

 Canadaco begins operations on 1 January 20X1, with cash of C$1,500,000 and property 
and equipment of C$3,000,000. In Case A, Canadaco fi nances the acquisition of prop-
erty and equipment with a long-term note payable and begins operations with net mon-
etary liabilities of C$1,500,000 (C$3,000,000 long-term note payable less C$1,500,000 
cash). In Case B, Canadaco fi nances the acquisition of property and equipment with 
capital stock and begins operations with net monetary assets of C$1,500,000. To isolate 
the eff ect that balance sheet exposure has on net income under the temporal method, 
assume that Canadaco continues to have C$270,000 in interest expense in Case B, even 
though there is no debt fi nancing. Th is assumption is inconsistent with reality, but it 
allows us to more clearly see the eff ect of balance sheet exposure on net income. Th e only 
diff erence between Case A and Case B is the net monetary asset/liability position of the 
company, as shown in the following table: 

     Canadaco Balance Sheet, 1 January 20X1 

 Case A  Case B 

 Assets 

Cash C$1,500,000 C$1,500,000

Property and equipment 3,000,000 3,000,000

C$4,500,000 C$4,500,000

(continued)
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 Case A  Case B 
 Liabilities and Equity 

Long-term note payable C$3,000,000 C$ 0

Capital stock 1,500,000 4,500,000

C$4,500,000 C$4,500,000

 Canadaco purchases and sells inventory in 20X1, generating net income of 
C$1,180,000, out of which dividends of C$350,000 are paid. Th e company has to-
tal assets of C$5,780,000 as of 31 December 20X1. Canadaco’s functional currency is 
determined to be the euro (the parent’s presentation currency), and the company’s Ca-
nadian dollar fi nancial statements are translated into euro using the temporal method. 
Relevant exchange rates are as follows: 

 Date  € per C$ 

1 January 20X1 0.70

Average, 20X1 0.75

Weighted-average rate when inventory was acquired 0.74

1 December 20X1 when dividends were declared 0.78

31 December 20X1 0.80

 What eff ect does the nature of Canadaco’s net monetary asset or liability position 
have on the euro translated amounts?  

 Solution:   Translation of Canadaco’s 31 December 20X1 balance sheet under the tempo-
ral method in Case A and Case B is shown in the following table: 

     Canadaco Balance Sheet on 31 December 20X1 under the Temporal Method 

 Case A: Net Monetary Liabilities  Case B: Net Monetary Assets 

 C$  Exch. Rate  €  C$  Exch. Rate  € 

 Assets 

Cash 980,000 0.80 C 784,000 980,000 0.80 C 784,000

Accounts receivable 900,000 0.80 C 720,000 900,000 0.80 C 720,000

Inventory 1,200,000 0.74 H 888,000 1,200,000 0.74 H 888,000

   Total current assets 3,080,000 2,392,000 3,080,000 2,392,000

Property and 
equipment 3,000,000 0.70 H 2,100,000 3,000,000 0.70 H 2,100,000

Less: accum. deprec. (300,000) 0.70 H (210,000) (300,000) 0.70 H (210,000)

   Total assets 5,780,000 4,282,000 5,780,000 4,282,000

 Liabilities and Equity 

Accounts payable 450,000 0.80 C 360,000 450,000 0.80 C 360,000

   Total current liabilities 450,000 360,000 450,000 360,000

Long-term notes payable 3,000,000 0.80 C 2,400,000 0 0

   Total liabilities 3,450,000 2.760,000 450,000 360,000

(Continued)
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 Case A: Net Monetary Liabilities  Case B: Net Monetary Assets 

 C$  Exch. Rate  €  C$  Exch. Rate  € 

Capital stock 1,500,000 0.70 H 1,050,000 4,500,000 0.70 H 3,150,000

Retained earnings 830,000 472,000 830,000 772,000

   Total 5,780,000 4,282,000 5,780,000 4,282,000

  Note:  C = current exchange rate; A = average-for-the-year exchange rate; H = historical exchange rate.   

 To keep the balance sheet in balance, retained earnings must be €472,000 in Case 
A (net monetary liability exposure) and €772,000 in Case B (net monetary asset expo-
sure). Th e diff erence in retained earnings of €300,000 is equal to the translation loss that 
results from holding a Canadian dollar–denominated note payable during a period in 
which the Canadian dollar strengthens against the euro. Th is diff erence is determined by 
multiplying the amount of long-term note payable in Case A by the change in exchange 
rate during the year [C$3,000,000 × (€0.80 – €0.70) = €300,000]. Notes payable are 
exposed to foreign exchange risk under the temporal method, whereas capital stock is 
not. Canadaco could avoid the €300,000 translation loss related to long-term debt by 
fi nancing the acquisition of property and equipment with equity rather than debt. 

 Translation of Canadaco’s 20X1 income statement and statement of retained earn-
ings under the temporal method for Case A and Case B is shown in the following table: 

     Canadaco Income Statement and Statement of Retained Earnings for 20X1 under the 
Temporal Method 

 Case A: Net Monetary Liabilities  Case B: Net Monetary Assets 

 C$ 
 Exch. 
Rate  €  C$ 

 Exch. 
Rate  € 

Sales 12,000,000 0.75 A 9,000,000 12,000,000 0.75 A 9,000,000

Cost of goods sold (9,000,000) 0.74 H (6,660,000) (9,000,000) 0.74 H (6,660,000)

Selling expenses (750,000) 0.75 A (562,500) (750,000) 0.75 A (562,500)

Depreciation expense (300,000) 0.70 H (210,000) (300,000) 0.70 H (210,000)

Interest expense (270,000) 0.75 A (202,500) (270,000) 0.75 A (202,500)

Income tax (500,000) 0.75 A (375,000) (500,000) 0.75 A (375,000)

Income before 
translation gain (loss) 1,180,000 990,000 1,180,000 990,000

Translation gain (loss) N/A (245,000) N/A 55,000

Net income 1,180,000 745,000 1,180,000 1,045,000

Less: Dividends on 
1 December 20X1 (350,000) 0.78 H (273,000) (350,000) 0.78 H (273,000)

Retained earnings on 
31 December 20X1 830,000 472,000 830,000 772,000

  Note:  C = current exchange rate; A = average-for-the-year exchange rate; H = historical exchange rate.   

 Income before translation gain (loss) is the same in both cases. To obtain 
the amount of retained earnings needed to keep the balance sheet in balance, a 

(Continued)
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 For Canadaco, in 20X1, applying the current rate method results in larger euro amounts 
of total assets and total equity being reported in the consolidated fi nancial statements than 
would result from applying the temporal method. Th e direction of these diff erences between 
the two translation methods is determined by the direction of change in the exchange rate 
between the Canadian dollar and the euro. For example, total exposed assets are greater under 
the current rate method because all assets are translated at the current exchange rate. Th e cur-
rent exchange rate at 31 December 20X1 is greater than the exchange rates that existed when 
the non-monetary assets were acquired, which is the translation rate for these assets under the 
temporal method. Th erefore, the current rate method results in a larger amount of total assets 
because the Canadian dollar strengthened against the euro. Th e current rate method would 
result in a smaller amount of total assets than the temporal method if the Canadian dollar had 
weakened against the euro. 

 Applying the current rate method also results in a much larger amount of stockholders’ 
equity than the temporal method. A positive translation adjustment arises under the cur-
rent rate method, which is included in equity, whereas a translation loss reduces total equity 
(through retained earnings) under the temporal method. 

  Example 6  shows the eff ect that the direction of change in the exchange rate has on the 
translated amounts. Canadaco’s Canadian dollar fi nancial statements are translated into euro, 
fi rst assuming no change in the exchange rate during 20X1, and then assuming the Canadian 
dollar strengthens and weakens against the euro. Using the current rate method to translate 
the foreign currency fi nancial statements into the parent’s presentation currency, the foreign 
currency strengthening increases the revenues, income, assets, liabilities, and total equity re-
ported on the parent company’s consolidated fi nancial statements. Likewise, smaller amounts 
of revenues, income, assets, liabilities, and total equity will be reported if the foreign currency 
weakens against the parent’s presentation currency. 

 When the temporal method is used to translate foreign currency fi nancial statements, 
foreign currency strengthening still increases revenues, assets, and liabilities reported in the 
parent’s consolidated fi nancial statements. Net income and stockholders’ equity, however, 
translate into smaller amounts (assuming that the foreign subsidiary has a net monetary liabil-
ity position) because of the translation loss. Th e opposite results are obtained when the foreign 
currency weakens against the parent’s presentation currency. 

translation loss of €245,000 must be subtracted from net income in Case A (net 
monetary liabilities), whereas a translation gain of €55,000 must be added to net 
income in Case B (net monetary assets). The difference in net income between the 
two cases is €300,000, which equals the translation loss related to the long-term 
note payable. 

 When using the temporal method, companies can manage their exposure to trans-
lation gain (loss) more easily than when using the current rate method. If a company 
can manage the balance sheet of a foreign subsidiary such that monetary assets equal 
monetary liabilities, no balance sheet exposure exists. Elimination of balance sheet expo-
sure under the current rate method occurs only when total assets equal total liabilities. 
Th is equality is diffi  cult to achieve because it requires the foreign subsidiary to have no 
stockholders’ equity.   
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  EXAMPLE 6    Eff ect of Direction of Change in the Exchange Rate on 
Translated Amounts 

 Canadaco’s Canadian dollar (C$) fi nancial statements are translated into euro (€) under 
three scenarios: (1) the Canadian dollar remains stable against the euro, (2) the Canadi-
an dollar strengthens against the euro, and (3) the Canadian dollar weakens against the 
euro. Relevant exchange rates are as follows: 

 € per C$ 

 Date  Stable  Strengthens  Weakens 

1 January 20X1 0.70 0.70 0.70

Average, 20X1 0.70 0.75 0.65

Weighted-average rate when inventory was acquired 0.70 0.74 0.66

Rate when dividends were declared 0.70 0.78 0.62

31 December 20X1 0.70 0.80 0.60

 What amounts will be reported on the parent’s consolidated fi nancial statements 
under the three diff erent exchange rate assumptions if Canadaco’s Canadian dollar 
fi nancial statements are translated using the:  

  1  .     current rate method?  
  2  .     temporal method?    

 Solution to 1:    Current Rate Method:  Using the current rate method, Canadaco’s 
Canadian dollar fi nancial statements would be translated into euro as follows under the 
three diff erent exchange rate assumptions: 

     Canadaco Income Statement and Statement of Retained Earnings for 20X1 under the Current 
Rate Method 

 C$ Stable 

 C$ Strengthens  C$ Weakens 

 Exch. 
Rate  € 

 Exch. 
Rate  €    C$  Exch. Rate  € 

Sales 12,000,000 0.70 8,400,000 0.75 A 9,000,000 0.65 A 7,800,000

Cost of 
goods sold (9,000,000) 0.70 (6,300,000) 0.75 A (6,750,000) 0.65 A (5,850,000)

Selling 
expenses (750,000) 0.70 (525,000) 0.75 A (562,500) 0.65 A (487,500)

Deprec. 
expense (300,000) 0.70 (210,000) 0.75 A (225,000) 0.65 A (195,000)

Interest 
expense (270,000) 0.70 (189,000) 0.75 A (202,500) 0.65 A (175,500)

Income tax (500,000) 0.70 (350,000) 0.75 A (375,000) 0.65 A (325,000)

(continued)



838 International Financial Statement Analysis

 C$ Stable 

 C$ Strengthens  C$ Weakens 

 Exch. 
Rate  € 

 Exch. 
Rate  €    C$  Exch. Rate  € 

Net 
income 1,180,000 826,000 885,000 767,000

Less: 
Dividends (350,000) 0.70 (245,000) 0.78 H (273,000) 0.62 H (217,000)

Retained 
earnings 830,000 581,000 612,000 550,000

  Note:  C = current (period-end) exchange rate; A = average-for-the-year exchange rate; H = his-
torical exchange rate.   

 Compared with the translated amount of sales and net income under a stable Cana-
dian dollar, a stronger Canadian dollar results in a larger amount of sales and net income 
being reported in the consolidated income statement. A weaker Canadian dollar results 
in a smaller amount of sales and net income being reported in consolidated net income. 

     Canadaco Balance Sheet on 31 December 20X1 under the Current Rate Method 

 C$ Stable  C$ Strengthens  C$ Weakens 

   C$ 
 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Assets 

Cash 980,000 0.70 686,000 0.80 C 784,000 0.60 C 588,000

Accounts 
receivable 900,000 0.70 630,000 0.80 C 720,000 0.60 C 540,000

Inventory 1,200,000 0.70 840,000 0.80 C 960,000 0.60 C 720,000

Total current 
assets 3,080,000 2,156,000 2,464,000 1,848,000

Property and 
equipment 3,000,000 0.70 2,100,000 0.80 C 2,400,000 0.60 C 1,800,000

Less: accum. 
deprec. (300,000) 0.70 (210,000) 0.80 C (240,000) 0.60 C (180,000)

Total assets 5,780,000 4,046,000 4,624,000 3,468,000

 Liabilities 
and Equity 

Accounts 
payable 450,000 0.70 315,000 0.80 C 360,000 0.60 C 270,000

Total current 
liabilities 450,000 315,000 360,000 270,000

Long-term 
notes payable 3,000,000 0.70 2,100,000 0.80 C 2,400,000 0.60 C 1,800,000

Total 
liabilities 3,450,000 2,415,000 2,760,000 2,070,000

(Continued)
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 C$ Stable  C$ Strengthens  C$ Weakens 

   C$ 
 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Exch. 
Rate  € 

Capital stock 1,500,000 0.70 1,050,000 0.70 H 1,050,000 0.70 H 1,050,000

Retained 
earnings 830,000 581,000 612,000 550,000

Translation 
adjustment N/A 0 202,000 (202,000)

Total equity 2,330,000 1,631,000 1,864,000 1,398,000

Total 5,780,000 4,046,000 4,624,000 3,468,000

  Note:  C = current (period-end) exchange rate; A = average-for-the-year exchange rate; H = 
historical exchange rate.   

 Th e translation adjustment is zero when the Canadian dollar remains stable for the 
year; it is positive when the Canadian dollar strengthens and negative when the Cana-
dian dollar weakens. Compared with the amounts that would appear in the euro con-
solidated balance sheet under a stable Canadian dollar assumption, a stronger Canadian 
dollar results in a larger amount of assets, liabilities, and equity being reported on the 
consolidated balance sheet, and a weaker Canadian dollar results in a smaller amount of 
assets, liabilities, and equity being reported on the consolidated balance sheet.   

 Solution to 2:    Temporal Method : Using the temporal method, Canadaco’s fi nancial statements 
would be translated into euro as follows under the three diff erent exchange rate scenarios: 

     Canadaco Balance Sheet on 31 December 20X1 

 Temporal Method 

   C$ Stable  C$ Strengthens  C$ Weakens 

 C$ 
 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Assets 

Cash 980,000 0.70 686,000 0.80 C 784,000 0.60 C 588,000

Accounts 
receivable 900,000 0.70 630,000 0.80 C 720,000 0.60 C 540,000

Inventory 1,200,000 0.70 840,000 0.74 H 888,000 0.66 H 792,000

Total current 
assets 3,080,000 2,156,000 2,392,000 1,920,000

Property and 
equipment 3,000,000 0.70 2,100,000 0.70 H 2,100,000 0.70 H 2,100,000

Less: accum. 
deprec. (300,000) 0.70 (210,000) 0.70 H (210,000) 0.70 H (210,000)

Total assets 5,780,000 4,046,000 4,282,000 3,810,000

(Continued)
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 Temporal Method 

   C$ Stable  C$ Strengthens  C$ Weakens 

 C$ 
 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Liabilities 
and Equity 

Accounts 
payable 450,000 0.70 315,000 0.80 C 360,000 0.60 C 270,000

Total current 
liabilities 450,000 315,000 360,000 270,000

Long-term 
notes payable 3,000,000 0.70 2,100,000 0.80 C 2,400,000 0.60 C 1,800,000

Total 
liabilities 3,450,000 2,415,000 2,760,000 2,070,000

Capital stock 1,500,000 0.70 1,050,000 0.70 H 1,050,000 0.70 H 1,050,000

Retained 
earnings 830,000 581,000 472,000 690,000

Total equity 2,330,000 1,631,000 1,522,000 1,740,000

Total 5,780,000 4,046,000 4,282,000 3,810,000

  Note:  C = current (period-end) exchange rate; A = average-for-the-year exchange rate; H = his-
torical exchange rate.   

 Compared with the stable Canadian dollar scenario, a stronger Canadian dollar 
results in a larger amount of assets and liabilities but a smaller amount of equity reported 
on the consolidated balance sheet. A weaker Canadian dollar results in a smaller amount 
of assets and liabilities but a larger amount of equity reported on the consolidated bal-
ance sheet. 

     Canadaco Income Statement and Statement of Retained Earnings for 2008 under the Temporal 
Method 

 C$ Stable  C$ Strengthens  C$ Weakens 

   C$ 
 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Exch. 
Rate  € 

Sales 12,000,000 0.70 8,400,000 0.75 A 9,000,000 0.65 A 7,800,000

Cost of sales (9,000,000) 0.70 (6,300,000) 0.74 H (6,660,000) 0.66 H (5,940,000)

Selling 
expenses (750,000) 0.70 (525,000) 0.75 A (562,500) 0.65 A (487,500)

Depreciation 
expense (300,000) 0.70 (210,000) 0.70 H (210,000) 0.70 H (210,000)

(Continued)
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 C$ Stable  C$ Strengthens  C$ Weakens 

   C$ 
 Exch. 
Rate  € 

 Exch. 
Rate  € 

 Exch. 
Rate  € 

Interest 
expense (270,000) 0.70 (189,000) 0.75 A (202,500) 0.65 A (175,500)

Income tax (500,000) 0.70 (350,000) 0.75 A (375,000) 0.65 A (325,000)

Income before 
translation 
gain (loss) 1,180,000 826,000 990,000 662,000

Translation 
gain (loss) N/A 0 (245,000) 245,000

Net income 1,180,000 826,000 745,000 907,000

Less: 
Dividends (350,000) 0.70 (245,000) 0.78 H (273,000) 0.62 H (217,000)

Retained 
earnings 830,000 581,000 472,000 690,000

  Note:  C = current (period-end) exchange rate; A = average-for-the-year exchange rate; H = his-
torical exchange rate.   

 No translation gain or loss exists when the Canadian dollar remains stable during 
the year. Because the subsidiary has a net monetary liability exposure to changes in 
the exchange rate, a stronger Canadian dollar results in a translation loss and a weak-
er Canadian dollar results in a translation gain. Compared with a stable Canadian 
dollar, a stronger Canadian dollar results in a larger amount of sales and a smaller 
amount of net income reported on the consolidated income statement. Th is diff er-
ence in direction results from the translation loss that is included in net income. (As 
demonstrated in  Example 5 , a translation gain would have resulted if the subsidiary 
had a net monetary asset exposure.) A weaker Canadian dollar results in a smaller 
amount of sales but a larger amount of net income than if the Canadian dollar had 
remained stable.    

  Exhibit 5  summarizes the relationships illustrated in  Examples 5  and  6 , focusing on the 
typical eff ect that a strengthening or weakening of the foreign currency has on fi nancial state-
ment amounts compared with what the amounts would be if the foreign currency were to 
remain stable. 

(Continued)
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    EXHIBIT 5      Eff ect of Currency Exchange Rate Movement on Financial Statements 

 Temporal Method, 
Net Monetary 

Liability Exposure 

 Temporal Method, 
Net Monetary Asset 

Exposure  Current Rate Method 

Foreign currency 
strengthens 
relative to parent’s 
presentation 
currency

↑ Revenues 
   ↑ Assets 
   ↑ Liabilities 
   ↓ Net income 
   ↓ Shareholders’ equity 
   Translation loss

↑ Revenues 
   ↑ Assets 
   ↑ Liabilities 
   ↑ Net income 
   ↑ Shareholders’ equity 
   Translation gain

↑ Revenues 
   ↑ Assets 
   ↑ Liabilities 
   ↑ Net income 
   ↑ Shareholders’ equity 
   Positive translation 
adjustment

Foreign currency 
weakens relative 
to parent’s 
presentation 
currency

↓ Revenues 
   ↓ Assets 
   ↓ Liabilities 
   ↑ Net income 
   ↑ Shareholders’ equity 
   Translation gain

↓ Revenues 
   ↓ Assets 
   ↓ Liabilities 
   ↓ Net income 
   ↓ Shareholders’ equity 
   Translation loss

↓ Revenues 
   ↓ Assets 
   ↓ Liabilities 
   ↓ Net income 
   ↓ Shareholders’ equity 
   Negative translation 
adjustment

 3.5.     Translation when a Foreign Subsidiary Operates in a Hyperinfl ationary 
Economy 

 As noted earlier, IFRS and US GAAP diff er substantially in their approach to translating the 
foreign currency fi nancial statements of foreign entities operating in the currency of a hyperin-
fl ationary economy. US GAAP simply require the foreign currency fi nancial statements of such 
an entity to be translated as if the parent’s currency is the functional currency (i.e., the tempo-
ral method must be used with the resulting translation gain or loss reported in net income). 
IFRS require the foreign currency fi nancial statements fi rst to be restated for infl ation using 
the procedures of IAS 29, and then the infl ation-adjusted fi nancial statements are translated 
using the current exchange rate. 

 IAS 29 requires the following procedures in adjusting fi nancial statements for infl ation:  

 Balance Sheet 

•    Monetary assets and monetary liabilities are not restated because they are already expressed 
in terms of the monetary unit current at the balance sheet date. Monetary items consist of 
cash, receivables, and payables.  

•    Non-monetary assets and non-monetary liabilities are restated for changes in the gen-
eral purchasing power of the monetary unit. Most non-monetary items are carried 
at historical cost. In these cases, the restated cost is determined by applying to the 
historical cost the change in the general price index from the date of acquisition to 
the balance sheet date. Some non-monetary items are carried at revalued amounts; for 
example, property, plant, and equipment are revalued according to the allowed alter-
native treatment in IAS 16, “Property, Plant and Equipment.” These items are restated 
from the date of revaluation.  

•    All components of stockholders’ equity are restated by applying the change in the general 
price level from the beginning of the period or, if later, from the date of contribution to the 
balance sheet date.    
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 Income Statement 

•    All income statement items are restated by applying the change in the general price index 
from the dates when the items were originally recorded to the balance sheet date.  

•    Th e net gain or loss in purchasing power that arises from holding monetary assets and mon-
etary liabilities during a period of infl ation is included in net income.   

 Th e procedures for adjusting fi nancial statements for infl ation are similar in concept to the 
procedures followed when using the temporal method for translation. By restating non-mon-
etary assets and liabilities along with stockholders’ equity in terms of the general price level at 
the balance sheet date, these items are carried at their historical amount of purchasing power. 
Only the monetary items, which are not restated for infl ation, are exposed to infl ation risk. 
Th e eff ect of that exposure is refl ected through the purchasing power gain or loss on the net 
monetary asset or liability position. 

 Holding cash and receivables during a period of infl ation results in a  purchasing power 
loss , whereas holding payables during infl ation results in a  purchasing power gain . Th is rela-
tionship can be demonstrated through the following examples. 

 Assume that the general price index (GPI) on 1 January 20X1 is 100; that is, a represent-
ative basket of goods and services can be purchased on that date for $100. At the end of 20X1, 
the same basket of goods and services costs $120; thus, the country has experienced an infl a-
tion rate of 20% [($120 – $100) ÷ $100]. Cash of $100 can be used to acquire one basket of 
goods on 1 January 20X1. One year later, however, when the GPI stands at 120, the same $100 
in cash can now purchase only 83.3% of a basket of goods and services. At the end of 20X1, it 
now takes $120 to purchase the same amount as $100 could purchase at the beginning of the 
year. Th e diff erence between the amount of cash needed to purchase one market basket at year 
end ($120) and the amount actually held ($100) results in a purchasing power loss of $20 from 
holding cash of $100 during the year. 

 Borrowing money during a period of infl ation increases purchasing power. Assume that 
a company expects to receive $120 in cash at the end of 20X1. If it waits until the cash is re-
ceived, the company will be able to purchase exactly 1.0 basket of goods and services when the 
GPI stands at 120. If instead, the company borrows $120 on 1 January 20X1 when the GPI is 
100, it can acquire 1.2 baskets of goods and services. Th is transaction results in a purchasing 
power gain of $20. Of course, there is an interest cost associated with the borrowing that off sets 
a portion of this gain. 

 A net purchasing power gain will arise when a company holds a greater amount of mone-
tary liabilities than monetary assets, and a net purchasing power loss will result when the oppo-
site situation exists. As such, purchasing power gains and losses are analogous to the translation 
gains and losses that arise when the currency is weakening in value and the temporal method 
of translation is applied. 

 Although the procedures required by IFRS and US GAAP for translating the foreign cur-
rency fi nancial statements in high-infl ation countries are fundamentally diff erent, the results, 
in a rare occurrence, can be very similar. Indeed, if the exchange rate between two currencies 
changes by exactly the same percentage as the change in the general price index in the highly 
infl ationary country, then the two methodologies produce the same results.  Example 7  demon-
strates this scenario.  
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 EXAMPLE 7    Translation of Foreign Currency Financial Statements of 
a Foreign Entity Operating in a High Infl ation Country 

 ABC Company formed a subsidiary in a foreign country on 1 January 20X1, through 
a combination of debt and equity fi nancing. Th e foreign subsidiary acquired land on 1 
January 20X1, which it rents to a local farmer. Th e foreign subsidiary’s fi nancial state-
ments for its fi rst year of operations, in foreign currency units (FC), are as follows: 

     Foreign Subsidiary Income Statement 

 (in FC)  20X1 

Rent revenue 1,000

Interest expense (250)

Net income 750

     Foreign Subsidiary Balance Sheets 

 (in FC)  1 Jan 20X1  31 Dec 20X1 

Cash 1,000 1,750

Land 9,000 9,000

Total 10,000 10,750

Note payable (5%) 5,000 5,000

Capital stock 5,000 5,000

Retained earnings 0 750

Total 10,000 10,750

 Th e foreign country experienced signifi cant infl ation in 20X1, especially in the 
second half of the year. Th e general price index during the year was as follows: 

1 January 20X1 100

Average, 20X1 125

31 December 20X1 200

 Th e infl ation rate in 20X1 was 100%, and the foreign country clearly meets the 
defi nition of a highly infl ationary economy. 

 As a result of the high infl ation rate in the foreign country, the FC weakened sub-
stantially during the year relative to other currencies. Relevant exchange rates between 
ABC’s presentation currency (US dollars) and the FC during 20X1 were as follows: 

 US$ per FC 

1 January 20X1 1.00

Average, 20X1 0.80

31 December 20X1 0.50
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 What amounts will ABC Company include in its consolidated fi nancial statements 
for the year ended 31 December 20X1 related to this foreign subsidiary?  

 Solution:   Assuming that ABC Company wishes to prepare its consolidated fi nancial 
statements in accordance with IFRS, the foreign subsidiary’s 20X1 fi nancial statements 
will be restated for local infl ation and then translated into ABC’s presentation currency 
using the current exchange rate as follows: 

 FC 
 Restatement 

Factor 

 Infl ation-
Adjusted 

FC 
 Exch. 
Rate  US$ 

Cash 1,750 200/200 1,750 0.50 875

Land 9,000 200/100 18,000 0.50 9,000

Total 10,750 19,750 9,875

Note payable 5,000 200/200 5,000 0.50 2,500

Capital stock 5,000 200/100 10,000 0.50 5,000

Retained earnings 750 4,750 0.50 2,375

Total 10,750 19,750 9,875

Revenues 1,000 200/125 1,600 0.50 800

Interest expense (250) 200/125 (400) 0.50 (200)

Subtotal 750 1,200 600

Purchasing power gain/loss 3,550 0.50 1,775

Net income 4,750 2,375

 All fi nancial statement items are restated to the GPI at 31 December 20X1. Th e net 
purchasing power gain of FC3,550 can be explained as follows: 

Gain from holding note payable FC5,000 × (200 – 100)/100 = FC5,000

Loss from holding beginning balance in cash –1,000 × (200 – 100)/100 = (1,000)

Loss from increase in cash during the year –750 × (200 – 125)/125 = (450)

Net purchasing power gain (loss) FC3,550

 Note that all infl ation-adjusted FC amounts are translated at the current exchange 
rate, and thus no translation adjustment is needed. 

 Now assume alternatively that ABC Company wishes to comply with US GAAP in 
preparing its consolidated fi nancial statements. In that case, the foreign subsidiary’s FC 
fi nancial statements are translated into US dollars using the temporal method, with the 
resulting translation gain/loss reported in net income, as follows: 

 FC  Exch. Rate  US$ 

Cash 1,750 0.50 C 875

Land 9,000 1.00 H 9,000

Total 10,750 9,875

(continued )
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 FC  Exch. Rate  US$ 
Note payable 5,000 0.50 C 2,500

Capital stock 5,000 1.00 H 5,000

Retained earnings 750 2,375

Total 10,750 9,875

Revenues 1,000 0.80 A 800

Interest expense (250) 0.80 A (200)

Subtotal 750 600

Translation gain* 1,775

Net income 2,375

 *Th e dividend is US$0 and the increase in retained earnings is US$2,375 (from the balance 
sheet); so, net income is US$2,375, and thus the translation gain is US$1,775. 
  Note:  C = current (period-end) exchange rate; A = average-for-the-year exchange rate; H = 
historical exchange rate.       

 Application of the temporal method as required by US GAAP in this situation results 
in exactly the same US dollar amounts as were obtained under the restate/translate approach 
required by IFRS. Th e equivalence of results under the two approaches exists because of the 
exact one-to-one inverse relationship between the change in the foreign country’s GPI and the 
change in the dollar value of the FC, as predicted by the theory of purchasing power parity. 
Th e GPI doubled and the FC lost half its purchasing power, which caused the FC to lose half 
its value in dollar terms. To the extent that this relationship does not hold, and it rarely ever 
does, the two diff erent methodologies will generate diff erent translated amounts. For example, 
if the 31 December 20X1 exchange rate had adjusted to only US$0.60 per FC1 (rather than 
US$0.50 per FC1), then translated net income would have been US$2,050 under US GAAP 
and US$2,850 under IFRS.   

 3.6.     Companies Use Both Translation Methods at the Same Time 

 Under both IFRS and US GAAP, a multinational corporation may need to use both the 
current rate and the temporal methods of translation at a single point in time. Th is sit-
uation will apply when some foreign subsidiaries have a foreign currency as their func-
tional currency (and therefore are translated using the current rate method) and other 
foreign subsidiaries have the parent’s currency as their functional currency (and therefore 
are translated using the temporal method). As a result, a multinational corporation’s con-
solidated fi nancial statements can refl ect simultaneously both a net translation gain or loss 
that is included in the determination of net income (from foreign subsidiaries translated 
using the temporal method) and a separate cumulative translation adjustment reported on 
the balance sheet in stockholders’ equity (from foreign subsidiaries translated using the 
current rate method). 

 Exxon Mobil Corporation is an example of a company that has a mixture of foreign 
currency and parent currency functional currency subsidiaries, as evidenced by the following 
excerpt from its 2011 annual report, Note 1 Summary of Accounting Policies: 

(Continued)
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   Foreign Currency Translation.  Th e Corporation selects the functional reporting 
currency for its international subsidiaries based on the currency of the primary 
economic environment in which each subsidiary operates. Downstream and 
Chemical operations primarily use the local currency. However, the US dollar is 
used in countries with a history of high infl ation (primarily in Latin America) and 
Singapore, which predominantly sells into the US dollar export market. Upstream 
operations which are relatively self-contained and integrated within a particular 
country, such as Canada, the United Kingdom, Norway and continental Europe, 
use the local currency. Some upstream operations, primarily in Asia and Africa, 
use the US dollar because they predominantly sell crude and natural gas pro-
duction into US dollar–denominated markets. For all operations, gains or losses 
from remeasuring foreign currency transactions into the functional currency are 
included in income.  

 Because of the judgment involved in determining the functional currency of foreign opera-
tions, two companies operating in the same industry might apply this judgment diff erently. 
For example, although Exxon Mobil has identifi ed the local currency as the functional cur-
rency for many of its international subsidiaries, Chevron Corporation has designated the US 
dollar as the functional currency for substantially all of its overseas operations, as indicated in 
its 2011 annual report, Note 1 Summary of Signifi cant Accounting Policies: 

   Currency Translation . Th e US dollar is the functional currency for substantially 
all of the company’s consolidated operations and those of its equity affi  liates. For 
those operations, all gains and losses from currency remeasurement are included 
in current period income. Th e cumulative translation eff ects for those few enti-
ties, both consolidated and affi  liated, using functional currencies other than the 
US dollar are included in “Currency translation adjustment” on the Consolidated 
Statement of Equity.  

 Evaluating net income reported by Exxon Mobil against net income reported by Chevron 
presents a comparability problem. Th is problem can be partially resolved by adding the trans-
lation adjustments reported in stockholders’ equity to net income for both companies. Th e fea-
sibility of this solution depends on the level of detail disclosed by multinational corporations 
with respect to the translation of foreign currency fi nancial statements.   

 3.7.     Disclosures Related to Translation Methods 

 Both IFRS and US GAAP require two types of disclosures related to foreign currency trans-
lation: 

   1  .     the amount of exchange diff erences recognized in net income, and  
   2  .     the amount of cumulative translation adjustment classifi ed in a separate component of 

equity, along with a reconciliation of the amount of cumulative translation adjustment at 
the beginning and end of the period.   

  US GAAP also specifi cally require disclosure of the amount of translation adjustment trans-
ferred from stockholders’ equity and included in current net income as a result of the disposal 
of a foreign entity. 
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 Th e amount of exchange diff erences recognized in net income consists of 

•    foreign currency  transaction  gains and losses, and  
•     translation  gains and losses resulting from application of the temporal method.   

  Neither IFRS nor US GAAP require disclosure of the two separate amounts that constitute the 
total exchange diff erence recognized in net income, and most companies do not provide dis-
closure at that level of detail. However, BASF AG (shown earlier in  Exhibit 1 ) is an exception. 
Note 6 in BASF’s annual report separately discloses gains from foreign currency and hedging 
transactions and gains from translation of fi nancial statements, both of which are included in 
the line item “Other Operating Income” on the income statement, as shown below: 

    6.      Other Operating Income 

 Million €  2011  2010 

Reversal and adjustment of provisions 170 244

Revenue from miscellaneous revenue-generating activities 207 142

Income from foreign currency and hedging transactions 170 136

Income from the translation of fi nancial statements in foreign currencies 42 76

Gains on the disposal of property, plant and equipment and divestitures 666 101

Reversals of impairments of property, plant and equipment — 40

Gains on the reversal of allowance for doubtful business-related receivables 77 36

Other 676 365

2,008 1,140

 Th e company provides a similar level of detail in Note 7 related to “Other Operating Expenses.” 
 Disclosures related to foreign currency translation are commonly found in both the 

MD&A and the Notes to Financial Statements sections of an annual report.  Example 8  uses 
the foreign currency translation–related disclosures made in 2011 by Yahoo! Inc.  

 EXAMPLE 8    Disclosures Related to Foreign Currency Translation: 
Yahoo! Inc. 2011 Annual Report 

 Yahoo! Inc. is a US-based digital media company that reports in US dollars and prepares 
fi nancial statements in accordance with US GAAP. 

 Th e stockholders’ equity section of Yahoo!’s consolidated balance sheets includes 
the following line items: 

 31 December 

 (in thousands)  2010  2011 

Common stock $1,306 $1,242

Additional paid-in capital 10,109,913 9,825,899

Treasury stock — (416,237)

Retained earnings 1,942,656 2,432,294

Accumulated other comprehensive income (loss) 504,254 697,869

Total Yahoo! Inc. stockholders’ equity 12,558,129 12,541,067
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 Th e consolidated statement of stockholders’ equity provides detail on the compo-
nents comprising “Accumulated other comprehensive income.” Th e relevant portion of 
that statement appears below: 

 Years Ended 31 December 

 2009  2010  2011 

 Accumulated other comprehensive income 

Balance, beginning of year 120,276 369,236 504,254

Net change in unrealized gains/losses on available-
for-sale securities, net of tax (1,936) 3,813 (16,272)

Foreign currency translation adjustments, net of tax 250,896 131,205 209,887

Balance, end of year 369,236 504,254 697,869

 Yahoo! reported the following net income in 2010 and 2011, as shown on the con-
solidated statement of income: 

 2010  2011  % Change 

Net income $1,244,628 $1,062,699 −14.6%

 Yahoo!’s disclosures for its three geographic segments are disclosed in a note to 
the fi nancial statements. Revenue (excluding total acquisition costs) and direct segment 
operating costs are shown below: 

   2009  2010  2011 

Revenue ex-TAC by segment:

Americas 3,656,752 3,467,850 3,142,879

EMEA 390,456 368,884 407,467

Asia Pacifi c 635,281 751,495 830,482

Total revenue ex-TAC 4,682,489 4,588,229 4,380,828

Direct costs by segment:

Americas 620,690 568,017 560,016

EMEA 115,778 118,954 135,266

Asia Pacifi c 138,739 146,657 194,394

 In the MD&A section of the 2011 annual report, Yahoo! describes the source of its 
translation exposure: 

   Translation Exposure  

 We are also exposed to foreign exchange rate fl uctuations as we convert 
the fi nancial statements of our foreign subsidiaries and our investments in 
equity interests into US dollars in consolidation. If there is a change in for-
eign currency exchange rates, the conversion of the foreign subsidiaries’ fi nan-
cial statements into US dollars results in a gain or loss which is recorded as 
a component of accumulated other comprehensive income which is part of 
stockholders’ equity. 
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 Revenue ex-TAC (total acquisition costs) and related expenses generated 
from our international subsidiaries are generally denominated in the cur-
rencies of the local countries. Primary currencies include Australian dollars, 
British pounds, Euros, Japanese Yen, Korean won, and Taiwan dollars. Th e 
statements of income of our international operations are translated into US 
dollars at exchange rates indicative of market rates during each applicable 
period. To the extent the US dollar strengthens against foreign currencies, the 
translation of these foreign currency-denominated transactions results in re-
duced consolidated revenue and operating expenses. Conversely, our consol-
idated revenue and operating expenses will increase if the US dollar weakens 
against foreign currencies. Using the foreign currency exchange rates from 
the year ended December 31, 2010, revenue ex-TAC for the Americas seg-
ment for the year ended December 31, 2011 would have been lower than we 
reported by $6 million, revenue ex-TAC for the EMEA segment would have 
been lower than we reported by $16 million, and revenue ex-TAC for the 
Asia Pacifi c segment would have been lower than we reported by $59 million. 
Using the foreign currency exchange rates from the year ended December 31, 
2010, direct costs for the Americas segment for the year ended December 31, 
2011 would have been lower than we reported by $2 million, direct costs for 
the EMEA segment would have been lower than we reported by $5 million, 
and direct costs for the Asia Pacifi c segment would have been lower than we 
reported by $15 million.  

 Using the information above, address the following questions:  

  1  .     By how much did accumulated other comprehensive income change during the year 
ended 31 December 2011? Where can this information be found?  

  2  .     How much foreign currency translation adjustment was included in other compre-
hensive income for the year ended 31 December 2011? How does such an adjust-
ment arise?  

  3  .     If foreign currency translation adjustment had been included in net income (rather 
than in other comprehensive income), how would the 2010/2011 change in income 
have been aff ected?  

  4  .     From what perspective does Yahoo! describe its foreign currency risk?  
  5  .     What percentage of total revenue ex-TAC was generated by the Asia-Pacifi c segment 

for the year ended 31 December 2011? What would this percentage have been if 
there had been no change in foreign currency exchange rates during the year?    

 Solutions:  
  1  .     Accumulated other comprehensive income increased by $193,615 thousand (from 

$504,254 thousand beginning balance to $697,869 thousand at the end of the 
year). Th is information can be found in two places: the stockholders’ equity section 
of the balance sheet and the consolidated statement of stockholders’ equity.  

  2  .     Th e amount of foreign currency translation adjustment included in other compre-
hensive income for 2011 was $209,887 thousand. Th e foreign currency translation 
adjustment arises from applying the current rate method to translate the foreign 
currency functional currency fi nancial statements of foreign subsidiaries. Assuming 
that Yahoo!’s foreign subsidiaries have positive net assets, the positive translation 
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adjustment in 2011 results from a strengthening in foreign currencies (weakening 
in the US dollar).  

  3  .     If foreign currency translation adjustment had been included in net income (rather 
than other comprehensive income), the percentage decrease in reported net income 
from 2010 to 2011 of 14.6% would have been smaller (7.5%).

 2010  2011  % Change 

Net income $1,244,628 $1,062,699 −14.6%

Foreign currency translation adjustment 131,205 209,887

$1,375,833 $1,272,586 −7.5%

  4  .     Yahoo! describes its foreign currency risk from the perspective of how the US dollar 
fl uctuates against foreign currencies because the dollar is the reporting currency. If 
the US dollar strengthens, then foreign currencies must weaken, which will result in 
reduced revenues, expenses, and income from foreign operations.  

  5  .     Th e Asia-Pacifi c segment represented 19.0% of total revenue ex-TAC. Information 
from the MD&A disclosure can be used to determine that if there had been no 
change in foreign currency exchange rates during the year, the segment would have 
represented a slightly lower percentage of total revenue (17.9%).

 2011, as Reported 
 2011, If No Change 
in Exchange Rates 

Revenue ex-TAC by segment:

Americas 3,142,879 71.7% 6,000 3,136,879 73.0%

EMEA 407,467 9.3% 16,000 391,467 9.1%

Asia Pacifi c 830,482 19.0% 59,000 771,482 17.9%

Total revenue ex-TAC 4,380,828 100.0% 4,299,828 100.0%

 As noted in the previous section, because of the judgment involved in determining the 
functional currency of foreign operations, two companies operating in the same industry might 
use diff erent predominant translation methods. As a result, income reported by these companies 
may not be directly comparable. Exxon Mobil Corporation and Chevron Corporation, both 
operating in the petroleum industry, are an example of two companies for which this is the case. 
Whereas Chevron has identifi ed the US dollar as the functional currency for substantially all of 
its foreign subsidiaries, Exxon Mobil indicates that its downstream and chemical operations, as 
well as some of its upstream operations, primarily use the local currency as the functional cur-
rency. As a result, Chevron primarily uses the temporal method with translation gains and losses 
included in income, while Exxon Mobil uses the current rate method to a much greater extent, 
with the resulting translation adjustments excluded from income. To make the income of these 
two companies more comparable, an analyst can use the disclosures related to translation ad-
justments to include these as gains and losses in determining an adjusted amount of income. 
 Example 9  demonstrates this process for Exxon Mobil and Chevron.  
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 EXAMPLE 9    Comparing Net Income for Exxon Mobil Corporation 
and Chevron Corporation 

 Exxon Mobil Corporation uses the current rate method to translate the foreign curren-
cy fi nancial statements of a substantial number of its foreign subsidiaries and includes 
the resulting translation adjustments in the “Accumulated other non-owner changes in 
equity” line item in the stockholders’ equity section of the consolidated balance sheet. 
Detail on the items composing “Accumulated other non-owner changes in equity,” 
including “Foreign exchange translation adjustment,” is provided in the consolidated 
statement of shareholders’ equity. 

 Chevron Corporation uses the temporal method to translate the foreign currency 
fi nancial statements of substantially all of its foreign subsidiaries. For those few entities 
using functional currencies other than the US dollar, however, the current rate method 
is used and the resulting translation adjustments are included in the “Accumulated other 
comprehensive loss” component of stockholders’ equity. Th e consolidated statement of 
stockholders’ equity provides detail on the changes in the component of stockholders’ 
equity, including a “Currency translation adjustment.” 

 Combining net income from the income statement and the change in the cumu-
lative translation adjustment account from the statement of stockholders’ equity, an 
adjusted net income in which translation adjustments are treated as gains and losses can 
be calculated for each company, as shown in the following table (amounts in millions 
of US dollars): 

 Exxon Mobil  2011  2010  2009 

Reported net income 42,206 31,398 19,658

Translation adjustment (867) 1,034 3,629

Adjusted net income 41,339 32,432 23,287

 Chevron  2011  2010  2009 

Reported net income 27,008 19,136 10,563

Translation adjustment 17 6 60

Adjusted net income 27,025 19,142 10,623

 Th e direction, positive or negative, of the translation adjustment is the same for 
both companies in 2009 and 2010 but not in 2011. Overall, Exxon Mobil has signifi -
cantly larger translation adjustments than Chevron because Exxon Mobil designates 
the local currency as functional currency for a substantially larger portion of its foreign 
operations. 

 A comparison of the relative amounts of net income generated by the two com-
panies is diff erent depending on whether reported net income or adjusted net income 
is used. Exxon Mobil’s reported net income in 2009 is 1.90 times larger than Chev-
ron’s, whereas its adjusted net income is 2.2 times larger, as shown in the following 
table. 
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 Some analysts believe that all non-owner changes in stockholders’ equity, such as trans-
lation adjustments, should be included in the determination of net income. Th is approach is 
referred to as clean-surplus accounting, as opposed to dirty-surplus accounting, in which some 
income items are reported as part of stockholders’ equity rather than as gains and losses on the 
income statement. One of the dirty-surplus items found in both IFRS and US GAAP fi nancial 
statements is the translation adjustment that arises when a foreign currency is determined to be 
the functional currency of a foreign subsidiary. Disclosures made in accordance with IFRS and 
US GAAP provide analysts with the detail needed to calculate net income on a clean-surplus 
basis. In fact, both sets of standards now require companies to prepare a statement of compre-
hensive income in which unrealized gains and losses that have been deferred in stockholders’ 
equity are included in a measure of comprehensive income.     

 4. MULTINATIONAL OPERATIONS AND A COMPANY’S 
EFFECTIVE TAX RATE 

 In general, multinational companies incur income taxes in the country in which the profi t is 
earned. Transfer prices, the prices that related companies charge on intercompany transactions, 
aff ect the allocation of profi t between the companies. An entity with operations in multiple 
countries with diff erent tax rates could aim to set transfer prices such that a higher portion of 
its profi t is allocated to lower tax rate jurisdictions. Countries have established various laws and 
practices to prevent aggressive transfer pricing practices. Transfer pricing has been defi ned as 
“the system of laws and practices used by countries to ensure that goods, services, and intellec-
tual property transferred between related companies are appropriately priced, based on market 
conditions, such that profi ts are correctly refl ected in each jurisdiction.”  5    Also, most countries 
are party to tax treaties that prevent double-taxation of corporate profi ts by granting a credit 
for taxes paid to another country. 

 Whether and when a company also pays income taxes in its home country depends on 
the specifi c tax regime. In the United States, for example, multinational companies are liable 
only for a residual tax on foreign income, after applying a credit for foreign taxes paid on that 
same income. Th e eff ect of the tax credit is that the multinational company owes taxes on the 

 2011  2010  2009 

Exxon Mobil reported net income/ Chevron reported net income 1.6 1.6 1.9

Exxon Mobil adjusted net income/ Chevron adjusted net income 1.5 1.7 2.2

 Including translation adjustments as gains and losses in the measurement of an 
adjusted net income provides a more comparable basis for evaluating the profi tability 
of two companies that use diff erent predominant translation methods. Bringing the 
translation adjustments into the calculation of adjusted net income still might not pro-
vide truly comparable measures, however, because of the varying eff ect that the diff erent 
translation methods have on reported net income.  

  5    TP Analytics.  http://www.tpanalytics.com . 
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foreign income only to the extent that the US corporate tax rate exceeds the foreign rate of tax 
on that income. In addition, much of the foreign income earned by US multinationals is not 
taxed until it is repatriated.  6    

 An analyst can obtain information about the eff ect of multinational operations from com-
panies’ disclosure on eff ective tax rates. Accounting standards require companies to provide an 
explanation of the relationship between tax expense and accounting profi t. Th e explanation 
is presented as a reconciliation between the average eff ective tax rate (tax expense divided by 
pretax accounting profi ts) and the relevant statutory rate. Th e purpose of this disclosure is 
to enable users of fi nancial statements to understand whether the relationship between tax 
expense and accounting profi t in a particular fi scal period is unusual and to understand the 
signifi cant factors—including the eff ect of foreign taxes—that could aff ect that relationship in 
the future.  7    Changes in the eff ective tax rate impact of foreign taxes could be caused by changes 
in the applicable tax rates and/or changes in the mix of profi ts earned in diff erent jurisdictions.     

  6    United States Government Accountability Offi  ce (GAO) Report GAO-08-950.  US Multinational Cor-
porations: Eff ective Tax Rates Are Correlated with Where Income Is Reported . August 2008. 
  7    International Accounting Standard 12  Income Taxes , ¶84. 

 EXAMPLE 10 

 Below are excerpts from the eff ective tax rate reconciliation disclosures by two compa-
nies: Heineken N.V., a Dutch brewer, and Colgate Palmolive, a US consumer products 
company. Use the disclosures to answer the following questions:  

  1  .     Which company’s home country has a lower statutory tax rate?  
  2  .     What was the impact of multinational operations on each company’s 2011 eff ective 

tax rate?  
  3  .     Changes in the tax rate impact of multinational operations can often be explained 

by changes of profi t mix between countries with higher or lower marginal tax 
rates. What do Heineken’s disclosures suggest about the geographic mix of its 
2011 profi t?   

     Heineken N.V. Annual Report 2011 
   Notes to the consolidated fi nancial statements 
   13. Income tax expense (excerpt) 

 Reconciliation of the eff ective tax rate 

 In millions of EUR   2011   2010 

Profi t before income tax  2,025 1,982

Share of net profi t of associates and joint ventures and 
impairments thereof  (240 ) (193)

Profi t before income tax excluding share of profi t of 
associates and joint ventures (inclusive impairments thereof )   1,785  1,789
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     %    2011   %  2010 

Income tax using the Company’s domestic tax rate  25.0  446 25.5 456

Eff ect of tax rates in foreign jurisdictions  3.5  62 1.9 34

Eff ect of non-deductible expenses  3.2  58 4 72

Eff ect of tax incentives and exempt income  (6.0 )  −107 −8.2 −146

Recognition of previously unrecognised temporary diff erences  (0.5 )  −9 −0.1 −2

Utilisation or recognition of previously unrecognised tax losses  (0.3 )  −5 −1.2 −21

Unrecognised current year tax losses  1.0  18 0.8 15

Eff ect of changes in tax rate  0.1  1 0.2 3

Withholding taxes  1.5  26 1.4 25

Under/(over) provided in prior years  (1.5 )  −27 −2.3 −42

Other reconciling items  0.1  2 0.5 9

    26.1    465  22.5 403

     COLGATE-PALMOLIVE COMPANY Annual Report 2011 
   Notes to Consolidated Financial Statements 
   10. Income Taxes (excerpt) 

Th e diff erence between the statutory US federal income tax rate and the Company’s global 
eff ective tax rate as refl ected in the Consolidated Statements of Income is as follows:

 Percentage of Income before income taxes  2011  2010  2009 

Tax at United States statutory rate 35.0% 35.0% 35.0%

State income taxes, net of federal benefi t 0.4 1.1 0.5

Earnings taxed at other than United States statutory rate (1.7) (4.6) (2.5)

Venezuela hyperinfl ationary transition charge — 2.8 —

Other, net (1.1) (1.7) (0.8)

Eff ective tax rate 32.6% 32.6% 32.2%

 Solution to 1:   Heineken’s home country tax rate (25.0% in 2011) is lower than Colgate 
Palmolive’s home country tax rate (35.0%).   

 Solution to 2:   Th e line item labeled “Eff ect of tax rates in foreign jurisdictions” indicates 
that multinational operations increased Heineken’s eff ective tax rate by 3.5 percentage 
points. Th e line item labeled “Earnings taxed at other than United States statutory rate” 
indicates that multinational operations lowered Colgate Palmolive’s eff ective tax rate by 
1.7 percentage points in 2011.   

 Solution to 3:   Multinational operations increased Heineken’s eff ective tax rate by 
3.5 percentage points in 2011 but only 1.9 percentage points in 2010. Th is greater im-
pact in 2011 could indicate that Heineken’s profi t mix in 2011 shifted to countries with 
higher marginal tax rates. (Th e change could also indicate that the marginal tax rates 
increased in the countries in which Heineken earns profi ts.)   

(Continued)
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 5. ADDITIONAL DISCLOSURES ON THE EFFECTS OF FOREIGN 
CURRENCY 

 We turn now to the question of how an analyst can use multinational companies’ disclosures 
to better understand the eff ects of foreign currency.  

 5.1.     Disclosures Related to Sales Growth 

 Companies often make important disclosures about foreign currency eff ect on sales growth in 
the MD&A. Additional disclosures are also often made in fi nancial presentations to the analyst 
community. 

 For a multinational company, sales growth is driven not only by changes in volume and 
price but also by changes in the exchange rates between the reporting currency and the cur-
rency in which sales are made. Arguably, growth in sales that comes from changes in volume 
or price is more sustainable than growth in sales that comes from changes in exchange rates. 
Further, management arguably has greater control over growth in sales resulting from greater 
volume or higher price than from changes in exchange rates. Th us, an analyst will consider the 
foreign currency eff ect on sales growth both for forecasting future performance and for evalu-
ating a management team’s historical performance. 

 Companies often include disclosures about the eff ect of exchange rates on sales growth in 
the MD&A. Such disclosures may also appear in other fi nancial reports, such as company pres-
entations to investors or earnings announcements.  Exhibit 6  provides an example of disclosure 
from the MD&A, and  Example 11  illustrates even more detailed disclosure from a company’s 
report to analysts. 

    EXHIBIT 6 

 General Mills’ 2011 annual report includes the following disclosures about the com-
ponents of net sales growth in its international segment. Th e fi rst excerpt is from the 
MD&A, and the second is from a supplementary schedule reconciling non-GAAP meas-
ures. Although the overall eff ect on international net sales growth was minimal “fl at,” the 
geographic detail provided in the supplementary schedule shows that the eff ects varied 
widely by region.  

 Excerpt from MD&A 

 Components of International Net Sales Growth 

 Fiscal 2011  
    vs. 2010 

 Fiscal 2010   
    vs. 2009 

Contributions from volume growth a 6 pts Flat

Net price realization and mix 1 pt 3 pts

Foreign currency exchange Flat 1 pt

Net sales growth 7 pts 4 pts

  a Measured in tons based on the stated weight of our product shipments.       
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 Excerpt from Supplementary Schedule on Non-GAAP Measures   

 International Segment and Region Sales Growth Rates Excluding Impact of Foreign Exchange 

 Fiscal Year 2011 

 Percentage 
      Change in       Net 

Sales as       Reported 

 Impact of 
Foreign Currency 

Exchange 

 Percentage change in 
Net Sales on Constant 

Currency Basis 

Europe 5% −2% 7%

Canada 8 5 3

Asia/Pacifi c 14 5 9

Latin America −5 −16 11

Total International segment 7% Flat 7%

 EXAMPLE 11 

 Use the information disclosed in Procter & Gamble Company’s CAGNY [Consumer 
Analyst Group of New York] conference slides to answer the following questions:  

  1  .     Why does the company present “organic sales growth”?  
  2  .     On average, for the four quarters beginning October 2008 and ending Septem-

ber 2009, how did changes in foreign exchange rates aff ect P&G’s reported sales 
growth?       

 Th e Procter & Gamble Company 
  2012 CAGNY CONFERENCE SLIDES  

  Reg G Reconciliation of Non-GAAP measures  
 In accordance with the SEC’s Regulation G, the following provides defi nitions of 

the non-GAAP measures used in the earnings call and slides with the reconciliation to 
the most closely related GAAP measure.  

  1  .      Organic Sales Growth:  
 Organic sales growth is a non-GAAP measure of sales growth excluding the impacts 
of acquisitions, divestitures and foreign exchange from year-over-year comparisons. 
We believe this provides investors with a more complete understanding of under-
lying sales trends by providing sales growth on a consistent basis. “Organic sales” 
is also one of the measures used to evaluate senior management and is a factor in 
determining their at-risk compensation. Th e reconciliation of reported sales growth 
to organic sales is as follows:
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 Total P&G 
 Net Sales 
Growth 

 Foreign 
Exchange 
Impact 

 Acquisition/ 
Divestiture 

Impact 

 Organic 
Sales 

Growth 

JAS 06 27% −1% −20% 6%

OND 06 8% −3% 0% 5%

JFM07 8% −2% 0% 6%

AMJ07 8% −3% 0% 5%

JAS07 8% −3% 0% 5%

OND07 9% −5% 1% 5%

JFM08 9% −5% 1% 5%

AMJ08 10% −6% 1% 5%

JAS08 9% −5% 1% 5%

Average–JAS 06−JAS 08 11% −4% −2% 5%

OND08 −3% 5% 0% 2%

JFM09 −8% 9% 0% 1%

AMJ09 −11% 9% 1% −1%

JAS09 −6% 7% 1% 2%

Average–OND 08−JAS 09 −7% 8% 0% 1%

OND09 6% −2% 1% 5%

JFM010 7% −3% 0% 4%

AMJ010 5% −1% 0% 4%

JAS010 2% 3% −1% 4%

OND010 2% 2% −1% 3%

JFM011 5% −1% 0% 4%

AMJ011 10% −5% 0% 5%

JAS011 9% −5% 0% 4%

OND011 4% 0% 0% 4%

Average–OND 09−OND 11 5% −1% 0% 4%

JFM 12 (Estimate) 0% to 2% 3% 0% 3% to 5%

AMJ 12(Estimate) −1% to 2% 5% to 4% 0% 4% to 6%

 Solution to 1:   According to its disclosures, Procter & Gamble presents “organic sales 
growth” because the company believes it provides investors with a better understanding 
of underlying sales trends and because it is one of the measures used for management 
evaluation and compensation.   

 Solution to 2:   Th e average eff ect of foreign exchange changes during the period was 
negative: Although organic sales grew by 1%, the company reported net sales growth of 
–7% as a result of a negative 8% foreign exchange eff ect In other words, if no foreign 
exchange eff ect had occurred, reported sales growth and organic sales growth would 
have been equal, both at 1%.   
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 5.2.     Disclosures Related to Major Sources of Foreign Exchange Risk 

 Disclosures about the eff ects of currency fl uctuations often include sensitivity analyses. For ex-
ample, a company might describe the major sources of foreign exchange risk given its countries 
of operations and then disclose the profi t impact of a given change in exchange rates. 

  Exhibit 7  includes two excerpts from the 2011 BMW AG annual report. Th e fi rst excerpt, 
from the management report, describes the source of the company’s currency risks and its 
approach to measuring and managing those risks. Th e second excerpt, from the additional 
disclosures section of the notes, presents the results of the company’s sensitivity analysis. 

    EXHIBIT 7  

 Excerpts from 2011 BMW AG Annual Report 

  Excerpt from the management report describing the source of the company’s currency risks and its 
approach to measuring and managing those risks:  

 “Th e sale of vehicles outside the euro zone gives rise to exchange risks. Th ree currencies 
(the Chinese renminbi, the US dollar and the British pound) accounted for approximately 
two-thirds of the BMW Group’s foreign currency exposures in 2011. We employ cash-fl ow-at-
risk models and scenario analyses to measure exchange rate risks. Th ese tools provide informa-
tion which serves as the basis for decision-making in the area of currency management. 

 “We manage currency risks both at a strategic (medium and long term) and at an operating 
level (short and medium term). In the medium and long term, foreign exchange risks are managed 
by “natural hedging”, in other words by increasing the volume of purchases denominated in foreign 
currency or increasing the volume of local production. In this context, the expansion of the plant in 
Spartanburg, USA, and the new plant under construction in Tiexi* at the Shenyang site in China 
are helping to reduce foreign exchange risks in two major sales markets. For operating purposes 
(short and medium term), currency risks are hedged on the fi nancial markets. Hedging transactions 
are entered into only with fi nancial partners of good credit standing. Counterparty risk manage-
ment procedures are carried out continuously to monitor the creditworthiness of those partners.” 

  Excerpt, from the additional disclosures section of the notes, presenting the results of the com-
pany’s sensitivity analysis risks:  

 “Th e BMW Group measures currency risk using a cash-fl ow-at-risk model. Th e starting 
point for analysing currency risk with this model is the identifi cation of forecast foreign cur-
rency transactions or “exposures.” At the end of the reporting period, the principal exposures 
for the coming year were as follows: 

 in € million  31.12.2011  31.12.2010 

Euro/Chinese Renminbi 7,114 6,256

Euro/US Dollar 4,281 3,888

Euro/British Pound 3,266 3,056

Euro/Japanese Yen 1,334 1,086

 “In the next stage, these exposures are compared to all hedges that are in place. Th e net 
cash fl ow surplus represents an uncovered risk position. Th e cash-fl ow-at-risk approach in-
volves allocating the impact of potential exchange rate fl uctuations to operating cash fl ows on 
the basis of probability distributions. Volatilities and correlations serve as input factors to assess 
the relevant probability distributions. 

(continued)



860 International Financial Statement Analysis

 “Th e potential negative impact on earnings for the current period is computed on the 
basis of current market prices and exposures to a confi dence level of 95% and a holding period 
of up to one year for each currency. Aggregation of these results creates a risk reduction eff ect 
due to correlations between the various portfolios. 

 “Th e following table shows the potential negative impact for the BMW Group—measured 
on the basis of the cash-fl ow-at-risk approach—attributable at the balance sheet date to unfa-
vourable changes in exchange rates for the principal currencies.” 

 in € million  31.12.2011  31.12.2010 

Euro/Chinese Renminbi 180 265

Euro/US Dollar 121 103

Euro/British Pound 182 184

Euro/Japanese Yen  23  30

 Th e level of detail varies in companies’ disclosures about sensitivity of earnings to foreign 
currency fl uctuations, with some companies providing information on the range of possible val-
ues of foreign exchange rates. An analyst can use sensitivity analysis disclosures in conjunction 
with his or her own forecast of exchange rates when developing forecasts of profi t and cash fl ow. 
When detailed disclosures are provided, the analyst can explicitly incorporate foreign exchange 
impact. Alternatively, in the absence of detailed disclosures, the analyst can incorporate the sen-
sitivity analysis when calibrating the downside risks to base-case profi t and cash fl ow forecasts.     

 6. SUMMARY 

 Th e translation of foreign currency amounts is an important accounting issue for companies 
with multinational operations. Foreign exchange rate fl uctuations cause the functional curren-
cy values of foreign currency assets and liabilities resulting from foreign currency transactions 
as well as from foreign subsidiaries to change over time. Th ese changes in value give rise to for-
eign exchange diff erences that companies’ fi nancial statements must refl ect. Determining how 
to measure these foreign exchange diff erences and whether to include them in the calculation 
of net income are the major issues in accounting for multinational operations.  

•    Th e local currency is the national currency of the country where an entity is located. Th e func-
tional currency is the currency of the primary economic environment in which an entity oper-
ates. Normally, the local currency is an entity’s functional currency. For accounting purposes, 
any currency other than an entity’s functional currency is a foreign currency for that entity. 
Th e currency in which fi nancial statement amounts are presented is known as the presentation 
currency. In most cases, the presentation currency will be the same as the local currency.  

•    When an export sale (import purchase) on an account is denominated in a foreign currency, 
the sales revenue (inventory) and foreign currency account receivable (account payable) are 
translated into the seller’s (buyer’s) functional currency using the exchange rate on the trans-
action date. Any change in the functional currency value of the foreign currency account 
receivable (account payable) that occurs between the transaction date and the settlement 
date is recognized as a foreign currency transaction gain or loss in net income.  

EXHIBIT 7 (Continued)
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•    If a balance sheet date falls between the transaction date and the settlement date, the for-
eign currency account receivable (account payable) is translated at the exchange rate at the 
balance sheet date. Th e change in the functional currency value of the foreign currency 
account receivable (account payable) is recognized as a foreign currency transaction gain 
or loss in income. Analysts should understand that these gains and losses are unrealized 
at the time they are recognized and might or might not be realized when the transactions 
are settled.  

•    A foreign currency transaction gain arises when an entity has a foreign currency receivable 
and the foreign currency strengthens or it has a foreign currency payable and the foreign 
currency weakens. A foreign currency transaction loss arises when an entity has a foreign 
currency receivable and the foreign currency weakens or it has a foreign currency payable 
and the foreign currency strengthens.  

•    Companies must disclose the net foreign currency gain or loss included in income. Th ey 
may choose to report foreign currency transaction gains and losses as a component of oper-
ating income or as a component of non-operating income. If two companies choose to re-
port foreign currency transaction gains and losses diff erently, operating profi t and operating 
profi t margin might not be directly comparable between the two companies.  

•    To prepare consolidated fi nancial statements, foreign currency fi nancial statements of for-
eign operations must be translated into the parent company’s presentation currency. Th e ma-
jor conceptual issues related to this translation process are, What is the appropriate exchange 
rate for translating each fi nancial statement item, and how should the resulting translation 
adjustment be refl ected in the consolidated fi nancial statements? Two diff erent translation 
methods are used worldwide.  

•    Under the current rate method, assets and liabilities are translated at the current exchange 
rate, equity items are translated at historical exchange rates, and revenues and expenses are 
translated at the exchange rate that existed when the underlying transaction occurred. For 
practical reasons, an average exchange rate is often used to translate income items.  

•    Under the temporal method, monetary assets (and non-monetary assets measured at cur-
rent value) and monetary liabilities (and non-monetary liabilities measured at current 
value) are translated at the current exchange rate. Non-monetary assets and liabilities not 
measured at current value and equity items are translated at historical exchange rates. 
Revenues and expenses, other than those expenses related to non-monetary assets, are 
translated at the exchange rate that existed when the underlying transaction occurred. 
Expenses related to non-monetary assets are translated at the exchange rates used for the 
related assets.  

•    Under both IFRS and US GAAP, the functional currency of a foreign operation determines 
the method to be used in translating its foreign currency fi nancial statements into the par-
ent’s presentation currency and whether the resulting translation adjustment is recognized 
in income or as a separate component of equity.  

•    Th e foreign currency fi nancial statements of a foreign operation that has a foreign currency 
as its functional currency are translated using the current rate method, and the translation 
adjustment is accumulated as a separate component of equity. Th e cumulative translation 
adjustment related to a specifi c foreign entity is transferred to net income when that entity 
is sold or otherwise disposed of. Th e balance sheet risk exposure associated with the current 
rate method is equal to the foreign subsidiary’s net asset position.  

•    Th e foreign currency fi nancial statements of a foreign operation that has the parent’s presen-
tation currency as its functional currency are translated using the temporal method, and the 
translation adjustment is included as a gain or loss in income. US GAAP refer to this process 
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as remeasurement. Th e balance sheet exposure associated with the temporal method is equal 
to the foreign subsidiary’s net monetary asset/liability position (adjusted for non-monetary 
items measured at current value).  

•    IFRS and US GAAP diff er with respect to the translation of foreign currency fi nancial 
statements of foreign operations located in a highly infl ationary country. Under IFRS, the 
foreign currency statements are fi rst restated for local infl ation and then translated using 
the current exchange rate. Under US GAAP, the foreign currency fi nancial statements are 
translated using the temporal method, with no restatement for infl ation.  

•    Applying diff erent translation methods for a given foreign operation can result in very dif-
ferent amounts reported in the parent’s consolidated fi nancial statements.  

•    Companies must disclose the total amount of translation gain or loss reported in income and 
the amount of translation adjustment included in a separate component of stockholders’ eq-
uity. Companies are not required to separately disclose the component of translation gain or 
loss arising from foreign currency transactions and the component arising from application 
of the temporal method.  

•    Disclosures related to translation adjustments reported in equity can be used to include these 
as gains and losses in determining an adjusted amount of income following a clean-surplus 
approach to income measurement.  

•    Foreign currency translation rules are well established in both IFRS and US GAAP. Fortu-
nately, except for the treatment of foreign operations located in highly infl ationary coun-
tries, the two sets of standards have no major diff erences in this area. Th e ability to under-
stand the impact of foreign currency translation on the fi nancial results of a company using 
IFRS should apply equally well in the analysis of fi nancial statements prepared in accordance 
with US GAAP.  

•    An analyst can obtain information about the tax impact of multinational operations from 
companies’ disclosure on eff ective tax rates.  

•    For a multinational company, sales growth is driven not only by changes in volume and 
price but also by changes in the exchange rates between the reporting currency and the 
currency in which sales are made. Arguably, growth in sales that comes from changes in 
volume or price is more sustainable than growth in sales that comes from changes in ex-
change rates.        

                                     PROBLEMS        

  Th e following information relates to Questions 1–6 

 Pedro Ruiz is an analyst for a credit rating agency. One of the companies he follows, Eurex-
im SA, is based in France and complies with International Financial Reporting Standards 
(IFRS). Ruiz has learned that Eurexim used EUR220 million of its own cash and borrowed an 
equal amount to open a subsidiary in Ukraine. Th e funds were converted into hryvnia (UAH) 
on 31 December 20X1 at an exchange rate of EUR1.00 = UAH6.70 and used to purchase 
UAH1,500 million in fi xed assets and UAH300 of inventories. 

 Ruiz is concerned about the eff ect that the subsidiary’s results might have on Eurexim’s 
consolidated fi nancial statements. He calls Eurexim’s Chief Financial Offi  cer, but learns little. 
Eurexim is not willing to share sales forecasts and has not even made a determination as to the 
subsidiary’s functional currency. 
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 Absent more useful information, Ruiz decides to explore various scenarios to determine 
the potential impact on Eurexim’s consolidated fi nancial statements. Ukraine is not currently 
in a hyperinfl ationary environment, but Ruiz is concerned that this situation could change. 
Ruiz also believes the euro will appreciate against the hryvnia for the foreseeable future.  

   1  .     If Ukraine’s economy becomes highly infl ationary, Eurexim will  most likely  translate in-
ventory by:  
  A  .     restating for infl ation and using the temporal method.  
  B  .     restating for infl ation and using the current exchange rate.  
  C  .     using the temporal method with no restatement for infl ation.    

   2  .     Given Ruiz’s belief about the direction of exchange rates, Eurexim’s gross profi t margin 
would be  highest  if it accounts for the Ukraine subsidiary’s inventory using:  
  A  .     FIFO and the temporal method.  
  B  .     FIFO and the current rate method.  
  C  .     weighted-average cost and the temporal method.    

   3  .     If the euro is chosen as the Ukraine subsidiary’s functional currency, Eurexim will translate 
its fi xed assets using the:  
  A  .     average rate for the reporting period.  
  B  .     rate in eff ect when the assets were purchased.  
  C  .     rate in eff ect at the end of the reporting period.    

   4  .     If the euro is chosen as the Ukraine subsidiary’s functional currency, Eurexim will translate 
its accounts receivable using the:  
  A  .     rate in eff ect at the transaction date.  
  B  .     average rate for the reporting period.  
  C  .     rate in eff ect at the end of the reporting period.    

   5  .     If the hryvnia is chosen as the Ukraine subsidiary’s functional currency, Eurexim will 
translate its inventory using the:  
  A  .     average rate for the reporting period.  
  B  .     rate in eff ect at the end of the reporting period.  
  C  .     rate in eff ect at the time the inventory was purchased.    

   6  .     Based on the information available and Ruiz’s expectations regarding exchange rates, if the 
hryvnia is chosen as the Ukraine subsidiary’s functional currency, Eurexim will  most likely  
report:  
  A  .     an addition to the cumulative translation adjustment.  
  B  .     a translation gain or loss as a component of net income.  
  C  .     a subtraction from the cumulative translation adjustment.          

  Th e following information relates to Questions 7–12 

 Consolidated Motors is a US-based corporation that sells mechanical engines and components 
used by electric utilities. Its Canadian subsidiary, Consol-Can, operates solely in Canada. It 
was created on 31 December 20X1, and Consolidated Motors determined at that time that it 
should use the US dollar as its functional currency. 

 Chief Financial Offi  cer Monica Templeton was asked to explain to the board of directors 
how exchange rates aff ect the fi nancial statements of both Consol-Can and the consolidated 
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fi nancial statements of Consolidated Motors. For the presentation, Templeton collects 
Consol-Can’s balance sheets for the years ended 20X1 and 20X2 (Exhibit 1), as well as relevant 
exchange rate information (Exhibit 2). 

    EXHIBIT 1       Consol-Can Condensed Balance Sheet for Fiscal Years Ending 
31 December (C$ millions)  

 Account  20X2  20X1 

Cash 135 167

Accounts receivable 98 —

Inventory 77 30

Fixed assets 100 100

Accumulated depreciation (10) —

Total assets 400 297

Accounts payable 77 22

Long-term debt 175 175

Common stock 100 100

Retained earnings 48 —

Total liabilities and shareholders’ equity 400 297

      EXHIBIT 2       Exchange Rate Information 

 US$/C$ 

Rate on 31 December 20X1 0.86

Average rate in 20X2 0.92

Weighted-average rate for inventory purchases 0.92

Rate on 31 December 20X2 0.95

 Templeton explains that Consol-Can uses the FIFO inventory accounting method and 
that purchases of C$300 million and the sell-through of that inventory occurred evenly 
throughout 20X2. Her presentation includes reporting the translated amounts in US dollars 
for each item, as well as associated translation-related gains and losses. Th e board responds with 
several questions.  

•    Would there be a reason to change the functional currency to the Canadian dollar?  
•    Would there be any translation eff ects for Consolidated Motors if the functional currency 

for Consol-Can were changed to the Canadian dollar?  
•    Would a change in the functional currency have any impact on fi nancial statement ratios for 

the parent company?  
•    What would be the balance sheet exposure to translation eff ects if the functional currency 

were changed?      
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   7  .     After translating Consol-Can’s inventory and long-term debt into the parent company’s 
currency (US$), the amounts reported on Consolidated Motor’s fi nancial statements on 
31 December 20X2 would be  closest  to (in millions):  
  A  .     $71 for inventory and $161 for long-term debt.  
  B  .     $71 for inventory and $166 for long-term debt.  
  C  .     $73 for inventory and $166 for long-term debt.    

   8  .     After translating Consol-Can’s 31 December 20X2 balance sheet into the parent compa-
ny’s currency (US$), the translated value of retained earnings will be  closest  to:  
  A  .     $41 million.  
  B  .     $44 million.  
  C  .     $46 million.    

   9  .     In response to the board’s fi rst question, Templeton would  most likely  reply that such a 
change would be justifi ed if:  
  A  .     the infl ation rate in the United States became hyperinfl ationary.  
  B  .     management wanted to fl ow more of the gains through net income.  
  C  .     Consol-Can were making autonomous decisions about operations, investing, and fi -

nancing.    

  10  .     In response to the board’s second question, Templeton should reply that if the change 
is made, the consolidated fi nancial statements for Consolidated Motors would begin to 
recognize:  
  A  .     realized gains and losses on monetary assets and liabilities.  
  B  .     realized gains and losses on non-monetary assets and liabilities.  
  C  .     unrealized gains and losses on non-monetary assets and liabilities.    

  11  .     In response to the board’s third question, Templeton should note that the change will  most 
likely  aff ect:  
  A  .     the cash ratio.  
  B  .     fi xed asset turnover.  
  C  .     receivables turnover.    

  12  .     In response to the board’s fourth question, the balance sheet exposure (in C$ millions) 
would be  closest  to:  
  A  .     –19.  
  B  .     148.  
  C  .     400.          

  Th e following information relates to Questions 13–18 

 Romulus Corp. is a US-based company that prepares its fi nancial statements in accordance 
with US GAAP. Romulus Corp. has two European subsidiaries: Julius and Augustus. Anthony 
Marks, CFA, is an analyst trying to forecast Romulus’s 20X2 results. Marks has prepared sep-
arate forecasts for both Julius and Augustus, as well as for Romulus’s other operations (prior 
to consolidating the results.) He is now considering the impact of currency translation on the 
results of both the subsidiaries and the parent company’s consolidated fi nancials. His research 
has provided the following insights:  

•    Th e results for Julius will be translated into US dollars using the current rate method.  
•    Th e results for Augustus will be translated into US dollars using the temporal method.  
•    Both Julius and Augustus use the FIFO method to account for inventory.  
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•    Julius had year-end 20X1 inventory of €340 million. Marks believes Julius will report €2,300 
in sales and €1,400 in cost of sales in 20X2.   

 Marks also forecasts the 20X2 year-end balance sheet for Julius (Exhibit 1). Data and 
forecasts related to euro/dollar exchange rates are presented in Exhibit 2. 

    EXHIBIT 1       Forecasted Balance Sheet Data for Julius, 
31 December 20X2 (€ millions)  

Cash 50

Accounts receivable 100

Inventory 700

Fixed assets 1,450

Total assets 2,300

Liabilities 700

Common stock 1,500

Retained earnings 100

Total liabilities and shareholder equity 2,300

      EXHIBIT 2       Exchange Rates ($/€) 

31 December 20X1 1.47

31 December 20X2 1.61

20X2 average 1.54

Rate when fi xed assets were acquired 1.25

Rate when 20X1 inventory was acquired 1.39

Rate when 20X2 inventory was acquired 1.49

  13  .     Based on the translation method being used for Julius, the subsidiary is  most likely:   
  A  .     a sales outlet for Romulus’s products.  
  B  .     a self-contained, independent operating entity.  
  C  .     using the US dollar as its functional currency.    

  14  .     To account for its foreign operations, Romulus has  most likely  designated the euro as the 
functional currency for:  
  A  .     Julius only.  
  B  .     Augustus only.  
  C  .     both Julius and Augustus.    

  15  .     When Romulus consolidates the results of Julius, any unrealized exchange rate holding 
gains on monetary assets should be:  
  A  .     reported as part of operating income.  
  B  .     reported as a non-operating item on the income statement.  
  C  .     reported directly to equity as part of the cumulative translation adjustment.    

  16  .     When Marks translates his forecasted balance sheet for Julius into US dollars, total assets 
as of 31 December 20X2 (dollars in millions) will be  closest  to:  
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  A  .     $1,429.  
  B  .     $2,392.  
  C  .     $3,703.    

  17  .     When Marks converts his forecasted income statement data for Julius into US dollars, the 
20X2 gross profi t margin will be  closest  to:  
  A  .     39.1%.  
  B  .     40.9%.  
  C  .     44.6%.    

  18  .     Relative to the gross margins the subsidiaries report in local currency, Romulus’s consoli-
dated gross margin  most likely :  
  A  .     will not be distorted by currency translations.  
  B  .     would be distorted if Augustus were using the same translation method as Julius.  
  C  .     will be distorted because of the translation and inventory accounting methods 

Augustus is using.          

  Th e following information relates to Questions 19–24 

 Redline Products, Inc. is a US-based multinational with subsidiaries around the world. One 
such subsidiary, Acceletron, operates in Singapore, which has seen mild but not excessive rates 
of infl ation. Acceletron was acquired in 2000 and has never paid a dividend. It records inven-
tory using the FIFO method. 

 Chief Financial Offi  cer Margot Villiers was asked by Redline’s board of directors to ex-
plain how the functional currency selection and other accounting choices aff ect Redline’s con-
solidated fi nancial statements. Villiers gathers Acceletron’s fi nancial statements denominated 
in Singapore dollars (SGD) in Exhibit 1 and the US dollar/Singapore dollar exchange rates in 
Exhibit 2. She does not intend to identify the functional currency actually in use but rather to 
use Acceletron as an example of how the choice of functional currency aff ects the consolidated 
statements. 

    EXHIBIT 1       Selected Financial Data for 
Acceletron, 31 December 2007 (SGD millions)  

Cash SGD125

Accounts receivable 230

Inventory 500

Fixed assets 1,640

Accumulated depreciation (205)

Total assets SGD2,290

Accounts payable 185

Long-term debt 200

Common stock 620

Retained earnings 1,285

Total liabilities and equity 2,290

Total revenues SGD4,800

Net income SGD450
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    EXHIBIT 2       Exchange Rates Applicable to Acceletron 

 Exchange Rate in Eff ect at Specifi c Times  USD per SGD 

Rate when fi rst SGD1 billion of fi xed assets were acquired 0.568

Rate when remaining SGD640 million of fi xed assets were acquired 0.606

Rate when long-term debt was issued 0.588

31 December 2006 0.649

Weighted-average rate when inventory was acquired 0.654

Average rate in 2007 0.662

31 December 2007 0.671

  19  .     Compared with using the Singapore dollar as Acceletron’s functional currency for 2007, if 
the US dollar were the functional currency, it is  most likely  that Redline’s consolidated:  
  A  .     inventories will be higher.  
  B  .     receivable turnover will be lower.  
  C  .     fi xed asset turnover will be higher.    

  20  .     If the US dollar were chosen as the functional currency for Acceletron in 2007, Redline 
could reduce its balance sheet exposure to exchange rates by:  
  A  .     selling SGD30 million of fi xed assets for cash.  
  B  .     issuing SGD30 million of long-term debt to buy fi xed assets.  
  C  .     issuing SGD30 million in short-term debt to purchase marketable securities.    

  21  .     Redline’s consolidated gross profi t margin for 2007 would be  highest  if Acceletron ac-
counted for inventory using:  
  A  .     FIFO, and its functional currency were the US dollar.  
  B  .     LIFO, and its functional currency were the US dollar.  
  C  .     FIFO, and its functional currency were the Singapore dollar.    

  22  .     If the current rate method is used to translate Acceletron’s fi nancial statements into US 
dollars, Redline’s consolidated fi nancial statements will  most likely  include Acceletron’s:  
  A  .     USD3,178 million in revenues.  
  B  .     USD118 million in long-term debt.  
  C  .     negative translation adjustment to shareholder equity.    

  23  .     If Acceletron’s fi nancial statements are translated into US dollars using the temporal meth-
od, Redline’s consolidated fi nancial statements will  most likely  include Acceletron’s:  
  A  .     USD336 million in inventory.  
  B  .     USD956 million in fi xed assets.  
  C  .     USD152 million in accounts receivable.    

  24  .     When translating Acceletron’s fi nancial statements into US dollars, Redline is  least likely  
to use an exchange rate of USD per SGD:  
  A  .     0.671.  
  B  .     0.588.  
  C  .     0.654.           
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 CHAPTER   17   

 EVALUATING QUALITY OF 
FINANCIAL REPORTS   

     Jack T.     Ciesielski  ,   Jr.   ,   CFA   
    Elaine     Henry   ,   CFA   
    Th omas I.     Selling             

  LEARNING OUTCOMES 

 After completing this chapter, you will be able to do the following:  

•   demonstrate the use of a conceptual framework for assessing the quality of a company’s 
fi nancial reports;  

•   explain potential problems that aff ect the quality of fi nancial reports;  
•   describe how to evaluate the quality of a company’s fi nancial reports;  
•   evaluate the quality of a company’s fi nancial reports;  
•   describe the concept of sustainable (persistent) earnings;  
•   describe indicators of earnings quality;  
•   explain mean reversion in earnings and how the accruals component of earnings aff ects the 

speed of mean reversion;  
•   evaluate the earnings quality of a company;  
•   describe indicators of cash fl ow quality;  
•   evaluate the cash fl ow quality of a company;  
•   describe indicators of balance sheet quality;  
•   evaluate the balance sheet quality of a company;  
•   describe sources of information about risk.    

 1. INTRODUCTION 

 Th e ability to assess the quality of reported fi nancial information can be a valuable skill. An an-
alyst or investor who can recognize high-quality fi nancial reporting can have greater confi dence 
in analysis based on those fi nancial reports and the resulting investment decisions. Similarly, 
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an analyst or investor who can recognize poor fi nancial reporting quality early—before defi -
ciencies become widely known—is more likely to make profi table investment decisions or to 
reduce or even avoid losses. 

 An example of early recognition of an ultimate fi nancial disaster is James Chanos’s 
short position in Enron in November 2000 ( Chanos 2002 )—more than a year before Enron 
fi led for bankruptcy protection (in December 2001). Despite Enron’s high profi le and rep-
utation,  1    Chanos had a negative view of Enron based on both quantitative and qualitative 
factors. Chanos noted that Enron’s return on capital was both lower than comparable compa-
nies’ return on capital and lower than the company’s own cost of capital. Qualitative factors 
contributing to Chanos’s view included the company’s aggressive revenue recognition policy, 
its complex and diffi  cult-to-understand disclosures on related-party transactions, and one-
time earnings-boosting gains. Later events that substantiated Chanos’s perspective included 
sales of the company’s stock by insiders and the resignation of senior executives. 

 Another example of early recognition of eventual fi nancial troubles is June 2001 reports by 
analyst Enitan Adebonojo. Th ese reports highlighted questionable accounting by Royal Ahold, 
a European food retailer. Th e questionable accounting included “claiming profi ts of acquired 
fi rms as ‘organic growth,’ booking capital gains from sale-and-leaseback deals as profi t, and 
keeping billions in debt off  its balance sheet.”  2    In 2003, Royal Ahold announced that it had 
signifi cantly overstated its profi ts in the prior two years. Th e CEO and CFO resigned, various 
regulators announced investigations, and Royal Ahold’s market value dropped signifi cantly. 

 Th is chapter focuses on reporting quality and the interrelated attribute of results quali-
ty.  Reporting quality  pertains to the information disclosed in fi nancial reports. High-quality 
reporting provides decision-useful information—information that is relevant and faithfully 
represents the economic reality of the company’s activities during the reporting period and the 
company’s fi nancial condition at the end of the period. A separate, but interrelated, attribute 
of quality is  results  or  earnings quality , which pertains to the earnings and cash generated by 
the company’s actual economic activities and the resulting fi nancial condition relative to ex-
pectations of current and future fi nancial performance. Note that the term “earnings quality” 
is more commonly used in practice than “results quality,” so throughout this chapter, earnings 
quality is used broadly to encompass the quality of earnings, cash fl ow, and/or balance sheet 
items. 

 High-quality earnings refl ect an adequate level of return on investment and are derived 
from activities that a company will likely be able to sustain in the future. Th us, high-quality 
earnings increase the value of a company more than low-quality earnings. When reported 
earnings are described as being high quality, it means that the company’s underlying economic 
performance was good (i.e., value enhancing), and it also implies that the company had high 
reporting quality (i.e., that the information that the company calculated and disclosed was a 
good refl ection of the economic reality). 

 Earnings can be termed “low quality” either because the reported information proper-
ly represents genuinely bad performance or because the reported information misrepresents 
economic reality. In theory, a company could have low-quality earnings while simultaneously 
having high reporting quality. Consider a company with low-quality earnings—for example, 
one whose only source of earnings in a period is a one-off  settlement of a lawsuit without 

  1    In October 2000, Enron was named in the top 25 on  Fortune  magazine’s list of the World’s Most Ad-
mired Companies. 
  2    “Ahold: Europe’s Enron,”  Th e Economist , (27 February 2003). 
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 Financial reporting quality varies across companies. Financial reports can range from those 
that contain relevant and faithfully representational information to those that contain infor-
mation that is pure fabrication. Earnings (results) quality can range from high and sustainable 
to low and unsustainable. Th e presence of high-quality fi nancial reporting is a necessary con-
dition for enabling investors to evaluate results quality. High-quality fi nancial reporting alone 
is an insuffi  cient condition to ensure the presence of high-quality results, but the existence of 
high-quality fi nancial reporting allows the investor to make such an assessment. 

 Combining the two aspects of quality—fi nancial reporting and earnings—the overall 
quality of fi nancial reports from a user perspective can be thought of as spanning a continuum 
from the highest to the lowest.  Exhibit 2  presents a spectrum that provides a basis for evaluat-
ing better versus poorer quality reports. 

which the company would have reported huge losses. Th e company could nonetheless have 
high reporting quality if it calculated its results properly and provided decision-useful infor-
mation. Although it is theoretically possible that a company could have low-quality earnings 
while simultaneously having high reporting quality, experiencing poor fi nancial performance 
can motivate the company’s management to misreport. 

 Th is chapter begins in Section 2 with a description of a conceptual framework for and 
potential problems with fi nancial reporting quality. Th is is followed in Section 3 with a dis-
cussion of how to evaluate fi nancial reporting quality. Sections 4, 5, and 6 focus on the quality 
of reported earnings, cash fl ows, and balance sheets, respectively. Section 7 covers sources of 
information about risk. A summary and practice problems in the CFA Institute item set for-
mat complete the chapter.    

 2. QUALITY OF FINANCIAL REPORTS 

 Th is section reviews a conceptual framework for assessing the quality of fi nancial reports and 
then outlines potential problems that aff ect the quality of fi nancial reports.  

 2.1.     Conceptual Framework for Assessing the Quality of Financial Reports 

 As indicated in the introduction, fi nancial reporting quality and results or earnings quality are 
related attributes of quality.  Exhibit 1  illustrates this relationship and its implications. Low 
fi nancial reporting quality can make it diffi  cult or impossible to assess a company’s results, and 
as a result, it is diffi  cult to make investment and other decisions, such as lending and extending 
credit to the company.  

   EXHIBIT 1       Relationships between Financial Reporting Quality and Earnings Quality 

   Financial Reporting Quality 

  Low High

 Earnings 
(Results) 
Quality 

High LOW fi nancial reporting 
quality impedes assessment 
of earnings quality and 
impedes valuation.

HIGH fi nancial  reporting  quality 
enables assessment. HIGH  earnings  
quality increases company value.

Low
HIGH fi nancial  reporting  quality 
enables assessment. LOW  earnings  
quality decreases company value.
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  Essentially, the analyst needs to consider two basic questions:  

   1  .     Are the fi nancial reports GAAP-compliant and decision-useful?  
   2  .     Are the results (earnings) of high quality? In other words, do they provide an adequate 

level of return, and are they sustainable?   

 Th ese two questions provide a basic conceptual framework to assess the quality of a com-
pany’s fi nancial reports and to locate the company’s fi nancial reports along the quality spec-
trum. At the top of the spectrum, labeled in  Exhibit 2  as “GAAP, decision-useful, sustainable, 
and adequate returns” are high-quality reports that provide decision-useful information about 
high-quality earnings. “GAAP” refers generically to the generally accepted accounting prin-
ciples or the accepted accounting standards of the jurisdiction under which the company re-
ports. Examples of GAAP are International Financial Reporting Standards (IFRS), US GAAP, 
and other home-country accounting standards.  Decision-useful  information embodies the char-
acteristics of relevance and faithful representation.  3    High-quality earnings provide an  adequate 
level of return  on investment (i.e., a return equal to or in excess of the cost of capital) and are 
sustainable.  Sustainable  indicates that the earnings are derived from activities that a company 
will likely be able to sustain in the future. Sustainable earnings that provide a high return on 
investment contribute to a higher valuation of a company and its securities. 

   EXHIBIT 2       Quality Spectrum of Financial Reports 

 

GAAP, decision-useful,
but sustainable? Low
“earnings quality”

Within GAAP, but
biased choices

Within GAAP, but
“earnings management” (EM)
-Real EM
-Accounting EM

Non-compliant
accounting

Fictitious
transactions

Quality Spectrum

GAAP,
decision-useful,
sustainable, and
adequate returns

  3    Th ese characteristics are from the  Conceptual Framework for Financial Reporting  ( IASB 2010 ). Th e char-
acteristics of decision-useful information are identical under IFRS and US GAAP. Relevant information 
is defi ned as information that can aff ect a decision and encompasses the notion of materiality. Faithful 
representation of economic events is complete, neutral, and free from error. Th e  Framework  also identifi es 
enhancing characteristics of useful information: comparability, verifi ability, timeliness, and understand-
ability. High-quality information results when necessary trade-off s among these characteristics are made 
in an unbiased, skillful manner. 
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 Any deviation from the highest point on the quality spectrum can be assessed in terms of the 
two-question conceptual framework. For example, a company that provides GAAP-compliant, 
decision-useful information about low-quality earnings (they can be of low quality because 
they do not provide an adequate level of return and/or they are not sustainable) would appear 
lower on the quality spectrum. Even lower on the spectrum would be companies that provide 
GAAP-compliant information, which is less decision-useful because of biased choices. 

 Biased accounting choices result in fi nancial reports that do not faithfully represent eco-
nomic phenomena. Biased choices can be made not only in the context of reported amounts 
but also in the context of how information is presented. For example, companies can disclose 
information transparently and in a manner that facilitates analysis, or they can disclose in-
formation in a manner that aims to obscure unfavorable information and/or to emphasize 
favorable information. 

 Th e problem with bias in accounting choices, as with other defi ciencies in fi nancial re-
porting quality, is that it impedes an investor’s ability to correctly assess a company’s past 
performance, to accurately forecast future performance, and thus to appropriately value the 
company. Choices are deemed to be “aggressive” if they increase the company’s reported per-
formance and fi nancial position in the current period. Aggressive choices may decrease the 
company’s reported performance and fi nancial position in later periods. In contrast, choices 
are deemed to be “conservative” if they decrease the company’s reported performance and 
fi nancial position in the current period. Conservative choices may increase the company’s re-
ported performance and fi nancial position in later periods. 

 Another type of bias is “earnings management.” An example of this bias is earnings “smooth-
ing” to understate earnings volatility relative to the volatility if earnings were faithfully represented. 
Earnings volatility is decreased by understating earnings in periods when a company’s operations 
are performing well and overstating in periods when the company’s operations are struggling. 

 Th e next levels down on the spectrum mark a departure from GAAP. Financial reports 
that depart from GAAP can generally be considered low quality; they are of poor fi nancial re-
porting quality and cannot be relied on to assess earnings quality. Th e lowest-quality fi nancial 
reports portray fi ctitious transactions or omit actual transactions; such fi nancial reports are 
fabrications.   

 2.2.     Potential Problems Th at Aff ect the Quality of Financial Reports 

 Th e basic choices that give rise to potential problems with quality of fi nancial reports include re-
ported amounts and timing of recognition and classifi cation. Remember that even GAAP-com-
pliant fi nancial reports can diverge from economic reality if GAAP allows for biased choices. 
In addition to GAAP-compliant choices, a fi nancial statement preparer may choose to present 
fraudulent reports. Th is choice represents a divergence from GAAP and economic reality.  

 2.2.1.     Reported Amounts and Timing of Recognition 
 Th e choice of the reported amount and timing of recognition may focus on a single fi nancial 
statement element (assets, liabilities, owners’ equity, revenue and gains [income], or expens-
es and losses). However, this choice may aff ect other elements and more than one fi nancial 
statement because fi nancial statements are interrelated.  4    It is useful to think of the impact of 

  4    Depending on management’s motivation, poor-quality fi nancial reports may either over-state or 
under-state results. Fraudulent fi nancial reports almost always overstate results. 
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accounting choices in terms of the basic accounting equation (Assets = Liabilities + Equity). 
Th is equation can be restated as Assets – Liabilities = Equity, which is also equivalent to Net 
Assets = Equity. Choices related to income statement elements will aff ect the balance sheet 
through equity, and if equity is aff ected, then another balance sheet element(s) has to be aff ect-
ed or the balance sheet will not balance. 

 Following are some examples of choices—accounting choices that comply with GAAP, 
accounting choices that depart from GAAP, and operating choices—and their eff ects in the 
current period:  

•    Aggressive, premature, and fi ctitious revenue recognition results in overstated income and 
thus overstated equity. Assets, usually accounts receivable, are also overstated.  

•    Conservative revenue recognition, such as deferred recognition of revenue, results in under-
stated net income, understated equity, and understated assets.  

•    Omission and delayed recognition of expenses results in understated expenses and overstated 
income, overstated equity, overstated assets, and/or understated liabilities. An understate-
ment of bad debt expense results in overstated accounts receivable. Understated depreciation 
or amortization expense results in the overstatement of the related long-lived asset. Under-
stated interest, taxes, or other expenses result in the understatement of the related liability: 
accrued interest payable, taxes payable, or other payable.  

•    Understatement of contingent liabilities is associated with overstated equity resulting from 
understated expenses and overstated income or overstated other comprehensive income.  

•    Overstatement of fi nancial assets and understatement of fi nancial liabilities, reported at fair 
value, are associated with overstated equity resulting from overstated unrealized gains or 
understated unrealized losses.  

•    Cash fl ow from operations may be increased by deferring payments on payables, accelerating 
payments from customers, deferring purchases of inventory, and deferring other expendi-
tures related to operations, such as maintenance and research.   

  Example 1  describes events and choices at Satyam Computer Services Limited, which 
resulted in the issuance of fraudulent reports.  

 EXAMPLE 1    Fictitious Reports  

 Satyam Computer Services Limited 
 Satyam Computer Services Limited, an Indian information technology company, was 
founded in 1987 and grew rapidly by providing business process outsourcing (BPO) 
on a global basis. In 2007, its CEO, Ramalinga Raju, was named “Entrepreneur of the 
Year” by Ernst & Young, and in 2008, the World Council for Corporate Governance 
recognized the company for “global excellence in corporate accountability.” In 2009, 
the CEO submitted a letter of resignation that outlined a massive fi nancial fraud at the 
company. Th e company’s decline was so rapid and signifi cant that it came to be referred 
to as “India’s Enron.” 

 In late 2008, the World Bank terminated its relationship with the company after 
fi nding that Satyam gave kickbacks to bank staff  and billed for services that were not 
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  5    See  Bhasin (2012)  for more information. 

provided. Th ese initial revelations of wrongdoing had the eff ect of putting the company 
under increased scrutiny. Among other misconduct, the CEO eventually admitted that 
he created fi ctitious bank statements to infl ate cash and to show interest income. Th e 
CEO also created fake salary accounts and took the money paid to those “employees.” 
Th e company’s head of internal auditing created fi ctitious customer accounts and in-
voices to infl ate revenues.  5    

 Th e external auditors did not independently verify much of the information pro-
vided by the company. Even when bank confi rmations, which were sent to them directly 
as opposed to indirectly through Satyam, contained signifi cantly diff erent balances than 
those reported by Satyam, they did not follow up.  

  1  .     Based on the information provided, characterize Satyam’s fi nancial reports, with 
reference to the quality spectrum of fi nancial reports.  

  2  .     Explain each of the following misconducts with reference to the basic accounting 
equation:  
  A  .   Transactions with World Bank  
  B  .   Fictitious interest income  
  C  .   CEO’s embezzlement  
  D  .   Fictitious revenue    

  3  .     Based on the information provided, what documents were falsifi ed to support the 
misconducts listed in Question 2?     

 Solution to 1:   Based on the information provided, Satyam’s fi nancial reports were of 
the lowest quality. Th ey clearly are at the bottom of the quality spectrum of fi nancial 
reports: reports based on fi ctitious information.   

 Solution to 2:   Th e eff ects on the basic accounting equation of the diff erent acts of mis-
conduct are as follows:  

  A  .   Upon billing for fi ctitious services, the company would increase an asset, such as 
accounts receivable, and a revenue account, such as service revenues. Th e kickbacks 
to the customer’s staff , if recorded, would increase an expense account, such as com-
missions paid, and increase a liability, such as commissions payable, or decrease an 
asset, such as cash. Th e net eff ect of this misconduct is the overstatement of income, 
net assets, and equity.  

  B  .   Fictitious interest income would result in overstated income; overstated assets, such 
as cash and interest receivable; and overstated equity. Th ese overstatements were 
hidden by falsifying revenue and cash balances.  

  C  .   Th e embezzlement by creating fi ctitious employees would increase an expense ac-
count, such as wages and salaries, and decrease the asset, cash. Th e resulting under-
statement of income and equity was off set by a real but fraudulent decrease in cash, 
which was hidden by falsifying revenue and cash balances.  

  D  .   Fictitious revenues would result in overstated revenues and income; overstated as-
sets, such as cash and accounts receivable; and overstated equity.     
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 Solution to 3:   Based on the information provided, the documents that were falsifi ed 
include  

•    invoices to the World Bank for services that were not provided,  
•    bank statements,  
•    employee records, and  
•    customer accounts and invoices.   

 Th e falsifi ed documents were intended to mislead the external auditors.   

 An astute reader of fi nancial statements may have identifi ed a potential problem at Satyam 
by comparing the growth in revenue with the growth in assets on its balance sheet, such as 
short-term and long-term trade receivables and unbilled revenue. Long-term trade receivables 
and unbilled revenue accounts may have raised questions. Also, there was an account separate 
from cash, investments in bank deposits, which may have raised questions. However, fraudu-
lent reports that are well constructed can be very challenging to identify.   

 2.2.2.     Classifi cation 
 Choices with respect to reported amounts and timing of recognition typically aff ect more than 
one fi nancial element, fi nancial statement, and fi nancial period. Classifi cation choices typically 
aff ect one fi nancial statement and relate to how an item is classifi ed within a particular fi nan-
cial statement. Th e balance sheet, the statement of comprehensive income, or the cash fl ow 
statement may be the primary focus of the choice. 

 With respect to the balance sheet, the concern may be to make the balance sheet ratios 
more attractive or to hide an issue. For example, a company may focus on accounts receivable 
because it wants to hide liquidity or revenue collection issues. Choices include removing the 
accounts receivable from the balance sheet by selling them externally or transferring them to a 
controlled entity, converting them to notes receivable, or reclassifying them within the balance 
sheet, such as by reporting them as long-term receivables. Although these amounts remain 
on the balance sheet as receivables of some sort, a result of their reclassifi cation is a lower ac-
counts receivable balance. Th is could imply to investors that a collection has taken place and 
also might favorably skew receivables measures, such as days’ sales outstanding and receivables 
turnover. 

 In the 2003 Merck Annual Report, Merck & Co. reclassifi ed a portion of its inventory 
to “Other assets,” a long-term asset. Th is reclassifi cation aff ects the balance sheet and fi nancial 
ratios as demonstrated in  Example 2 .  

 EXAMPLE 2    Balance Sheet Reclassifi cations  

 Merck & Co., Inc. and Subsidiaries 
 In the 2002 Annual Report, inventory was reported at $3,411.8 million. In the 2003 
Annual Report, the 2002 inventory value was reported at $2,964.3 million and 
$447.5 million of inventory was included in other assets. Th is information was con-
tained in Note 6 to the fi nancial statements, reproduced in  Exhibit 3 . 
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 From  Exhibit 3 , notice that the reclassifi cation is described in the sentence, “Amounts 
recognized as Other assets consist of inventories held in preparation for product launches 
and not expected to be sold within one year.” Th e reasoning behind the reclassifi cation’s ex-
planation is logical: Current assets include assets to be consumed or converted into cash in 
a company’s operating cycle, which is usually one year. Th e inventory items associated with 
product launches beyond one year are more appropriately classifi ed as “other assets.” Yet, the 
change in classifi cation poses analytical problems. Inventory turnover is a key indicator of 

    EXHIBIT 3       Note 6 to Consolidated Financial Statements   

6. Inventories 
   Inventories at December 31 consisted of:
($ in millions) 2003 2002
Finished goods $552.5 $1,262.3
Raw materials and work in process 2,309.8 2,073.8
Supplies 90.5 75.7
Total (approximate current cost) $2,952.8 $3,411.8
Reduction to LIFO cost — —
  $2,952.8 $3,411.8
Recognized as:
   Inventories $2,554.7 $2,964.3
   Other assets 398.1 447.5

 Inventories valued under the LIFO method comprised approximately 51% and 39% of 
inventories at December 31, 2003 and 2002, respectively. Amounts recognized as Other 
assets consist of inventories held in preparation for product launches and not expected 
to be sold within one year. Th e reduction in fi nished goods is primarily attributable to 
the spin-off  of Medco Health in 2003.   

  1  .     Th e reclassifi cation of a portion of inventory to other assets will  most likely  result in 
the days of inventory on hand:  
  A  .   decreasing.  
  B  .   staying the same.  
  C  .   increasing.    

  2  .     As a result of the reclassifi cation of a portion of inventory to other assets, the current 
ratio will  most likely :  
  A  .   decrease.  
  B  .   stay the same.  
  C  .   increase.       

 Solution to 1:   A is correct. Th e number of days of inventory on hand calculated using 
the reported inventory number will most likely decrease because the amount of inven-
tory relative to cost of goods sold will decrease.   

 Solution to 2:   A is correct. Th e current ratio will decrease because current assets will 
decrease and current liabilities will stay the same.   
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effi  ciency in managing inventory levels and is calculated as cost of sales divided by average 
inventory. Although the inventory turnover can be calculated for 2003, it cannot be calculated 
on a consistent basis for 2002, or any year before then, because the amount of inventory that 
would have been classifi ed as “other assets” in those periods is not disclosed. An investor has to 
recognize that a time-series comparison of Merck’s inventory turnover is going to produce an 
inconsistent history because of the lack of consistent information. 

 Th e classifi cation of revenues as being derived from core, continuing operations could 
mislead fi nancial statement users into considering infl ated amounts of income as being sus-
tainable. Similarly, the classifi cation of expenses as non-operating could mislead fi nancial state-
ment users into considering infl ated amounts of income as being sustainable. In non-GAAP 
metrics reported outside of the fi nancial statements, the classifi cation of income-reducing 
items as non-recurring could also mislead fi nancial statement users into considering infl ated 
amounts of income as being sustainable. 

 Classifi cations that result in an item being reported in other comprehensive income rath-
er than on the income statement can aff ect analysis and comparison. For example, if two 
otherwise identical companies classify investments diff erently, net income may diff er because 
the change in value of the investments may fl ow through net income for one company and 
through other comprehensive income for the other company. 

 Classifi cation issues also arise specifi cally with the statement of cash fl ows for which 
management may have incentives to maximize the amount of cash fl ows that are classifi ed as 
“operating.” Management may be motivated to classify activities, such as the sale of long-term 
assets, as operating activities rather than investing activities. Operating activities are part of 
the day-to-day functioning of a company, such as selling inventory or providing services. For 
most companies, the sale of property or other long-term assets are not operating activities, and 
including them in operating activities overstates the company’s ability to generate cash from 
its operations. Management may capitalize rather than expense operating expenditures. As a 
result, the outfl ow may be classifi ed as an investing activity rather than an operating activity. 

  Exhibit 4  presents a selection of potential issues, possible actions, and warning signs of pos-
sible deviations from high-quality fi nancial reports, some of which will be specifi cally discussed 
in later sections of this chapter. Th e warning signs may be visible in the fi nancial statements 
themselves, in the notes to the fi nancial statements, or in ratios calculated by the analyst that are 
assessed over time or compared with those of peer companies. Frequently, the chosen actions 
bias net income upward. However, a new management or management of a company in fi nan-
cial diffi  culty may be motivated to bias current income downward to enhance future periods.    

   EXHIBIT 4       Accounting Warning Signs 

Potential Issues Possible Actions/Choices Warning Signs

•     Overstatement or 
non-sustainability of 
operating income and/
or net income  
•    Overstated or 

accelerated revenue 
recognition  

•    Understated expenses  
•    Misclassifi cation 

of revenue, gains, 
expenses, or losses     

•    Contingent sales with right of 
return, “channel stuffi  ng” (the 
practice of inducing customers 
to order products they would 
otherwise not order or order at 
a later date through generous 
terms), “bill and hold” sales 
(encouraging customers to 
order goods and retain them 
on seller’s premises)  

•    Growth in revenue higher than 
that of industry or peers  

•    Increases in discounts to and 
returns from customers  

•    Higher growth rate in receivables 
than revenue  

•    Large proportion of revenue in 
fi nal quarter of year for a non-
seasonal business  
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 2.2.3.     Quality Issues and Mergers and Acquisitions 
 Quality issues with respect to fi nancial reports often arise in connection with mergers and 
acquisitions. Mergers and acquisitions provide opportunities and motivations to manage 
fi nancial results. For accounting purposes, the business combination is accounted for using 
the acquisition method, and one company is identifi ed as the acquirer. Th e fi nancial results of 
the combined companies are reported on a consolidated basis. 

Potential Issues Possible Actions/Choices Warning Signs

•     Lessor use of fi nance (capital) 
leases  

•    Fictitious (fraudulent) revenue  
•    Capitalizing expenditures as 

assets  
•    Lessee use of operating leases  
•    Classifying non-operating 

income or gains as part of 
operations  

•    Classifying ordinary expenses 
as non-recurring or non-
operating  

•    Reporting gains through net 
income and losses through 
other comprehensive income   

•     Cash fl ow from operations is much 
lower than operating income  

•    Inconsistency over time in the 
items included in operating 
revenues and operating expenses  

•    Increases in operating margin  
•    Aggressive accounting 

assumptions, such as long, 
depreciable lives  

•    Losses in non-operating income or 
other comprehensive income and 
gains in operating income or net 
income  

•    Compensation largely tied to 
fi nancial results   

•     Misstatement of 
balance sheet items 
(may aff ect income 
statement)  
•    Over- or 

understatement of 
assets  

•    Over- or 
understatement of 
liabilities  

•    Misclassifi cation 
of assets and/or 
liabilities     

•     Choice of models and model 
inputs to measure fair value  

•    Classifi cation from current to 
non-current  

•    Over- or understating reserves 
and allowances  

•    Understating identifi able 
assets and overstating goodwill   

•     Models and model inputs that bias 
fair value measures  

•    Inconsistency in model inputs 
when measuring fair value of assets 
compared with that of liabilities  

•    Typical current assets, such as 
accounts receivable and inventory, 
included in non-current assets  

•    Allowances and reserves that 
fl uctuate over time or are not 
comparable with peers  

•    High goodwill value relative to 
total assets  

•    Use of special purpose vehicles  
•    Large changes in deferred tax assets 

and liabilities  
•    Signifi cant off -balance-sheet liabilities   

•     Overstatement of cash 
fl ow from operations   

•     Managing activities to aff ect 
cash fl ow from operations  

•    Misclassifying cash fl ows to 
positively aff ect cash fl ow from 
operations   

•     Increase in accounts payable and 
decrease in accounts receivable and 
inventory  

•    Capitalized expenditures in 
investing activities  

•    Sales and leaseback  
•    Increases in bank overdrafts   

EXHIBIT 4 (Continued)
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 Companies with faltering cash-generating ability may be motivated to acquire other com-
panies to increase cash fl ow from operations. Th e acquisition will be reported in the investing 
cash fl ows if paid in cash, or not even appear on the cash fl ow statement if paid for with equity. 
Th e consolidated cash fl ow from operations will include the cash fl ow of the acquired com-
pany, eff ectively concealing the acquirer’s own cash fl ow problems. Such an acquisition can 
provide a one-time boost to cash from operations that may or may not be sustainable. Th ere are 
no required post-acquisition “with and without acquisitions” disclosures, making it impossible 
for investors to reliably assess whether or not the acquirer’s cash fl ow problems are worsening. 

 A potential acquisition may create an incentive for a company to report using aggressive 
choices or even misreport. For example, an acquirer’s managers may be motivated to make 
choices to increase earnings to make an acquisition on more favorable terms. Evidence indi-
cates that acquirers making an acquisition for stock may manipulate their reported earnings 
prior to the acquisition to infl ate the value of shares being used to pay for the acquisition ( Er-
ickson and Wang 1999 ). Similarly, the target company’s managers may be motivated to make 
choices to increase earnings to secure a more favorable price for their company. As another 
example, the acquiring managers may try to manipulate earnings upward after an acquisition 
if they want to positively infl uence investors’ opinion of the acquisition.  6    

 In other cases, misreporting can be an incentive to make an acquisition. Acquisitions 
complicate a company’s fi nancial statements and thus can conceal previous accounting mis-
statements. Some evidence indicates that companies engaged in intentional misreporting (spe-
cifi cally, companies that were subsequently accused of accounting fraud by the US SEC) are 
more likely than non-misreporting companies to make an acquisition. Th ey are also more like-
ly to acquire a company that would reduce the comparability and consistency of their fi nancial 
statements, such as by targeting companies that have less public information and less similar 
operations ( Erickson, Heitzman, and Zhang 2012 ). 

 Th ere are also opportunities to make choices that aff ect the initial consolidated balance 
sheet and consolidated income statements in the future. When a business combination occurs, 
the acquirer must measure and recognize identifi able assets acquired and liabilities assumed 
at their fair values as of the acquisition date. Th ese may include assets and liabilities that the 
acquired company had not previously recognized as assets and liabilities in its fi nancial state-
ments. For example, identifi able intangible assets that the acquired company developed inter-
nally and some contingent liabilities would be recognized by the acquirer. Th e excess of the 
purchase price over the recognized value of the identifi ed assets acquired and liabilities assumed 
is reported as goodwill. Unlike other long-lived assets, goodwill is not amortized; however, it is 
subject to impairment testing. Because goodwill is not amortized, unless appropriate impair-
ment charges are recorded, the capitalized goodwill amount continues indefi nitely. 

 Th e default accounting treatment for goodwill—no future amortization expense—pro-
vides an incentive to acquirers to understate the value of amortizable intangibles when record-
ing an acquisition. Being a residual amount, more of the value of an acquisition will thus be 
classifi ed as goodwill, with its future earnings-friendly accounting treatment. Th at bias may 
result in postponement of the recognition of an uneconomic acquisition until impairment 
charges on the goodwill are recorded, which may be long after the acquisition. Managements 
may be willing to take this chance because they may be able to convince analysts and investors 
that a goodwill impairment charge is a non-recurring, non-cash charge—something that many 
will overlook. Nevertheless, the presence of goodwill should make an investor more inquisitive 

  6    Findings consistent with this possibility are presented in  Bens, Goodman, and Neamtiu (2012) . 
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about a company’s record in recognizing impairments and should also motivate an investor to 
evaluate a company’s impairment testing process for goodwill. Fair value measurement, except 
in the case of assets and liabilities with quoted prices in active markets for identical assets or lia-
bilities, presents an opportunity for the acquirer’s management to exercise judgment and aff ect 
reported values. For example, they could understate fair value of assets to avoid future charges 
to expense. Understating the fair value of assets will result in a higher goodwill amount. In 
the absence of impairment of goodwill, there will be no charges associated with the goodwill. 
Many analysts question whether reported goodwill refl ects economic reality.   

 2.2.4.     Financial Reporting that Diverges from Economic Reality Despite Compliance with 
Accounting Rules 
 Certain accounting standards may give rise to fi nancial reporting that an analyst may fi nd less 
useful because he or she does not view it as refl ective of economic reality.  Examples 3  and  4  
illustrate these types of situations. When possible, an analyst should adjust the reported in-
formation to better refl ect his or her view of economic reality. If an adjustment is not possible 
because the relevant data are not disclosed, an analyst can instead make a qualitative assessment 
of the eff ect. 

  Example 3  describes one of the earlier cases of creative consolidation accounting that 
raised the need for an in-depth consideration of consolidation accounting and the related issue 
of control. Many entities are governed by the votes of shareholders under which the majority 
rules. However, exceptions may exist and both US GAAP and IFRS have endeavored to cre-
ate regimes under which consolidation is required when it is appropriate to depict economic 
substance.  

 EXAMPLE 3    Treatment of Variable Interest (Special Purpose) Entities  

 SEC enforcement action regarding the fi nancial statements of Digilog, Inc. 
 In order to develop and introduce a new product, Digilog created a separate business 
entity, DBS, that was capitalized with $10 million of convertible debt issued to Digilog. 
Upon conversion, Digilog would end up owning nearly 100% of DBS. Initially, owners’ 
equity of DBS consisted of a few thousand dollars of common stock issued to DBS’s 
manager. 

 During the fi rst two years of DBS’s operations, Digilog did not consolidate DBS; 
it argued that DBS was controlled by its manager, who owned 100% of the outstanding 
common shares. Even though DBS generated substantial losses over its fi rst two years 
of existence, Digilog reported interest income on its investment in the convertible debt. 
After two years, when DBS started to generate profi ts, Digilog exercised its conversion 
option and consolidated from that point forward. 

 Although DBS had been set up as an “independent” corporation, the SEC took 
the position that the contractual and operating relationships between the two com-
panies were such that they should have been viewed as constituting a single enterprise 
for fi nancial reporting purposes. Th e defendants in the enforcement action, Digilog’s 
auditors, consented to a settlement. Th e settlement included the opinion by the SEC 
that consolidation would have provided a user of the fi nancial statements with the most 



882 International Financial Statement Analysis

  Example 4  considers asset impairments and restructuring charges and their implications.  

meaningful presentation in accordance with GAAP—even though no specifi c GAAP at 
that time directly addressed Digilog’s “creative” accounting solution. 

 Eventually, after many more years of debate, and in the wake of the Enron scandal, 
which also involved abuse of subsequent consolidation rules, the concept of a “variable 
interest entity” (VIE) was created. A key aspect is control for consolidation purposes; 
even in the absence of voting control, consolidation is necessary if the investor has the 
ability to exert infl uence on the fi nancial and operating policy of the entity and is ex-
posed, or has rights, to variable returns from its investment in the entity. Although the 
term VIE is not employed by IFRS, its provisions are similar. 

 Given the facts above and the consolidation rules for a variable interest entity, Dig-
ilog is  most likely  to try to argue that it does not need to consolidate DBS because:  

  A  .   Digilog does not have voting control.  
  B  .   Digilog’s interest income from DBS is not variable.  
  C  .   DBS’s manager has operational and fi nancial control.     

 Solution:   C is correct. Digilog is most likely to assert that operational and fi nancial 
control rest with DBS’s manager. However, the assertion is not likely to be accept-
ed because the manager’s investment is a few thousand dollars compared with $10 
million by Digilog. Simply not having voting control is not suffi  cient to avoid con-
solidation. Digilog is exposed to variable returns because of possible losses and the 
convertibility option.   

 EXAMPLE 4    Asset Impairments and Restructuring Charges 

 Two related topics that almost always require special consideration on the part of an-
alysts are asset impairments and restructuring charges. Asset impairments are write-
downs of assets required when circumstances indicate that the carrying amount of an 
asset is excessive compared with the expected future benefi ts. 

 Th e term “restructuring charge” is used under IFRS to indicate a sale or termina-
tion of a line of business, closure of business locations, changes in management struc-
ture, and/or a fundamental reorganization. All of these events could also give rise to the 
recognition of a liability (e.g., a commitment to make employee severance payments or 
to make a payment to settle a lease). 

 On 25 April 2013, Fuji Electric Co., Ltd, a Japanese company reporting under the 
GAAP of its home country, announced an impairment loss on land, buildings, struc-
tures, and leased assets employed in its “solar cell and module business” in the amount 
of ¥6.5 billion (Fuji Electric 2013). Th e entire loss was recorded in its 2012 fi scal year 
(ending 31 March). Assets and net income were reduced by ¥6.5 billion. 

 Elan Corporation, plc, a biotechnology company headquartered in Ireland, re-
ported US$42.4 million in restructuring and other costs incurred during fi scal year 
2012 related to its decision to close a research facility in San Francisco, with the loss of 
around 200 jobs, and to shift much of its operations back to Ireland because of changing 
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business conditions. Some of these costs were associated with the obligation to make 
current and deferred employee severance payments ( Leuty 2012 ).  7    

 Recognizing an impairment loss and restructuring charges in a single period, al-
though consistent with most GAAP, is  most likely  to overstate:  

  A  .   prior periods’ net incomes.  
  B  .   current period’s net income.  
  C  .   future periods’ net incomes.    

 Solution:   A is correct. Th e impairment and the restructuring were likely the result of 
past activities and should be taken into account when evaluating past net incomes. Th e 
current period’s net income, unless the impairment or restructuring is expected to be 
repeated, is understated. Future period net income may be overstated if reversals occur, 
but such behavior is not likely. Charging the entire impairment loss and restructuring 
charge in the current period are examples of conservative accounting principles.   

  7    See also Elan Corporation, plc, Form 20-F, fi led 12 February 2013. 

 An analyst would likely consider it probable that the events giving rise to Fuji Electric’s 
impairment loss (evidently, declining activity and future prospects for its solar business) had 
actually occurred over a longer period than that single year. Similarly, an analyst might view 
the restructuring charge at Elan as relating to previous periods. 

 When faced with a restructuring charge, an impairment charge, or a combination of the 
two, an analyst should consider whether similar events occur regularly enough such that they 
should be factored into estimates of permanent earnings, or whether they should be regarded 
as one-off  items that provide little information about the future earnings of the remaining 
activities of the company. If it is the former, then the analyst should attempt to “normalize” 
earnings by essentially spreading the current restructuring/impairment charge(s) over past pe-
riods as well as the current period. If an item is truly one-off —say, the fi nancial eff ects of a 
natural disaster—then the analyst is justifi ed in “normalizing” earnings by excluding the item 
from earnings. Th is process will require a signifi cant amount of judgment, best informed by 
knowledge of the underlying facts and circumstances. 

 Items that are commonly encountered by analysts include the following:  

•    Revisions to ongoing estimates, such as the remaining economic lives of assets, may lead an 
analyst to question whether an earlier change in estimate would have been more appropriate.  

•    Sudden increases to allowances and reserves could call into question whether the prior esti-
mates resulted in overstatement of prior periods’ earnings instead of an unbiased picture of 
economic reality.  

•    Large accruals for losses (e.g., environmental or litigation-related liabilities) suggest that pri-
or periods’ earnings may have been overstated because of the failure to accrue losses earlier.   

 Management may use items such as reserves and allowances to manage or smooth earn-
ings. Th e application of accounting standards illustrated in  Examples 3  and  4  results in fi nan-
cial statements that may not refl ect economic reality. Accounting standards may result in some 
economic assets and liabilities not being refl ected in the fi nancial statements. For example, a 
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company may lease production equipment on an operating lease basis. Th e equipment will 
not appear on the company’s balance sheet, and only the lease payments will appear on the 
income statement. Yet, the assets exist, are controlled by the company, and produce returns 
that are refl ected on the income statement. Th e lease payments alone do not capture all of these 
economic eff ects. Another example is research and development (R&D) expense. Accounting 
standards do not permit the capitalization of expenditures for R&D expense, yet R&D pro-
duces assets that, in turn, produce future benefi ts. Accounting standards prohibit R&D’s capi-
talization because of the diffi  culty in assessing which expenditures will actually produce future 
benefi ts and which expenditures will produce nothing. Accounting standards may also result 
in some information being reported in other comprehensive income rather than through net 
income. For example, classifying marketable securities as “available for sale” will result in their 
changes in fair value being reported in other comprehensive income. Contrast that reporting 
result against that for marketable securities classifi ed as “trading”: Th eir changes in fair value 
are reported in net income. 

 No basis of accounting can be expected to recognize all of the economic assets and lia-
bilities for an entity. Consequently, fi guring out what  is not  reported can be challenging. One 
frequently encountered example of an unrecognized asset is a company’s sales order backlog. 
Under most GAAP, revenue is not recognized (and an asset is not created) until services have 
been performed and other criteria have been met. However, in certain industries, particularly 
large-scale manufacturing, such as airplane manufacturing, the order backlog can be a signif-
icant unrecognized asset. When the amount of backlog is signifi cant, it is typically discussed 
in the management commentary, and an analyst can use this information to adjust reported 
amounts and to prepare forecasts. 

 Another dilemma for analysts is judging whether an item presented in other compre-
hensive income (OCI) should be included in their analysis as net income. Examples of items 
presented in OCI include the following:  

•    unrealized holding gains and losses on certain investments in equity securities,  
•    unrealized holding gains (and subsequent losses) on items of property and equipment for 

which the “revaluation option” is elected (IFRS only),  
•    eff ects on owners’ equity resulting from the translation of the foreign currency-denominated 

fi nancial statements of a foreign operation to the reporting currency of the consolidated 
entity,  

•    certain changes to net pension liability or asset, and  
•    gains and losses on derivative fi nancial instruments (and certain foreign currency-denom-

inated non-derivative fi nancial instruments) accounted for as a hedge of future cash fl ows .    

 When an analyst decides that a signifi cant item presented in OCI should be included in 
net income, the analyst can adjust reported and forecasted amounts accordingly.      

 3. EVALUATING THE QUALITY OF FINANCIAL REPORTS 

 Prior to beginning any fi nancial analysis, an analyst should clarify the purpose and context and 
clearly understand the following:  

•    What is the purpose of the analysis? What questions will this analysis answer?  
•    What level of detail will be needed to accomplish this purpose?  
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•    What data are available for the analysis?  
•    What are the factors or relationships that will infl uence the analysis?  
•    What are the analytical limitations, and will these limitations potentially impair the analysis?   

 In the context of evaluating the quality of fi nancial reports, an analyst is attempting to 
answer two basic questions:  

   1  .     Are the fi nancial reports GAAP-compliant and decision-useful?  
   2  .     Are the results (earnings) of high quality? Do they provide an adequate level of return, and 

are they sustainable?   

 General steps, which fi t within the general framework just mentioned, are discussed fi rst. 
Following these steps may help an analyst evaluate the quality of fi nancial reports (answering 
the two basic questions). Th en, quantitative tools for evaluating the quality of fi nancial reports 
are discussed.  

 3.1.     General Steps to Evaluate the Quality of Financial Reports 

 It is important to note that the steps presented here are meant to serve as a general guideline 
only. An analyst may choose to add steps, emphasize or deemphasize steps, or alter the order 
of the steps. Companies are unique, and variation in specifi c analytical projects will require 
specifi c approaches.  

   1  .     Develop an understanding of the company and its industry. Understanding the economic 
activities of a company provides a basis for understanding why particular accounting prin-
ciples may be appropriate and why particular fi nancial metrics matter. Understanding the 
accounting principles used by a company  and  its competitors provides a basis for understand-
ing what constitutes the norm—and to assess whether a company’s treatment is appropriate.  

   2  .     Learn about management. Evaluate whether the company’s management has any partic-
ular incentives to misreport. Review disclosures about compensation and insider transac-
tions, especially insiders’ sales of the company’s stock. Review the disclosures concerning 
related-party transactions.  

   3  .     Identify signifi cant accounting areas, especially those in which management judgment or 
an unusual accounting rule is a signifi cant determinant of reported fi nancial performance.  

   4  .     Make comparisons:  
  A  .     Compare the company’s fi nancial statements and signifi cant disclosures in the current 

year’s report with the fi nancial statements and signifi cant disclosures in the prior year’s 
report. Are there major diff erences in line items or in key disclosures, such as risk dis-
closures, segment disclosures, classifi cation of specifi c expense, or revenue items? Are 
the reasons for the changes apparent?  

  B  .     Compare the company’s accounting policies with those of its closest competitors. Are 
there signifi cant diff erences? If so, what is the directional eff ect of the diff erences?  

  C  .     Using ratio analysis, compare the company’s performance with that of its closest com-
petitors.    

   5  .     Check for warnings signs of possible issues with the quality of the fi nancial reports. For 
example,  
•    declining receivables turnover could suggest that some revenues are fi ctitious or record-

ed prematurely or that the allowance for doubtful accounts is insuffi  cient;  
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•    declining inventory turnover could suggest obsolescence problems that should be rec-
ognized; and  

•    net income greater than cash provided by operations could suggest that aggressive ac-
crual accounting policies have shifted current expenses to later periods.    

   6  .     For fi rms operating in multiple segments by geography or product—particularly multina-
tional fi rms—consider whether inventory, sales, and expenses have been shifted to make 
it appear that a company is positively exposed to a geographic region or product segment 
that the investment community considers to be a desirable growth area. An analyst may 
suspect that this shift is occurring if the segment is showing strong performance while the 
consolidated results remain static or worsen.  

   7  .     Use appropriate quantitative tools to assess the likelihood of misreporting.   

 Th e fi rst six steps listed describe a qualitative approach to evaluating the quality of fi nan-
cial reports. In addition to the qualitative approach, quantitative tools have been developed to 
help in evaluating fi nancial reports.   

 3.2.     Quantitative Tools to Assess the Likelihood of Misreporting 

 Th is section describes some tools for assessing the likelihood of misreporting (Step 7 above). If 
the likelihood of misreporting appears high, an analyst should take special care in analyzing, 
including qualitatively analyzing, the fi nancial reports of the company.  

 3.2.1.     Beneish Model 
 Messod D. Beneish and colleagues conducted studies to identify quantitative indicators 
of earnings manipulation and to develop a model to assess the likelihood of misreporting 
( Beneish 1999 ;  Beneish, Lee, and Nichols 2013 ). Th e following is the Beneish model and its 
variables. After the description of each variable, an intuitive explanation of why it is included 
is given. 

 Th e probability of manipulation ( M- score) is estimated using a probit model:  8   

   M -score = –4.84 + 0.920 (DSR) + 0.528 (GMI) + 0.404 (AQI) + 0.892 (SGI) + 0.115 
(DEPI) – 0.172 (SGAI) + 4.670 (Accruals) – 0.327 (LEVI) 

 where  

   M -score = Score indicating probability of earnings manipulation  
  DSR (days sales receivable index) = (Receivables  t   /Sales  t  )/(Receivables  t    –1 /Sales  t    –1 ).  

   Changes in the relationship between receivables and sales could indicate inappropriate reve-
nue recognition.     

  GMI (gross margin index) = Gross margin  t    –1 /Gross margin  t  .  
   Deterioration in margins could predispose companies to manipulate earnings.     

  8    Variables that are statistically signifi cant in the empirical results of  Beneish (1999)  include the days sales 
receivable index, gross margin index, asset quality index, sales growth index, and accruals. 



Chapter 17 Evaluating Quality of Financial Reports 887

  AQI (asset quality index) = [1 – (PPE  t   + CA  t  )/TA  t  ]/[1 – (PPE  t   –1  + CA  t–   1 )/TA  t   –1 ], where 
PPE is property, plant, and equipment; CA is current assets; and TA is total assets.  

   Change in the percentage of assets other than in PPE and CA could indicate excessive expen-
diture capitalization.     

  SGI (sales growth index) = Sales  t  /Sales  t   –1 .  
   Managing the perception of continuing growth and capital needs from actual growth could 
predispose companies to manipulate sales and earnings.     

  DEPI (depreciation index) = Depreciation rate  t   –1 /Depreciation rate  t  , where Depreciation 
rate = Depreciation/(Depreciation + PPE).  

   Declining depreciation rates could indicate understated depreciation as a means of manipu-
lating earnings.     

  SGAI (sales, general, and administrative expenses index)  =  (SGA  t   /Sales  t  )/(SGA  t   –1 /Sales  t   –1 ).  
   An increase in fi xed SGA expenses suggests decreasing administrative and marketing effi  ciency, 
which could predispose companies to manipulate earnings.     

  Accruals = (Income before extraordinary items – Cash from operations)/Total assets.  
   Higher accruals can indicate earnings manipulation.     

  LEVI (leverage index) = Leverage  t  /Leverage  t   –1 , where Leverage is calculated as the ratio of 
debt to assets.  

   Increasing leverage could predispose companies to manipulate earnings.      

 Th e  M -score in the Beneish model is a normally distributed random variable with a 
mean of 0 and a standard deviation of 1.0. Consequently, the probability of earnings ma-
nipulation indicated by the model can be calculated by using the cumulative probabilities 
for a standard normal distribution or the NORMSDIST function in Excel. For example, 
 M -scores of –1.49 and –1.78 indicate that the probability of earnings manipulation is 6.8% 
and 3.8%, respectively. Higher  M -scores (i.e., less negative numbers) indicate an increased 
probability of earnings manipulation. Th e probability is given by the amount in the left side 
of the distribution. 

 Th e use of the  M -score to classify companies as potential manipulators depends 
on the relative cost of Type I errors (incorrectly classifying a manipulator company as a 
non-manipulator) and Type II errors (incorrectly classifying a non-manipulator as a 
manipulator). Th e cutoff  value for classifi cation minimizes the cost of misclassifi cation. 
Beneish considered that the likely relevant cutoff  for investors is a probability of earnings 
manipulation of 2.9% (an  M -score exceeding –1.78).  9     Example 5  shows an application of 
the Beneish model.    

  9    See  Beneish (1999)  for an explanation and derivation of the cutoff  values.  Beneish et al. (2013)  use an 
 M -score exceeding –1.78 as the cutoff  value. 
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 EXAMPLE 5    Application of the Beneish Model 

  Exhibit 5  presents the variables and Beneish’s  M -Score for XYZ Corporation (a hypo-
thetical company). 

    EXHIBIT 5       XYZ Corporation  M -Score 

 
Value of 
Variable

Coeffi  cient from 
Beneish Model Calculations

DSR 1.300 0.920 1.196

GMI 1.100 0.528 0.581

AQI 0.800 0.404 0.323

SGI 1.100 0.892 0.981

DEPI 1.100 0.115 0.127

SGAI 0.600 –0.172 –0.103

Accruals 0.150 4.670 0.701

LEVI 0.600 –0.327 –0.196

Intercept –4.840

 M -score –1.231

Probability of manipulation 10.91%

  1  .     Would the results of the Beneish model lead an analyst, using a –1.78  M -score as the 
cutoff , to fl ag XYZ as a likely manipulator?  

  2  .     Th e values of DSR, GMI, SGI, and DEPI are all greater than one. In the Beneish 
model, what does this indicate for each variable?    

 Solution to 1:   Yes, the model could be expected to lead an analyst to fl ag XYZ as a 
likely manipulator. Th e  M -score is higher than the cutoff  of –1.78, indicating a high-
er-than-acceptable probability of manipulation. For XYZ Corporation, the model 
estimates the probability of manipulation as 10.91%. Although the classifi cation of 
companies as manipulators depends on the relative cost of Type I errors and Type II 
errors, the value of 10.91% greatly exceeds the cutoff  of 2.9% that Beneish identifi ed 
as the relevant cutoff .   

 Solution to 2:   Indications are as follows:  

  A  .   Th e value greater than one for DSR indicates that receivables as a percentage of sales 
have increased; this change may be an indicator of inappropriate revenue recogni-
tion. XYZ may have shipped goods prematurely and recognized revenues belonging 
in later periods. Alternatively, it may be caused by customers with deteriorating 
credit-paying ability—still a problem for the analyst of XYZ.  

  B  .   Th e value greater than one for GMI indicates that gross margins were higher last 
year; deteriorating margins could predispose companies to manipulate earnings.  
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  C  .   Th e value greater than one for SGI indicates positive sales growth relative to the 
previous year. Companies could be predisposed to manipulate earnings to man-
age perceptions of continuing growth and also to obtain capital needed to support 
growth.  

  D  .   Th e value greater than one for DEPI indicates that the depreciation rate was higher 
in the prior year; a declining depreciation rate can indicate manipulated earnings.     

 3.2.2.     Other Quantitative Models 
 Researchers have examined numerous factors that contribute to assessing the probability that 
a company is engaged in accounting manipulation. Variables that have been found useful for 
detecting misstatement include accruals quality; deferred taxes; auditor change; market-to-
book value; whether the company is publicly listed and traded; growth rate diff erences between 
fi nancial and non-fi nancial variables, such as number of patents, employees, and products; 
accrual quality; and aspects of corporate governance and incentive compensation.  10      

 3.2.3  .   Limitations of Quantitative Models 
 Accounting is a partial representation of economic reality. Consequently, fi nancial models 
based on accounting numbers are only capable of establishing associations between variables. 
Th e underlying cause and eff ect can only be determined by a deeper analysis of actions them-
selves—perhaps through interviews, surveys, or investigations by fi nancial regulators with en-
forcement powers. 

 An additional concern is that earnings manipulators are just as aware as analysts of the 
power of quantitative models to screen for possible cases of earnings manipulation. It is not 
surprising to learn, therefore, that Beneish et al.’s 2013 study found that the predictive power 
of the Beneish model is declining over time. Undoubtedly, many managers have learned to 
test the detectability of earnings manipulation tactics by using the model to anticipate ana-
lysts’ perceptions. Th us, as useful as the Beneish model may be, the search for more powerful 
analytical tools continues. It is necessary for analysts to use qualitative, not just quantitative, 
means to assess quality.      

 4. EARNINGS QUALITY 

 Th is section fi rst discusses indicators of earnings quality and then describes how to evaluate 
the earnings quality of a company. Analytical tools related to identifying very poor earnings/
results quality, such as quantitative approaches to assessing the probability of bankruptcy, are 
also discussed.  

 4.1.     Indicators of Earnings Quality 

 In general, the term “earnings quality” can be used to encompass earnings, cash fl ow, and bal-
ance sheet quality. Th is section, however, focuses specifi cally on earnings quality. High earnings 

  10    A summary of research on predicting accounting misstatement is provided in  Dechow, Ge, Larson, 
and Sloan (2011) . 
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quality is often considered to be evidenced by earnings that are sustainable and represent re-
turns equal to or in excess of the company’s cost of capital.  11    High-quality earnings increase the 
value of the company more than low-quality earnings, and the term “high-quality earnings” 
assumes that reporting quality is high. In contrast, low-quality earnings are insuffi  cient to 
cover the company’s cost of capital and/or are derived from non-recurring, one-off  activities. 
In addition, the term “low-quality earnings” can also be used when the reported information 
does not provide a useful indication of the company’s performance. 

 A variety of alternatives have been used as indicators of earnings quality: recurring earn-
ings, earnings persistence and related measures of accruals, beating benchmarks, and after-the-
fact confi rmations of poor-quality earnings, such as enforcement actions and restatements.  

 4.1.1.     Recurring Earnings 
 When using a company’s current and prior earnings as an input to forecast future earnings (for 
example, for use in an earnings-based valuation), an analyst focuses on the earnings that are 
expected to recur in the future. For example, earnings from subsidiaries that have been selected 
for disposal, which must be separately identifi ed as “discontinued operations,” are typically ex-
cluded from forecasting models. A wide range of other types of items may be non-recurring—
for example, one-off  asset sales, one-off  litigation settlements, or one-off  tax settlements. Re-
ported earnings that contain a high proportion of non-recurring items are less likely to be 
sustainable and are thus considered lower quality. 

 Enron, an energy distribution company and a company famous for misreporting, pre-
sented non-recurring items, among other reporting issues, in such a way that they created an 
illusion of a solidly performing company.  Example 6  shows aspects of Enron’s reporting.  

  11    Th e residual income model of valuation is most closely linked to this concept of high earnings quality. 

 EXAMPLE 6    Non-Recurring Items  

 Enron Corp. 

    EXHIBIT 6       Excerpts from Enron and Subsidiaries Consolidated Income Statement, Year-
Ended 31 December 

(In millions, except per share amounts)  2000  1999  1998 

Total revenues $100,789 $40,112 $31,260

Total costs and expenses 98,836 39,310 29,882

Operating income $1,953 $802 $1,378

Other income and deductions

Equity in earnings of unconsolidated equity affi  liates $87 $309 $97

Gains on sales of non-merchant assets 146 541 56

Gain on the issuance of stock by TNPC, Inc. 121 0 0

Interest income 212 162 88

Other income, net −37 181 −37

Income before interest, minority interests, and income taxes $2,482 $1,995 $1,582
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  1  .     How does the trend in Enron’s operating income compare with the trend in its 
income after other income and deductions (i.e., Income before interest, minority 
interests, and income taxes)?  

  2  .     What items appear to be non-recurring as opposed to being a result of routine op-
erations? How signifi cant are these items?  

  3  .     Th e Enron testimony of short seller James Chanos before US Congress referred 
to “a number of one-time gains that boosted Enron’s earnings” as one of the items 
that “strengthened our conviction that the market was mispricing Enron’s stock” 
( Chanos 2002 ). What does Chanos’s statement indicate about how Enron’s earnings 
information was being used in valuation?     

 Solution to 1:   Enron’s operating income varied dramatically from year to year, declining 
from 1998 to 1999 and then more than doubling in 2000. In contrast, Enron’s income 
before interest, minority interests, and income taxes shows a smooth, upward trend with 
signifi cant increases each year. Th e increases were 24% and 26% for 2000 and 1999 
relative to 1999 and 1998, respectively.   

 Solution to 2:   Items that appear to be non-recurring are gains on sales of 
non-merchant assets and the gain on the issuance of stock by TNPC. Although gains 
from sales of non-merchant assets do recur in each year, this type of activity is not a 
part of Enron’s energy distribution operations. In addition, two other non-operating 
items—the amount of equity in earnings from unconsolidated subsidiaries and the 
amount of other income—are highly variable. Two aspects of these items are signifi -
cant. First, the smooth, upward trend in Enron’s income is the direct result of these 
items. Second, these items collectively represent a signifi cant percentage of the com-
pany’s income before interest, minority interests, and income taxes, particularly in 
1999 when these items represent 52% of the total: ($309 + $541+ $181)/ $1,995 = 
$1,031/$1,995.   

 Solution to 3:   Chanos’s statement suggests that at least some market participants were 
mistakenly using Enron’s reported income as an input to earnings-based valuation, with-
out adjusting for non-recurring items.   

 Although evaluating non-recurring items for inclusion in operating metrics is important 
for making appropriate historical comparisons and for developing appropriate inputs in val-
uation, another aspect of non-recurring items merits mention. Because classifi cation of items 
as non-recurring is a subjective decision, classifi cation decisions can provide an opportunity 
to infl ate the amount potentially identifi ed by a user of the income statement as repeatable 
earnings—those earnings expected from the company’s business operations, which investors 
label as “recurring” or “core” earnings. In the absence of special or one-time items (such as 
restructuring charges, employee separation costs, goodwill impairment charges, or gains on 
disposals of assets), operating income is representative of these kinds of earnings. So-called 
classifi cation shifting, which does not aff ect total net income, can infl ate the amount reported 
as recurring or core earnings. Th is could be accomplished by reclassifying normal expenses 
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to special items or by shifting operating expenses to income-decreasing discontinued oper-
ations. Anecdotal evidence of classifi cation shifting exists (see  Exhibit 7 ), but the evidence 
only emerges after the fact.  12    From an analyst’s perspective, after-the-fact evidence of earnings 
management is not particularly useful for anticipating issues with earnings quality. Although 
it may not be possible to identify whether a company might be engaging in classifi cation 
shifting, an analyst should nonetheless give special attention to income-decreasing special 
items, particularly if the company is reporting unusually high operating earnings for the 
period or if the classifi cation of the item enabled the company to meet or beat forecasts for 
operating earnings.  

  12    Archival evidence of classifi cation shifting is presented in  McVay (2006) . McVay fi rst models “expected 
core earnings” and then documents a relationship between reported-minus-expected core earnings and 
the number of special items. But in any given year, a company’s management could attribute the unex-
pectedly high core earnings to economic improvements related to the special items; therefore, only the 
 ex post  evidence that unexpectedly high core earnings tend to reverse in the following year is suggestive of 
earnings management through classifi cation shifting. 

   EXHIBIT 7       Anecdotal Evidence of Classifi cation Shifting   

•    Borden, a food and chemicals company: Th e SEC determined that the company had clas-
sifi ed $146 million of operating expenses as part of a special item (restructuring charges) 
when the expenses should have been included in selling, general, and administrative ex-
penses ( Hwang 1994 ).  

•    AmeriServe Food Distribution Inc., which declared bankruptcy only four months after 
completing a $200 million junk bond issuance: A bankruptcy court–appointed examiner 
found that the company’s fi nancial statements “classifi ed substantial operating expenses… 
as restructuring charges,” which “masked the company’s serious fi nancial underperformance 
and delayed recognition by all parties of the severity of the problems faced by the company” 
( Sherer 2000 ).  

•    Waste Management, which, in 1998, issued the then-largest restatement in SEC history: 
Th e enforcement documentation indicates that the company had improperly infl ated oper-
ating income by netting non-operating gains from the sale of investments and discontinued 
operations against unrelated operating expenses ( SEC 2001b ).  

•    IBM: Revised disclosures, prompted by SEC scrutiny and analysts’ requests, showed that 
the company had classifi ed intellectual property income as an off set to selling, general, and 
administrative expenses. Th is classifi cation resulted in an understatement of operating ex-
penses and thus an overstatement of core earnings by $1.5 billion and $1.7 billion in 2001 
and 2000, respectively ( Bulkeley 2002 ).   

 Companies understand that investors diff erentiate between recurring and non-recurring 
items. Th erefore, in addition to presenting components of income on the face of the income 
statement, many companies voluntarily disclose additional information to facilitate the dif-
ferentiation between recurring and non-recurring items. Specifi cally, companies may disclose 
both total income and so-called  pro forma  income (or adjusted income, also referred to as 
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non-GAAP measures, or non-IFRS measures if IFRS is applicable) that has been adjusted 
to exclude non-recurring items. Disclosures of  pro forma  income must be accompanied by a 
reconciliation between  pro forma  income and reported income. It is important to be aware, 
however, that determination of whether an item is non-recurring involves judgment, and 
some companies’ managers may be motivated to consider an item non-recurring if it improves 
a performance metric relevant to investors. For example, Groupon, an online discount pro-
vider, included in its original initial public off ering (IPO) fi ling a  pro forma  (i.e., non-GAAP) 
measure of operating income that excluded online marketing costs. Th e SEC determined that 
the measure was misleading and subsequently required the company to eliminate that measure 
as reported. Overall, although voluntarily disclosed adjustments to reported income can be 
informative, an analyst should review the information to ensure that excluded items are truly 
non-recurring.   

 4.1.2.     Earnings Persistence and Related Measures of Accruals 
 One property of high earnings quality is earnings persistence—that is, sustainability of earn-
ings excluding items that are obviously non-recurring and persistence of growth in those earn-
ings. Th e assumption is that, for equity valuation models involving earnings forecasts, more 
persistent earnings are more useful inputs. Persistence can be expressed as the coeffi  cient on 
current earnings in a simple model:   13   

 Earnings  t   +1  = α + β 1 Earnings  t   + ε 

  A higher coeffi  cient (β 1 ) represents more persistent earnings. 
 Earnings can be viewed as being composed of a cash component and an accruals compo-

nent. Th e accrual component arises from accounting rules that refl ect revenue in the period 
earned and expenses in the period incurred—not at the time of cash movement. For example, 
a sale of goods on account results in accounting income in the period the sale is made. If the 
cash collection occurs in a subsequent period, the diff erence between reported net income and 
cash collected constitutes an accrual. When earnings are decomposed into a cash component 
and an accruals component, research has shown that the cash component is more persistent 
( Sloan 1996 ). In the following model, the coeffi  cient on cash fl ow (β 1 ) has been shown to be 
higher than the coeffi  cient on accruals (β 2 ), indicating that the cash fl ow component of earn-
ings is more persistent: 

 Earnings  t   +1  = α + β 1 Cash fl ow  t   + β 2 Accruals  t   + ε 

 Because of the greater persistence of the cash component, indicators of earnings quality 
evolved to measure the relative size of the accruals component of earnings. Earnings with a 
larger component of accruals would be less persistent and thus of lower quality. 

 An important distinction is between accruals that arise from normal transactions in the 
period (called “non-discretionary”) and accruals that result from transactions or accounting 
choices outside the normal, which are possibly made with the intent to distort reported earn-
ings (called “discretionary accruals”). Outlier discretionary accruals are an indicator of possibly 

  13    Descriptions of certain indicators in this section follow  Dechow, Ge, and Schrand (2010) . 
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manipulated—and thus low-quality—earnings. One common approach to identifying abnor-
mal accruals is fi rst to model companies’ normal accruals and then to determine outliers. A 
company’s normal accruals are modeled as a function of economic factors, such as growth in 
credit sales and the amount of depreciable assets. Growth in credit sales would be expected 
to result in accounts receivable growth, and depreciable assets would be associated with the 
amount of depreciation. To apply this approach, total accruals are regressed on the factors ex-
pected to give rise to normal accruals, and the residual of the regression would be considered 
a proxy for abnormal accruals. 

 Th is approach was pioneered by academics and subsequently adopted in practice.  14    Th e 
SEC describes its approach to modeling abnormal accruals: 

  Our Accounting Quality Model extends the traditional approach [often based on the 
popular Jones Model or the Modifi ed Jones Model] by allowing discretionary accrual 
factors to be a part of the estimation. Specifi cally, we take fi lings information across 
all registrants and estimate total accruals as a function of a large set of factors that 
are proxies for discretionary and non-discretionary components . . . . Discretionary 
accruals are calculated from the model estimates and then used to screen fi rms that 
appear to be managing earnings most aggressively. ( Lewis 2012 )  

 One simplifi ed approach to screening for abnormal accruals is to compare the magnitude 
of total accruals across companies. To make a relevant comparison, the accruals would be 
scaled—for example, by average assets or by average net operating income. Under this ap-
proach, high amounts of accruals are an indicator of possibly manipulated and thus low-quality 
earnings. 

 A more dramatic signal of questionable earnings quality is when a company reports 
positive net income but negative operating cash fl ows. Th is situation is illustrated in 
 Example 7 .  

  14    See  Jones (1991)  and  Dechow, Sloan, and Sweeney (1995) . Th ese seminal academic papers produced 
the Jones Model and the Modifi ed Jones Model. 

 EXAMPLE 7    Discrepancy between Net Income and Operating 
Cash Flows  

 Allou Health & Beauty Care, Inc. 
 Allou Health & Beauty Care, Inc. was a manufacturer and distributor of hair and skin 
care products.  Exhibit 8  presents excerpts from the company’s fi nancial statements from 
2000 to 2002. Following the periods reported in these statements, Allou’s warehouses 
were destroyed by fi re, for which the management was found to be responsible. Allou 
was subsequently shown to have fraudulently infl ated the amount of its sales and inven-
tories in those years. 
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    EXHIBIT 8       Illustration of Fraudulent Reporting in which Reported Net Income 
Signifi cantly Exceeded Reported Operating Cash Flow, Annual Data 10-K for Allou Health & 
Beauty Care, Inc., and Subsidiaries 

Years ended 31 March 2002 2001 2000

 Excerpt from Income Statement 
Revenues, net $564,151,260 $548,146,953 $421,046,773
Costs of revenue 500,890,588 482,590,356 367,963,675
Gross profi t $63,260,672 $65,556,597 $53,083,098
  ⋮ ⋮ ⋮
Income from operations 27,276,779 28,490,063 22,256,558
  ⋮ ⋮ ⋮
Income from continuing operations* $6,589,658 $2,458,367 $7,043,548
 
 Excerpt from Statement of Cash Flows 
Cash fl ows from operating activities:
    Net income from continuing 

operations $6,589,658 $2,458,367 $7,043,548
Adjustments to reconcile net income to 
net cash used in operating activities:
[Portions omitted] ⋮ ⋮ ⋮
Decrease (increase) in operating assets:
   Accounts receivable (24,076,150) (9,725,776) (25,691,508)
   Inventories (9,074,118) (12,644,519) (40,834,355)
Net cash used in operating activities $(17,397,230) $(34,195,838) $(27,137,652)

 *Th e diff erence between income from operations and income from continuing operations in-
cluded deductions for interest expense and provision for income taxes in each year and for a 
$5,642,678 loss on impairment of investments in 2001.   

 Referring to  Exhibit 8 , answer the following questions:  

  1  .     Based on the income statement data, evaluate Allou’s performance over the period 
shown.  

  2  .     Compare Allou’s income from continuing operations and cash fl ows from operating 
activities.  

  3  .     Interpret the amounts shown as adjustments to reconcile income from continuing 
operations to net cash used in operating activities.     

 Solution to 1:   Based on the income statement, the following aspects of Allou’s perfor-
mance are notable. Revenues grew in each of the past three years, albeit more slowly 
in the latest year shown. Th e company’s gross margin declined somewhat over the past 
three years but has been fairly stable. Similarly, the company’s operating margin declined 
somewhat over the past three years but has been fairly stable at around 5%. Th e com-
pany’s income from continuing operations was sharply lower in 2001 as a result of an 
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impairment loss. Th e company showed positive net income in each year. Overall, the 
company showed positive net income in each year, and its performance appears to be 
reasonably stable based on the income statement data. 

  Note:  Gross margin is gross profi t divided by revenues. For example, for 2002, 
$63,260,672 divided by $564,151,260 is 11.2%. Th e ratios for 2001 and 2000 are 
12.0% and 12.6%, respectively. 

 Operating margin is income from operations divided by revenues. For example, for 
2002, $27,276,779 divided by $564,151,260 is 4.8%. Th e ratios for 2001 and 2000 are 
5.2% and 5.3%, respectively.   

 Solution to 2:   Allou reported positive income from continuing operations but negative 
cash from operating activities in each of the three years shown. Persistent negative cash 
from operating activities is not sustainable for a going concern.   

 Solution to 3:   Th e excerpt from Allou’s Statement of Cash Flows shows that accounts 
receivable and inventories increased each year. Th is increase can account for most of 
the diff erence between the company’s income from continuing operations and net cash 
used in operating activities. Th e company seems to be accumulating inventory and not 
collecting on its receivables. 

  Note:  Th e statement of cash fl ows, prepared using the indirect method, adjusts net 
income to derive cash from operating activities. An increase in current assets is subtract-
ed from the net income number to derive the cash from operating activities.   

   EXHIBIT 9       Quarterly Data 10-Q: Enron and Subsidiaries 

Th ree months ended 31 March ($ millions) 2001 2000

Net income 425 338

Net cash used in operating activities (464) (457)

     Annual Data 10-K: Enron and Subsidiaries 

Year ended 31 December ($ millions) 2000 1999 1998

Net income 9,779 893 703

Net cash provided by operating activities 4,779 1,228 1,640

 Similar to Allou, the quarterly data for Enron shown in  Exhibit 9  shows positive net in-
come but negative cash from operating activities in quarters that were subsequently shown to 
have been misreported.  

 An analyst might also question why net cash provided by operating activities was more 
than double that of net income in 1998, almost 50% greater than net income in 1999, and 
about half of net income in 2000. 

 Although sizable accruals (roughly, net income minus operating cash fl ow) can indicate 
possibly manipulated and thus low-quality earnings, it is not necessarily the case that fraud-
ulently reporting companies will have such a profi le. For example, as shown in  Exhibit 9 , 
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Enron’s annual operating cash fl ows exceeded net income in two of the years during which 
fraudulent fi nancial reporting was subsequently revealed. Some of the fraudulent transactions 
undertaken by Enron were specifi cally aimed at generating operating cash fl ow. It is advisable 
for investors to explore and understand why the diff erences exist. Th e company’s ability to 
generate cash from operations ultimately aff ects investment and fi nancing within the company. 

 Similarly, as shown in  Exhibit 10 , WorldCom showed cash from operating activities in 
excess of net income in each of the three years shown, although the company was subsequently 
found to have issued fraudulent reports. WorldCom’s most signifi cant fraudulent reporting 
was improperly capitalizing (instead of expensing) certain costs. Because capital expenditures 
are shown as investing cash outfl ows rather than operating cash outfl ows, the company’s fraud-
ulent reporting had the impact of infl ating operating cash fl ows.  

   EXHIBIT 10       Example of Fraudulent Reporting in which Reported Net Income Did Not 
Signifi cantly Exceed Reported Operating Cash Flow, WorldCom Inc. and Subsidiaries ($ millions) 

For the years ended 31 December 1999 2000 2001

Net income (loss) $4,013 $4,153 $1,501

Net cash provided by operating activities 4,182 11,005 7,666

 In summary, although accrual measures (i.e., diff erences between net income and oper-
ating cash fl ows) can serve as indicators of earnings quality, they cannot be used in isolation 
or applied mechanically. WorldCom shows how comparing cash-basis measures, such as cash 
provided by operating activities, with net income may provide a false sense of confi dence 
about net income. Net income is calculated using subjective estimates, such as expected life of 
long-term assets, that can be easily manipulated. In each year shown in  Exhibit 10 , the cash 
provided by operations exceeded net income (earnings), suggesting that the earnings were of 
high quality; an analyst looking at this without considering the investing activities would have 
felt a false sense of security in the reported net income.   

 4.1.3  .   Mean Reversion in Earnings 
 A key analyst responsibility is to forecast earnings for the purpose of valuation in making 
investment decisions. Th e accuracy and credibility of earnings forecasts should increase when 
a company’s earnings stream possesses a high degree of persistence. As already discussed, earn-
ings can be viewed as being composed of a cash fl ow element plus an accruals element. Sustain-
able, persistent earnings are driven by the cash fl ow element of earnings, whereas the accruals 
element adds information about the company’s performance. At the same time, the accruals 
component can detract from the stability and persistence of earnings because of the estimation 
process involved in calculating them. 

 Academic research has shown empirically what we already know intuitively: Nothing lasts 
forever. Extreme levels of earnings, both high and low, tend to revert to normal levels over 
time. Th is phenomenon is known as “mean reversion in earnings” and is a natural attribute 
of competitive markets. A company experiencing poor earnings performance will shut down 
or minimize its losing operations and replace inferior managers with ones capable of execut-
ing an improved strategy, resulting in improved earnings. At the other extreme, a company 
experiencing abnormally high profi ts will attract competition unless the barriers to entry are 
insurmountable. New competitors may reduce their prices to gain a foothold in an exist-
ing company’s markets, thereby reducing the existing company’s profi ts over time. Whether 
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a company is experiencing abnormally high or low earnings, the net eff ect over time is that a 
return to the mean should be anticipated. 

  Nissim and Penman (2001)  demonstrated that the mean reversion principle exists across 
a wide variety of accounting-based measures. In a time-series study encompassing companies 
listed on the New York Stock Exchange and the American Stock Exchange between 1963 and 
1999, they tracked such measures as residual income, residual operating income, return on com-
mon equity, return on net operating assets, growth in common equity, core sales profi t margins, 
and others. Beginning with data from 1964, they sorted the companies into 10 equal portfolios 
based on their ranking for a given measure and tracked the median values in each portfolio in 
each of the next fi ve-year periods. At the end of each fi fth year, the portfolios were re-sorted. Th e 
process was extended through 1994, yielding means of portfolio medians over seven rankings. 
Th e fi ndings were similar across the metrics, showing a clear reversion to the mean over time. 

 For example, looking at the pattern for return on net operating assets (RNOA),  15    they 
found that the range of observed RNOAs was between 35% and −5% at the start of the ob-
servations but had compressed to a range of 22% to 7% by the end of the study. Th eir work 
illustrates the point that extremely strong or weak performance cannot be sustained forever. 
Th ey also found that the RNOAs of the portfolios that were not outliers in either direction in 
Year 1—outperformance or underperformance—did not stray over time, staying constant or 
nearly so over the entire observation period. 

 Th e lesson for analysts is clear: One cannot simply extrapolate either very high or very low 
earnings into the future and expect to construct useful forecasts. In order to be useful, analysts’ 
forecasts need to take into account normalized earnings over the relevant valuation time frame. 
As discussed, earnings are the sum of cash fl ows and accruals, and they will be more sustainable 
and persistent when the cash fl ow component dominates earnings. If earnings have a signif-
icant accruals component, it may hasten the earnings’ reversion to the mean, even more so 
when the accrual elements are outliers relative to the normal amount of accruals in a company’s 
earnings. In constructing their forecasts of future earnings, analysts need to develop a realistic 
cash fl ow model and realistic estimates of accruals as well.   

 4.1.4  .   Beating Benchmarks 
 Announcements of earnings that meet or exceed benchmarks, such as analysts’ consensus fore-
casts, typically result in share price increases. However, meeting or beating benchmarks is not 
necessarily an indicator of high-quality earnings. In fact, exactly meeting or only narrowly 
beating benchmarks has been proposed as an indicator of earnings manipulation and thus 
low-quality earnings. Academic research has documented a statistically large clustering slightly 
above zero of actual benchmark diff erences, and this clustering has been interpreted by some 
as evidence of earnings management.  16    Th ere is, however, disagreement about whether exactly 
meeting or only narrowly beating is an indicator of earnings manipulation.  17    Nonetheless, a 
company that consistently reports earnings that exactly meet or only narrowly beat bench-
marks can raise questions about its earnings quality.   

  15    Nissim and Penman defi ne return on net operating assets as Operating income  t  /Net operating assets  t   -1.  
Net operating assets are operating assets (those assets used in operations) net of operating liabilities (those 
generated by operations). 
  16    See  Brown and Caylor (2005) ;  Burgstahler and Dichev (1997) ; and  Degeorge, Patel, and Zeckhauser 
(1999) . 
  17    See  Dechow, Richardson, and Tuna (2003) . 
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 4.1.5.     External Indicators of Poor-Quality Earnings 
 Two external indicators of poor-quality earnings are enforcement actions by regulatory authorities 
and restatements of previously issued fi nancial statements. From an analyst’s perspective, recognizing 
poor earnings quality is generally more valuable if it can be done before defi ciencies become widely 
known and confi rmed. Th erefore, the external indicators of poor earnings quality are relatively less 
useful to an analyst. Nonetheless, even though it might be better to recognize poor earnings quality 
early, an analyst should be alert to external indicators and be prepared to re-evaluate decisions.    

 4.2.     Evaluating the Earnings Quality of a Company (Cases) 

 Th e aim of analyzing earnings is to understand the persistence and sustainability of earnings. If 
earnings do not represent the fi nancial realities faced by a company, then any forecast of earn-
ings based on fl awed reporting will also be fl awed. Choices and estimates abound in fi nancial 
reporting; and with those choices and estimates, the temptations for managers to improve their 
companies’ performance by creative accounting are enormous. All too often, companies that 
appear to be extraordinary performers turn out to be quite ordinary or worse once their choice 
of accounting methods, including fraudulent choices, is uncovered by a regulator. 

 To avoid repeating the mistakes of the past, it may be helpful for analysts to learn how 
managers have used accounting techniques to enhance their companies’ reported performance. 
Some cases provide useful lessons. In a study of 227 enforcement cases brought between 1997 
and 2002, the SEC found that the most common accounting misrepresentation occurred in 
the area of revenue recognition ( SEC 2003 ). Revenue is the largest single fi gure on the income 
statement and arguably the most important. Its sheer size and its eff ect on earnings, along 
with discretion in revenue recognition policies, have made it the most likely account to be 
intentionally misstated. For those reasons, investors should always thoroughly and skeptically 
analyze revenues. Too often, however, the chief concerns of analysts center on the quantitative 
aspects of revenues. Th ey may ponder the growth of revenues and whether growth came from 
acquisitions or organically, but they rarely focus on the quality of revenues in the same way. A 
focus on the quality of revenues, including specifi cally on how it was generated, will serve an-
alysts well. For example, was it generated by off ering discounts or through bill-and-hold sales?  

 4.2.1.     Revenue Recognition Case: Sunbeam Corporation  
 Premature/Fraudulent Revenue Recognition     Sunbeam Corporation was a consumer goods 
company focused on the production and sale of household appliances and outdoor products. 
In the mid- to late 1990s, it appeared that its new CEO, “Chainsaw Al” Dunlap, had engi-
neered a turnaround at Sunbeam. He claimed to have done this through cutting costs and 
increasing revenues. Th e reality was diff erent. Had more analysts performed basic but rigorous 
analysis of the fi nancial statements in the earlier phases of Sunbeam’s misreporting, they might 
have been more skeptical of the results produced by Chainsaw Al. Sunbeam engaged in numer-
ous sales transactions that infl ated revenues. Among them were the following:  

•    Sunbeam included one-time disposals of product lines in sales for the fi rst quarter of 1997 
without indicating that such non-recurring sales were included in revenues.  

•    At the end of the fi rst quarter of 1997 (March), Sunbeam booked revenue and income 
from a sale of barbecue grills to a wholesaler. Th e wholesaler held the merchandise over the 
quarter’s end without accepting ownership risks. Th e wholesaler could return the goods if it 
desired, and Sunbeam would pick up the cost of shipment both ways. All of the grills were 
returned to Sunbeam in the third quarter of 1997.  
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•    Sunbeam induced customers to order more goods than they would normally through off ers 
of discounts and other incentives. Often, the customers also had return rights on their pur-
chases. Th is induced ordering had the eff ect of infl ating current results by pulling future sales 
into the present. Th is practice is sometimes referred to as “channel stuffi  ng.” Th is policy was 
not disclosed by Sunbeam, which routinely made use of channel-stuffi  ng practices at the end 
of 1997 and the beginning of 1998.  

•    Sunbeam engaged in bill-and-hold revenue practices. In a bill-and-hold transaction, revenue 
is recognized when the invoice is issued while the goods remain on the premises of the seller. 
Th ese are unusual transactions, and the accounting requirements for them are very strict: 
Th e buyer must request such treatment, have a genuine business purpose for the request, and 
must accept ownership risks. Other criteria for justifying the use of this revenue recognition 
practice include the seller’s past experience with bill-and-hold transactions, in which buyers 
took possession of the goods and the transactions were not reversed.   

 Th ere was no real business purpose to the channel stuffi  ng and bill-and-hold transactions at 
Sunbeam other than for the seller to accelerate revenue and for the buyers to take advantage of such 
eagerness without any risks on their part. In the words of the SEC, “these transactions were little 
more than projected orders disguised as sales” ( SEC 2001a ). Sunbeam did not make such transac-
tions clear to analysts, and many of its disclosures from the fourth quarter of 1996 to the middle 
of 1998 were inadequate. Still, its methods of infl ating revenue left indicators in the fi nancial state-
ments that should have alerted analysts to the low quality of its earnings and revenue reporting. 

 If customers are induced into buying goods they do not yet need through favorable pay-
ment terms or given substantial leeway in returning such goods to the seller, days’ sales out-
standing (DSO) may increase and returns may also increase. Furthermore, increases in revenue 
may exceed past increases and the increases of the industry and/or peers. Problems with and 
changes in collection, expressed through accounts receivable metrics, can give an analyst clues 
about the aggressiveness of the seller in making sales targets.  Exhibit 11  contains relevant 
annual data on Sunbeam’s sales and receivables from 1995 (before the misreporting occurred) 
through 1997 (when earnings management reached its peak level in the fourth quarter).  

   EXHIBIT 11       Information on Sunbeam’s Sales and Receivables, 1995–1997 

($ millions)  1995  1996  1997 

Total revenue $1,016.9 $984.2 $1,168.2

Change from prior year — –3.2% 18.7%

 

Gross accounts receivable $216.2 $213.4 $295.6

Change from prior year — –1.3% 38.5%

 

Receivables/revenue 21.3% 21.7% 25.3%

Change in receivables/revenue 0.7% 0.4% 3.6%

 

Days’ sales outstanding 77.6 79.1 92.4

Accounts receivable turnover 4.7 4.6 4.0

  Source:  Based on information in original company 10-K fi lings.  
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 What can an analyst learn from the information in  Exhibit 11 ?  

•    Although revenues dipped 3.2% in 1996, the year the misreporting began, they increased 
signifi cantly in 1997 as Sunbeam’s various revenue “enhancement” programs were imple-
mented. Th e important factor to notice—the one that should have given an analyst in-
sight into the quality of the revenues—is the simultaneous, and much greater, increase in 
the accounts receivable balance. Receivables increasing faster than revenues suggests that a 
company may be pulling future sales into current periods by off ering favorable discounts or 
generous return policies. As it turned out, Sunbeam off ered all of these inducements.  

•    Th e percentage relationship of receivables to revenue is another way of looking at the 
relationship between sales and the time it takes a company to collect cash from its custom-
ers. An increasing percentage of receivables to revenues means that a lesser percentage of 
sales has been collected. Th e decrease in collection on sales may indicate that customers’ 
abilities to repay have deteriorated. It may also indicate that the seller created period-end 
sales by shipping goods that were not wanted by customers; the shipment would produce 
documentation, which serves as evidence of a sale. Receivables and revenue would increase 
by the same absolute amount, which would increase the percentage of receivables to rev-
enue. Customers would return the goods to the seller in the following accounting period. 
Th e same thing would happen in the event of totally fi ctitious revenues. Revenues from 
a non-existent customer would simultaneously increase receivables by the same amount. 
An increase in the relationship between revenue and receivables provides analysts with a 
clue that collections on sales have declined or that there is a possible issue with revenue 
recognition.  

•    Th e number of days sales outstanding [Accounts receivable/(Revenues/365)] increased each 
year, indicating that the receivables were not being paid on a timely basis—or even that the 
revenues may not have been genuine in the fi rst place. DSO fi gures increasing over time 
indicate that there are problems, either with collection or revenue recognition. Th e accounts 
receivable turnover (365/DSO) tells the same story in a diff erent way: It is the number of 
times the receivables converted into cash each year, and the fi gure decreased each year. A 
trend of slower cash collections, as exhibited by Sunbeam, shows increasingly ineffi  cient 
cash collections at best and should alert an analyst to the possibility of questionable sales or 
revenue recognition practices.  

•    Th e accounts receivable showed poor quality. In 1997, it increased 38.5% over the previous 
year, while revenues gained 18.7%. Th e simple fact that receivables growth greatly out-
stripped the revenue growth suggests receivables collection problems. Furthermore, ana-
lysts who paid attention to the notes might have found even more tiles to fi t into the mosaic 
of accounting manipulations. According to a note in the 10-K titled “Accounts Receivable 
Securitization Facility,” in December 1997 Sunbeam had entered into an arrangement for 
the sale of accounts receivable. Th e note said that “At December 28, 1997, the Company 
had received approximately $59 million from the sale of trade accounts receivable.” Th ose 
receivables were not included in the year-end accounts receivable balance. As the  pro forma  
column in  Exhibit 12  shows, the accounts receivable would have shown an increase of 
66.1% instead of 38.5%; the percentage of receivables to sales would have ballooned to 
30.4%, and the days’ sales outstanding would have been an attention-getting 110.8 days. 
Had this receivables sale not occurred, and the receivables been that large, perhaps analysts 
would have noticed a problem sooner. Careful attention to the notes might have alerted 
them to how this transaction improved the appearance of the fi nancial statements and 
ratios.   
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   EXHIBIT 12       Information on Sunbeam’s Sales and Receivables, 1995–1997, and  Pro Forma  
Information, 1997 

($ millions)  1995  1996  1997  1997  Pro Forma  

Total revenue $1,016.9 $984.2 $1,168.2  $1,168.2 

   Change from prior year  — –3.2% 18.7%  18.7% 

 

Gross accounts receivable $216.2 $213.4 $295.6  $354.6 

   Change from prior year  — –1.3% 38.5%  66.1% 

 

Receivables/revenue 21.3% 21.7% 25.3%  30.4% 

   Change in receivables/revenue 0.7% 0.4% 3.6%  8.7% 

 

Days’ sales outstanding 77.7 79.2 92.3  110.8 

Accounts receivable turnover 4.7 4.6 4.0  3.2 

  Source:  Based on information in original company 10-K fi lings.  

  Analysts observing the trend in days’ sales outstanding would have been rightly suspi-
cious of Sunbeam’s revenue recognition practices, even if they were observing the days’ sales 
outstanding simply in terms of Sunbeam’s own history. If they took the analysis slightly fur-
ther, they would have been even more suspicious.  Exhibit 13  compares Sunbeam’s DSO and 
accounts receivable turnover with those of an industry median based on the numbers from 
a group of other consumer products companies—Harman International, Jarden, Leggett & 
Platt, Mohawk Industries, Newell Rubbermaid, and Tupperware Brands.  

   EXHIBIT 13       Comparison of Sunbeam and Industry Median, 1995–1997 

 Sunbeam  1995  1996  1997 

Days sales outstanding 77.7 79.2 92.3

Accounts receivable turnover 4.7 4.6 4.0

 

 Industry median 

Days sales outstanding 44.6 46.7 50.4

Accounts receivable turnover 8.2 7.8 7.3

 

 Sunbeam’s underperformance relative to median 

Days sales outstanding 33.0 32.5 41.9

Accounts receivable turnover (3.5) (3.2) (3.3)

  Source:  Based on information in company 10-K fi lings.  
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 Th ere was yet another clue that should have aroused suspicion in the analyst community. 
In the December 1997 annual report, the revenue recognition note had been expanded from 
the previous year’s note: 

  Th e Company recognizes revenues from product sales principally at the time of ship-
ment to customers.  In limited circumstances, at the customer’s request the Company 
may sell seasonal product on a bill and hold basis provided that the goods are completed, 
packaged and ready for shipment, such goods are segregated and the risks of ownership 
and legal title have passed to the customer.   Th e amount of such bill and hold sales at 
December 29, 1997 was approximately 3% of consolidated revenues.   [Italics and 
emphasis added.]  

 Not only did Sunbeam hint at the fact that its revenue recognition policies included 
a method that was of questionable quality, a clue was dropped as to the degree to which it 
aff ected operations. Th at 3% fi gure may seem small, but the disclosure should have aroused 
suspicion in the mind of a thorough analyst. As shown in  Exhibit 14 , working through the 
numbers with some reasonable assumptions about the gross profi t on the sales (28.3%) and 
the applicable tax rate (35%), an analyst would have seen that the bill-and-hold sales were 
signifi cant to the bottom line.  

   EXHIBIT 14       Eff ect of Sunbeam’s Bill-and-Hold Sales on 
Net Income ($ millions) 

1997 revenue $1,168.18

Bill-and-hold sales from note 3.0%

Bill-and-hold sales in 1997 $35.05

Gross profi t margin 28.3%

Gross profi t contribution $9.92

After-tax earnings contribution $6.45

Total earnings from continuing operations $109.42

Earnings attributable to bill-and-hold sales 5.9%

 An analyst questioning the genuineness of bill-and-hold sales and performing a simple test 
of the degree of exposure to their eff ects might have been disturbed to estimate that nearly 6% 
of net income depended on such transactions. Th is knowledge might have dissuaded an analyst 
from a favorable view of Sunbeam.    

 4.2.2.     Revenue Recognition Case: MicroStrategy, Inc.  
 Multiple-Element Contracts     MicroStrategy, Inc. was a fast-growing software and information 
services company that went public in 1998. After going public, the company engaged in more 
complex revenue transactions than it had previously. Its revenue stream increasingly involved 
less outright sales of software and began tilting more to transactions containing multiple deliv-
erables, including obligations to provide services. 

 Product revenue is usually recognized immediately, depending on the delivery terms and 
acceptance by customers, whereas service revenue is recognized as the services are provided. 
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Th e relevant accounting standards for multiple-deliverable arrangements at the time permitted 
recognition of revenue on a software delivery only if the software sale could be separated from 
the service portion of the contract and only if the service revenues were in fact accounted for 
separately. 

 Analysts studying MicroStrategy’s fi nancial statements should have understood the eff ects 
of such accounting conventions on the company’s revenues. MicroStrategy’s revenue recogni-
tion policy in the accounting policies note of its 1998 10-K stated that the standards’ require-
ments were, in fact, its practice: 

  Revenue from product licensing arrangements is generally recognized after execution 
of a licensing agreement and shipment of the product, provided that no signifi cant 
Company obligations remain and the resulting receivable is deemed collectible by 
management. . . . Services revenue, which includes training and consulting, is rec-
ognized at the time the service is performed. Th e Company defers and recognizes 
maintenance revenue ratably over the terms of the contract period, ranging from 12 
to 36 months. (p. 49)  

 MicroStrategy took advantage of the ambiguity present in such arrangements, however, 
to mischaracterize service revenues and recognize them earlier than they should have as part 
of the software sale. For example, in the fourth quarter of 1998, MicroStrategy entered into a 
$4.5 million transaction with a customer for software licenses and a broad array of consulting 
services. Most of the software licenses acquired by the customer were intended to be used in 
applications that MicroStrategy would develop in the future, yet the company recognized all 
of the $4.5 million as software revenue ( SEC 2000 ). 

 Similarly, in the fourth quarter of 1999, MicroStrategy entered into a multiple-deliverable 
arrangement with another customer that included the provision for extensive services. Again, 
the company improperly allocated the elements of the contract, skewing them toward an 
earlier-recognized software element and improperly recognizing $14.1 million of product rev-
enue in the quarter, which was material. 

 How could analysts have recognized this pattern of behavior? Without in-depth knowl-
edge of the contracts, it is not possible to approve or disapprove of the revenue allocation with 
certainty. Th e company still left a trail that could have aroused the suspicion of analysts, had 
they been familiar with MicroStrategy’s stated revenue recognition policy. 

  Exhibit 15  shows the mix of revenues for 1996, 1997, and 1998 based on the income 
statement in MicroStrategy’s 1998 10-K:  

   EXHIBIT 15       MicroStrategy’s Mix of Licenses and Support Revenues, 1996–1998 ($ millions) 

 1996  1997  1998 

Licenses $15,873 $36,601 $72,721

Support 6,730 16,956 33,709

Total $22,603 $53,557 $106,430

 

Licenses 70.2% 68.3% 68.3%

Support 29.8 31.7 31.7

Total 100.0% 100.0% 100.0%
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 Between 1996 and 1997, the proportion of support revenues to total revenues increased 
slightly. It fl attened out in 1998, which was the fi rst year known to have mischaracterization 
between the support revenues and the software revenues. With perfect hindsight, had the 
$4.5 million of consulting services not been recognized at all, overall revenues would have 
been $101.930 million and support revenues would have been 33.1% of the total revenues. 
What could have alerted analysts that something was amiss, if they could not examine actual 
contracts? 

 Looking at the quarterly mix of revenues might have aroused analyst suspicions.  Exhibit 16  
shows the peculiar ebb and fl ow of revenues attributable to support services revenues.  

   EXHIBIT 16       MicroStrategy’s Revenue Mix by Quarters, 1Q1998–4Q1999 

Quarter Licenses Support

1Q98 71.8% 28.2%

2Q98 68.3 31.7

3Q98 62.7 37.3

4Q98 70.7 29.3

1Q99 64.6 35.4

2Q99 68.1 31.9

3Q99 70.1 29.9

4Q99 73.2 26.8

 Th e support services revenue climbed in the fi rst three quarters of 1998 and dropped 
sharply in the fourth quarter—the one in which the company characterized the $4.5 million 
of revenues that should have been deferred as software license revenue. Subsequently, the pro-
portion rose again and then continued a downward trend, most sharply in the fourth quarter 
of 1999 when the company again mischaracterized $14.1 million of revenue as software license 
revenue. 

 Th ere is no logical reason that the proportion of revenues from licensing and support 
services should vary signifi cantly from quarter to quarter. Th e changes should arouse suspi-
cions and generate questions to ask management. Management’s answers, and the sound-
ness of the logic embedded in them, might have made investors more comfortable or more 
skeptical. 

 If an analyst knows that a company has a policy of recognizing revenues for contracts 
with elements of multiple-deliverable arrangements—something apparent from a study of the 
accounting policy note—then the analyst should consider the risk that misallocation of rev-
enue can occur. Observing trends and investigating deviations from observed trends become 
important habits for an analyst to practice in order to isolate exceptions. Although a study of 
revenue trends may not pinpoint a manipulated revenue transaction, it should be suffi  cient to 
raise doubts about the propriety of the accounting for transactions. 

 Enhancing the recognition of revenue is a way for managers to increase earnings, yet it can 
leave indicators that can be detected by analysts vigilant enough to look for them.  Exhibit 17  
provides a summary of how to assess the quality of revenues.  
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   EXHIBIT 17       Summary: Looking for Quality in Revenues   

 Start with the basics  

  Th e fi rst step should be to fully understand the revenue recognition policies as stated in the 
most recent annual report. Without context for the way revenue is recognized, an analyst 
will not understand the risks involved in the proper reporting of revenue. For instance, 
analysts should determine the following:  
•    What are the shipping terms?  
•    What rights of return does a customer have: limited or extensive?  
•    Do rebates aff ect revenues, and if so, how are they accounted for? What estimates are 

involved?  
•    Are there multiple deliverables to customers for one arrangement? If so, is revenue de-

ferred until some elements are delivered late in the contract? If there are multiple deliver-
ables, do deferred revenues appear on the balance sheet?       

 Age matters  

  A study of DSO can reveal much about their quality. Receivables do not improve with age. 
Analysts should seek reasons for exceptions appearing when they  
•    Compare the trend in DSOs or receivables turnover over a relevant time frame.  
•    Compare the DSO of one company with the DSOs of similar competitors over similar 

time frames.       

 Is it cash or accrual?  

  A high percentage of accounts receivable to revenues might mean nothing, but it might also 
mean that channel-stuffi  ng has taken place, portending high future returns of inventory or 
decreased demand for product in the future. Analysts should  
•    Compare the percentage of accounts receivable to revenues over a relevant time frame.  
•    Compare the company’s percentage of accounts receivable to revenues with that of com-

petitors or industry measures over similar time frames.       

 Compare with the real world when possible  

  If a company reports non-fi nancial data on a routine basis, try relating revenues to those 
data to determine whether trends in the revenue make sense. Examples include  
•    Airlines reporting extensive information about miles fl own and capacity, enabling an 

analyst to relate increases in revenues to an increase in miles fl own or capacity.  
•    Retailers reporting square footage used and number of stores open.  
•    Companies across all industries reporting employee head counts.    

  As always, analysts should compare any relevant revenue-per-unit measure with that of 
relevant competitors or industry measures.     

 Revenue trends and composition  

  Trend analysis, over time and in comparison with competitors, can prompt analysts to ask 
questions of managers, or it can simply evoke discomfort with the overall revenue quality. 
Some relationships to examine include  
•    Th e relationships between the kinds of revenue recognized. For example, how much is 

attributable to product sales or licenses, and how much is attributable to services? Have 
the relationships changed over time, and if so, why?  
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•    Th e relationship between overall revenue and accounts receivable. Do changes in overall 
revenues make sense when compared with changes in accounts receivable?       

 Relationships  

  Does the company transact business with entities owned by senior offi  cers or shareholders? 
Th is is a particularly sensitive area if the manager/shareholder-owned entities are private 
and there are revenues recognized from the private entity by a publicly owned company; 
it could be a dumping ground for obsolete or damaged inventory while infl ating revenues.    

EXHIBIT 17 (Continued)

 Overstating revenues is not the only way to enhance earnings; according to the SEC 
study of enforcement cases brought between 1997 and 2002, the next most common fi nancial 
misreporting was improper expense recognition ( SEC 2003 ). Improper expense recognition 
typically involves understating expenses and has the same overstating eff ects on earnings as 
improper revenue recognition. Understating expenses also leaves indicators in the fi nancial 
statements for the vigilant analyst to fi nd and assess.    

 4.2.3.     Cost Capitalization Case: WorldCom Corp.  
 Property/Capital Expenditures Analysis     WorldCom was a major global communications 
company, providing phone and internet services to both the business and consumer markets. 
It became a major player in the 1990s, largely through acquisitions. To keep delivering the 
earnings expected by analysts, the company engaged in the improper capitalization of oper-
ating expenses known as “line costs.” Th ese costs were fees paid by WorldCom to third-party 
telecommunications network providers for the right to use their networks, and the proper 
accounting treatment for them is to classify them as an operating expense. Th is improper treat-
ment began in 1999 and continued through the fi rst quarter of 2002. Th e company declared 
bankruptcy in July 2002; restatements of fi nancial reports ensued. 

 Th e company was audited by Arthur Andersen, who had access to the company’s records. 
According to the fi ndings of the special committee that headed the investigation of the failure 
( Beresford, Katzenbach, and Rogers 2003 ), Arthur Andersen failed to identify the misclassifi -
cation of line costs, among other things, because 

  Andersen concluded—mistakenly in this case—that, year after year, the risk of fraud 
was minimal and thus it never devised suffi  cient auditing procedures to address this 
risk. Although it conducted a controls-based audit—relying on WorldCom’s internal 
controls—it failed to recognize the nature and extent of senior management’s top-side 
adjustments through reserve reversals with little or no support, highly questionable 
revenue items, and entries capitalizing line costs. Andersen did not conduct tests to 
corroborate the information it received in many areas. It assumed incorrectly that the 
absence of variances in the fi nancial statements and schedules—in a highly volatile 
business environment—indicated there was no cause for heightened scrutiny. Ander-
sen conducted only very limited auditing procedures in many areas where we found 
accounting irregularities. Even so, Andersen still had several chances to uncover prob-
lems we identify in this Report. (p. 230–231)  
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 If auditors failed to detect fraud, could analysts really be expected to do better? Analysts 
may not have been able to pinpoint what was going on at WorldCom, all the way down to 
the under-reported line costs, but if they had focused on the company’s balance sheet, they 
certainly could have been suspicious that all was not right. If they were looking for out-of-line 
relationships between accounts—something that the auditors would be expected to do—they 
might have uncovered questionable relationships that, if unsatisfactorily explained, should 
have led them to shun securities issued by WorldCom. 

 For an operating expense to be under-reported, an off setting increase in the balance of 
another account must exist. A simple scan of an annual time-series common-size balance sheet, 
such as is shown in  Exhibit 18 , might identify the possibility that capitalization is being used 
to avoid expense recognition. An analyst might not have known that line costs were being 
under-reported, but simply looking at the time series in  Exhibit 18  would have shown that 
something unusual was going on in gross property, plant, and equipment. Th e fraud began in 
1999, and gross property, plant, and equipment had been 30% and 31% of total assets, respec-
tively, in the two prior years. In 1999, property, plant, and equipment became a much more 
signifi cant 37% of total assets and increased to 45% in 2000 and 47% in 2001. Th e company 
had not changed strategy or anything else to justify such an increase.  

   EXHIBIT 18       Common Size Asset Portion of Balance Sheet for WorldCom, 1997–2001 

   1997  1998  1999  2000  2001 

Cash and equivalents 0% 2% 1% 1% 1%

Net receivables 5 6 6 7 5

Inventories 0 0 0 0 0

Other current assets 2 4 4 2 2

 Total current assets 7% 12% 11% 10% 8%

 

   Gross property, plant, and equipment      30%      31%      37%      45%      47%   

Accumulated depreciation 3% 2% 5% 7% 9%

Net property, plant, and equipment 27% 29% 32% 38% 38%

Equity investments NA NA NA NA 1

Other investments 0 0 0 2 1

Intangibles 61 54 52 47 49

Other assets 5 5 5 3 3

 Total Assets 100% 100% 100% 100% 100%

  Note:  NA is not available. 
  Source:  Based on information from Standard & Poor’s Research Insight database.  

 A curious analyst in 1999 might not have  specifi cally  determined that line costs were 
being understated, but the buildup of costs in property, plant, and equipment should have at 
least made the analyst suspicious that expenses were under-reported somewhere in the income 
statement. 

 Capitalizing costs is not the only possible way of understating expenses.  Exhibit 19  pro-
vides a summary of how to assess the quality of expense recognition, including some things to 
consider. 



Chapter 17 Evaluating Quality of Financial Reports 909

   EXHIBIT 19        Summary: Looking for Quality in Expense Recognition   

 Start with the basics  

  Th e fi rst step should be to fully understand the cost capitalization policies as stated in the 
most recent annual report. Without context for the costs stored on the balance sheet, ana-
lysts will not be able to comprehend practice exceptions they may encounter. Examples of 
policies that should be understood include the following:  
•    What costs are capitalized in inventory? How is obsolescence accounted for? Are there 

reserves established for obsolescence that might be artifi cially raised or lowered?  
•    What are the depreciation policies, including depreciable lives? How do they compare 

with competitors’ policies? Have they changed from prior years?       

 Trend analysis  

  Trend analysis, over time and in comparison with competitors, can lead to questions the 
analyst can ask managers, or it can simply evoke discomfort with overall earnings quality 
because of issues with expenses. Some relationships to examine include the following:  
•    Each quarter, non-current asset accounts should be examined for quarter-to-quarter and 

year-to-year changes to see whether there are any unusual increases in costs. If present, 
they might indicate that improper capitalization of costs has occurred.  

•    Profi t margins—gross and operating—are often observed by analysts in the examination 
of quarterly earnings. Th ey are not often related to changes in the balance sheet, but they 
should be. If unusual buildups of non-current assets have occurred and the profi t margins 
are improving or staying constant, it could mean that improper cost capitalization is tak-
ing place. Recall WorldCom and its improper capitalization of “line costs”: Profi tability 
was maintained by capitalizing costs that should have been expensed. Also, the overall 
industry environment should be considered: Are margins stable while balance sheet ac-
counts are growing and the industry is slumping?  

•    Turnover ratio for total assets; property, plant, and equipment; and other assets should be 
computed (with revenues divided by the asset classifi cation). Does a trend in the ratios 
indicate a slowing in turnover? Decreasing revenues might mean that the assets are used 
to make a product with declining demand and portend future asset write-downs. Steady 
or rising revenues and decreasing turnover might indicate improper cost capitalization.  

•    Compute the depreciation (or amortization) expense compared to the relevant asset base. 
Is it decreasing or increasing over time without a good reason? How does it compare with 
that of competitors?  

•    Compare the relationship of capital expenditures with gross property, plant, and equip-
ment over time. Is the proportion of capital expenditures relative to total property, plant, 
and equipment increasing signifi cantly over time? If so, it may indicate that the company 
is capitalizing costs more aggressively to prevent their recognition as current expenses.       

 Relationships  

  Does the company transact business with entities owned by senior offi  cers or shareholders? 
Th is is a particularly sensitive area if the manager/shareholder-owned entities are private. 
Dealings between a public company and the manager-owned entity might take place at 
prices that are unfavorable for the public company in order to transfer wealth from the 
public company to the manager-owned entity. Such inappropriate transfers of wealth can 

(continued)
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also occur through excessive compensation, direct loans, or guarantees. Th ese practices are 
often referred to as “tunneling” ( Johnson, LaPorta, Shleifer, and Lopez-de-Silanes 2000 ).  

  In some cases, sham dealings between the manager-owned entity and the public com-
pany might be falsely reported to improve reported profi ts of the public company and thus 
enrich the managers whose compensation is performance based. In a diff erent type of trans-
action, the manager-owned entity could transfer resources to the public company to ensure 
its economic viability and thus preserve the option to misappropriate or to participate in 
profi ts in the future. Th ese practices are often referred to as “propping” ( Friedman, Johnson, 
and Mitton 2003 ).    

  Assessing earnings quality should be an established practice for all analysts. Earnings qual-
ity should not automatically be accepted as “high quality” until accounting problems emerge 
and it is too late. Analysts should consider the quality of earnings before assigning value to 
the growth in earnings. In many cases, high reported earnings growth, which turned out to be 
fraudulent, preceded bankruptcy.     

 4.3.     Bankruptcy Prediction Models 

 Bankruptcy prediction models address more than just the quality of a company’s earnings and 
include aspects of cash fl ow and the balance sheet as well.  18    Various approaches have been used 
to quantify the likelihood that a company will default on its debt and/or declare bankruptcy.  

 4.3.1  .   Altman Model 
 A well-known and early model to assess the probability of bankruptcy is the Altman model 
( Altman 1968 ). Th e model is built on research that used ratio analysis to identify likely fail-
ures. An important contribution of the Altman model is that it provided a way to incorporate 
numerous fi nancial ratios into a single model to predict bankruptcy. Th e model overcame a 
limitation of viewing ratios independently (e.g., viewing a company with poor profi tability 
and/or solvency position as potentially bankrupt without considering the company’s strong 
liquidity position). 

 Using discriminant analysis, Altman developed a model to discriminate between two 
groups: bankrupt and non-bankrupt companies. Altman’s  Z -score is calculated as follows: 

  Z -score =  1.2 (Net working capital/Total assets) + 1.4 (Retained earnings/Total assets) 
+ 3.3 (EBIT/Total assets) + 0.6 (Market value of equity/Book value of liabilities) 
+ 1.0 (Sales/Total assets) 

 Th e ratios in the model refl ect liquidity, profi tability, leverage, and activity. Th e fi rst 
ratio—net working capital/total assets—is a measure of short-term liquidity risk. Th e second 
ratio—retained earnings/total assets—refl ects accumulated profi tability and relative age be-
cause retained earnings accumulate over time. Th e third ratio—EBIT (earnings before interest 

  18    Recall that the term “earnings quality” is used broadly to encompass the quality of earnings, cash fl ow, 
and/or balance sheet items. 

EXHIBIT 19 (Continued)
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and taxes)/total assets, which is a variant of return on assets (ROA)—measures profi tability. 
Th e fourth ratio—market value of equity/book value of liabilities—is a form of leverage ratio; 
it is expressed as equity/debt, so a higher number indicates greater solvency. Th e fi fth ratio—
sales/total assets—indicates the company’s ability to generate sales and is an activity ratio. 

 Note that Altman’s discriminant function shown in his original article (1968) was 

  Z -score = 0.012 X  1  + 0.014 X  2  + 0.033 X  3  + 0.006 X  4  + 0.999 X  5  

 with each of the  X  variables corresponding to the ratios just described.  Altman (2000)  explains 
that “due to the original computer format arrangement, variables  X  1  through  X  4  must be cal-
culated as absolute percentage values. For instance, the company whose net working capital to 
total assets ( X  1 ) is 10% should be included as 10.0% and not 0.10. Only variable  X  5  (sales 
to total assets) should be expressed in a diff erent manner: that is, a S/TA [sales/total assets] ratio 
of 200 percent should be included as 2.0” (p. 14). For this reason, the  Z -score model is often 
expressed as shown in the fi rst equation of this section. 

 Th e interpretation of the score is that a higher  Z -score is better. In Altman’s application of 
the model to a sample of manufacturing companies that had experienced losses, scores of less 
than 1.81 indicated a high probability of bankruptcy, scores greater than 3.00 indicated a low 
probability of bankruptcy, and scores between 1.81 and 3.00 were not clear indicators.   

 4.3.2.     Developments in Bankruptcy Prediction Models 
 Subsequent research addressed various shortcomings in the Altman prediction model. One 
shortcoming is the single-period, static nature of the Altman model; it uses only one set of 
fi nancial measures, taken at a single point in time.  Shumway (2001)  addressed this shortcom-
ing by using a hazard model, which incorporates all available years of data to calculate each 
company’s bankruptcy risk at each point in time. 

 Another shortcoming of the Altman model (and other accounting-based bankruptcy pre-
diction models) is that fi nancial statements measure past performance and incorporate the 
going-concern assumption. Th e reported values on a company’s balance sheet assume that 
the company is a going concern rather than one that might be failing. An alternative is to use 
market-based bankruptcy prediction models. For example, market-based prediction models 
building on Merton’s concept of equity as a call option on the company’s assets infer the default 
probability from the company’s equity value, amount of debt, equity returns, and equity vola-
tility ( Kealhofer 2003 ). Credit default swap data and corporate bond data can also be used to 
derive default probabilities. Other research indicates that the most eff ective bankruptcy predic-
tion models include both accounting-based data and market-based data as predictor variables. 
For example,  Bharath and Shumway (2008)  model default probability based on market value 
of equity, face value of debt, equity volatility, stock returns relative to market returns over the 
previous year, and the ratio of net income to total assets to identify companies likely to default.      

 5. CASH FLOW QUALITY 

 Cash fl ow statements are free of some of the discretion embedded in the fi nancial statements 
based on accrual accounting. As a result, analysts may place a great deal of importance and 
reliance on the cash fl ow statement. However, there are opportunities for management to aff ect 
the cash fl ow statement.  
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 5.1.     Indicators of Cash Flow Quality 

 Operating cash fl ow (OCF) is the cash fl ow component that is generally most important for 
assessing a company’s performance and valuing a company or its securities. Th erefore, discus-
sions of cash fl ow quality typically focus on OCF. 

 Similar to the term “earnings quality,” when reported cash fl ows are described as being of 
high quality, it means that the company’s underlying economic performance was good (i.e., 
value enhancing) and it also implies that the company had high reporting quality (i.e., that the 
information calculated and disclosed by the company was a reasonable refl ection of economic 
reality). Cash fl ow can be described as “low quality” either because the reported information 
correctly represents bad economic performance (poor results quality) or because the reported 
information misrepresents economic reality (poor reporting quality). 

 From an economic perspective, the corporate life cycle and industry profi le aff ect cash 
fl ow and must be considered when analyzing the statement of cash fl ows. For example, a start-
up company might be expected to have negative operating and investing cash fl ows, which 
would be funded from borrowing or from equity issuance (i.e., fi nancing cash fl ows). In con-
trast, an established company would typically have positive operating cash fl ow from which 
it would fund necessary investments and returns to providers of capital (i.e., dividends, share 
repurchases, or debt repayments—all of which are investing cash fl ows). 

 In general, for established companies, high-quality cash fl ow would typically have most or 
all of the following characteristics:  

•    Positive OCF  
•    OCF derived from sustainable sources  
•    OCF adequate to cover capital expenditures, dividends, and debt repayments  
•    OCF with relatively low volatility (relative to industry participants)   

 As always, high quality requires not only high results quality, as in the previous list, but 
also high reporting quality. Th e reported cash fl ows should be relevant and faithfully represent 
the economic reality of the company’s activities. For example, classifying a fi nancing infl ow as 
an operating infl ow would misrepresent the economic reality. 

 From the perspective of cash fl ow reporting quality, OCF is generally viewed as being less 
easily manipulated than operating or net income. Large diff erences between earnings and OCF 
or increases in such diff erences can be an indication of earnings manipulation. Th e statement 
of cash fl ows can be used to highlight areas of potential earnings manipulation. 

 Even though OCF is viewed as being less subject to manipulation than earnings, the 
importance of OCF may create incentives for managers to manipulate the amounts report-
ed. Th erefore, quality issues with cash fl ow reporting can exist. One issue that arises with 
regard to cash fl ow reporting quality is timing. For example, by selling receivables to a third 
party and/or by delaying paying its payables, a company can boost OCF. An increase in such 
activities would be refl ected as a decrease in the company’s days’ sales outstanding and an 
increase in the company’s days of payables. Th us, an analyst can potentially detect manage-
ment choices to decrease current assets or increase current liabilities, choices that will increase 
OCF, by looking at asset utilization (activity) ratios, changes in balance sheet accounts, and 
disclosures in notes to the fi nancial statements. Another issue that arises with regard to cash 
fl ow reporting quality is related to classifi cation of cash fl ows: Management may try to shift 
positive cash fl ow items from investing or fi nancing activities to operating activities to infl ate 
operating cash fl ows.   
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 5.2  .   Evaluating Cash Flow Quality 

 Because OCF is viewed as being less subject to manipulation than earnings, the statement 
of cash fl ows can be used to identify areas of potential earnings manipulation. Th e fi nancial 
fraud at Satyam Computer Services, an Indian information technology company, was de-
scribed earlier in this chapter. In that case, the use of a computer model based on accruals 
may have failed to detect the fraud. A  New York Times  article ( Kahn 2009 ) provides anecdo-
tal evidence: 

  In September, [an analyst] used a computer model to examine India’s 500 largest 
public companies for signs of accounting manipulation. He found that more than 
20 percent of them were potentially engaged in aggressive accounting, but Satyam 
was not on the list. Th is is because the automated screens that analysts . . . use to pick 
up signs of fraud begin by searching for large discrepancies between reported earnings 
and cash fl ow. In Satyam’s case, the cash seemed to keep pace with profi ts.  

 In other words, a computer model that screened for companies with operating cash fl ow per-
sistently lower than earnings would not have identifi ed Satyam as a potential problem because 
its reported operating cash fl ow was relatively close to reported profi ts. 

 It may be helpful to examine pertinent indicators using a more qualitative approach. 
 Exhibit 20  presents an excerpt from the statement of cash fl ows for Satyam for the quarter 
ended 30 June 2008.  

   EXHIBIT 20       Excerpt from Satyam’s IFRS Consolidated Interim Cash Flow Statement (All 
amounts $ millions except per share data and as otherwise stated.) 

 

Quarter 
ended 30 
June 2008 

(unaudited)

Quarter 
ended 30 
June 2007 

(unaudited)

Year ended 
31 March 

2008 
(audited)

 Profi t before income tax  143.1  107.1  474.3 

 Adjustments for 

Share-based payment expense 4.3 5.9 23.0

Financial costs 1.3 0.8 7.0

Finance income (16.2) (16.4) (67.4)

Depreciation and amortisation 11.5 9.3 40.3

(Gain)/loss on sale of premises and equipment 0.1 0.1 0.6

Changes in value of preference shares designated at 
fair value through profi t or loss 0.0 0.0 (1.6)

Gain/(loss) on foreign exchange forward and option 
contracts 53.0 (21.1) (7.4)

Share of (profi ts)/losses of joint ventures, net of taxes (0.1) 0.0 (0.1)

   197.0  85.7  468.7 

(continued)
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Quarter 
ended 30 
June 2008 

(unaudited)

Quarter 
ended 30 
June 2007 

(unaudited)

Year ended 
31 March 

2008 
(audited)

 Movements in working capital 

— Trade and other receivables (81.4) (64.9) (184.3)

— Unbilled revenue (23.5) (6.0) (39.9)

— Trade and other payables 34.1 2.2 48.8

— Unearned revenue 5.8 2.4 11.4

— Other liabilities (6.3) 30.3 61.2

— Retirement benefi t obligations 3.7 1.3 17.8

Cash generated from operations  129.4  51.0  383.7 

Income taxes paid –3.8 –9.8 –49.4

Net cash provided by operating activities  125.6  41.2  334.3 

  Source:  Based on information from Satyam’s Form 6-K, fi led 25 July 2008.  

EXHIBIT 20 (Continued)

   EXHIBIT 21       Excerpt from Conference Call regarding Quarterly Results of Satyam, 18 July 2008 

George Price, analyst 
at Stifel Nicolaus: 

One question which is on the cash fl ow statement. You had a—you had 
$53 million in unrealized gain on derivative fi nancial instruments in the 
quarter and it’s a line item that just, on quick check, I don’t think we’ve 
seen in past quarters. Can you comment on exactly what that is? … On the 
comparison periods, there were more modest losses. What drove that large 
benefi t? How should we think about timing of cash fl ow maybe over the 
next couple quarters? Any one-time issues like that?

Srinivas Vadlamani: I—can you repeat that, please?

George Price: Srinivas, there’s was a $53 million unrealized gain in the cash fl ow statement, 
and I’m just wondering if you could explain that in a little bit more detail…. 
Th e magnitude is a little surprising.

Srinivas Vadlamani: No, let me—let me check on that. I’ll get back to you.

 One item of note on this statement of cash fl ows is the $53 million non-cash item labeled 
“Gain/(loss) on foreign exchange forward and options contracts” (i.e., derivative instruments) 
in the quarter ended 30 June 2008. Th e item appears to be shown as a gain based on the labe-
ling; however, it would not be correct to add back a gain in this calculation of operating cash 
fl ow because it is already included in profi t before tax. When the company was asked about 
this item in the quarterly conference call with analysts, no answer was readily available. Instead, 
the company’s manager said that he would “get back to” the questioner. Th e fact that the com-
pany’s senior executives could not explain the reason for an item that represented almost 40% 
of the total pre-tax profi t for the quarter ($53/$143.1 = 37%) is clearly a signal of potential 
problems. Refer to  Exhibit 21  for an excerpt from the conference call.  



Chapter 17 Evaluating Quality of Financial Reports 915

 Another item of note on the statement of cash fl ows is the steady growth in receivables. 
Analysts examine a company’s ratios, such as days’ sales outstanding.  Exhibit 22  presents select-
ed annual data for Satyam. Th e large jump in days’ sales outstanding from 2006 to 2007 could 
cause concern. Furthermore, the management commentary in the company’s Form 20-F indi-
cated that “Net accounts receivable . . . increased . . . primarily as a result of an increase in our 
revenues and increase in collection period.” An increase in the collection period of receivables 
raises questions about the creditworthiness of the company’s customers, about the effi  ciency of 
the company’s collection eff orts, and about the quality of the revenue recognized. In addition, 
the allowance for doubtful debts consistently rises faster than sales.  

   EXHIBIT 22       Selected Annual Data on Accounts Receivable for Satyam, 2005–2008 

($ millions)  2008  2007  2006  2005 

Total revenue $2,138.1 $1,461.4 $1,096.3 $793.6
 % Change from previous year  46.3%  33.3%  38.1% 
 
Gross accounts receivable $539.1 $386.9 $238.1 $178.3
 % Change from previous year  39.3%  62.5%  33.5% 
 
Allowance for doubtful debts $31.0 $22.8 $19.1 $17.5
 % Change from previous year  36.0%  19.4%  9.1% 
 
 Gross receivables/revenue 25.21% 26.47% 21.72% 22.47%
 Change in receivables/revenue  –4.8%  21.9%  –3.3% 
 
Days’ sales outstanding 92.0 96.6 79.3 82.0
Accounts receivable turnover 4.0 3.8 4.6 4.5

  Source:  Based on data from Satyam’s 20-F fi lings.  

 A signal of problems related to cash, which would not have appeared on the statement of 
cash fl ows, was the purported use of the company’s cash. Satyam reported increasing amounts 
invested in current accounts. On a conference call excerpted in  Exhibit 23 , an analyst asked 
for a specifi c reason why such large amounts would be held in non-interest-bearing accounts. 
Instead of providing a reason, the company offi  cer instead stated that the amounts would be 
transferred to higher-earning accounts soon.  

   EXHIBIT 23       Excerpt from Conference Call regarding Quarterly Results for Satyam, 
17 October 2008  

Kawaljeet Saluja, 
analyst at Kotak 
Institutional Equities:

Hi, my questions are for Srinivas. Srinivas, any specifi c reason why you have 
$500m parked in current accounts which are not [gaining] any interest?

Srinivas Vadlamani: No, that is basically—as on the quarter ending, but there is a statement to 
that [inaudible] to the deposit accounts. We have [inaudible] deposits now.

(continued)
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Kawaljeet Saluja: But, Srinivas, if I look at the deposit accounts for the last four quarters, that 
number has remained absolutely fl at. And most of the incremental cash that 
is parked in current accounts and this is not something which is this quarter 
changed. Would you highlight some of the reasons for it?

Srinivas Vadlamani: No, basically, what will happen is these amounts will be basically in 
diff erent countries. And then we will be bringing them to India based on 
the need. So we will be—basically, some of them are in overnight deposits 
and all that. So, now we have placing them into normal current deposits. 
So, next quarter onwards, we will see that as part of the deposits.

EXHIBIT 23 (Continued)

 In Satyam CEO’s January 2009 letter of resignation, he confessed that “the Balance Sheet 
carries as of September 30, 2008 [i]nfl ated (non-existent) cash and bank balances of Rs. 5,040 
crore  19    (as against Rs. 5,361 crore refl ected in the books)….”  20    In other words, of the amount 
shown as cash on the company’s balance sheet, more than 90% was non-existent. It is suggest-
ed that some of the cash balances had existed but had been “siphoned off  to a web of compa-
nies controlled by Mr. Raju and his family.” ( Kahn 2009 ) 

 Overall, the Satyam example illustrates how the statement of cash fl ows can suggest po-
tential areas of misreporting. In Satyam’s case, two items that raised questions were a large 
non-cash gain on derivatives and an increase in days’ sales outstanding. Potential areas of mis-
reporting can then be investigated by reference to the company’s other fi nancial reports. Th e 
following example illustrates how the statement of cash fl ows can highlight earnings manipu-
lation and also illustrates how the cash fl ow information corresponds to information gleaned 
from analysis of the company’s earnings. 

  Example 8  covers the application of cash fl ow evaluation to determine quality of earnings.  

  19    Crore is used in India to denote 10,000,000. 
  20    From Mr. B. Ramalinga Raju’s resignation letter attached to Form 6-K that was fi led with the SEC on 
7 January 2009. 

 EXAMPLE 8    Sunbeam Statement of Cash Flows 

 As noted in the previous section, Sunbeam engaged in various improper accounting 
practices. Refer to the excerpt from Sunbeam’s statement of cash fl ows in  Exhibit 24  to 
answer the following questions:  

  1  .     One of the ways that Sunbeam misreported its fi nancial statements was improperly 
infl ating and subsequently reversing restructuring charges. How do these items ap-
pear on the statement of cash fl ows?  

  2  .     Another aspect of Sunbeam’s misreporting was improper revenue recognition. What 
items on the statement of cash fl ow would primarily be aff ected by that practice?   
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    EXHIBIT 24       Excerpt from Sunbeam’s Consolidated Statement of Cash Flows, 1995–1997 
($ thousands) 

Fiscal Years Ended 28 Dec. 1997 29 Dec. 1996
31 Dec. 

1995

 Operating Activities: 

Net earnings (loss) 109,415 (228,262) 50,511

Adjustments to reconcile 
net earnings (loss) to net 
cash provided by (used in) 
operating activities:

   Depreciation and amortization 38,577 47,429 44,174

    Restructuring, impairment, and 
other costs — 154,869 —

   Other non-cash special charges — 128,800 —

    Loss on sale of discontinued 
operations, net of taxes 13,713 32,430 —

   Deferred income taxes 57,783 (77,828) 25,146

Increase (decrease) in cash from 
changes in working capital:

   Receivables, net (84,576) (13,829) (4,499)

   Inventories (100,810) (11,651) (4,874)

   Account payable (1,585) 14,735 9,245

   Restructuring accrual (43,378) — —

    Prepaid expenses and other current 
assets and liabilities (9,004) 2,737 (8,821)

   Income taxes payable 52,844 (21,942) (18,452)

    Payment of other long-term and 
non-operating liabilities (14,682) (27,089) (21,719)

   Other, net (26,546) 13,764 10,805

Net cash provided by (used in) 
operating activities (8,249) 14,163 81,516

  Note:  Th e reason that an increase in sales is shown as a negative number on the statement of cash 
fl ows prepared using the indirect method is to reverse any sales reported in income for which cash 
has not yet been received.    

 Solution to 1:   Sunbeam’s statement of cash fl ows is prepared using the indirect meth-
od (i.e., the operating section shows a reconciliation between reported net income 
and operating cash fl ow). Th is reconciliation highlights that the amount of non-cash 
charges recorded in 1996 for restructuring, impairment, and other costs totaled about 
$284 million ($154.869 million + $128.8 million). In the following year, the reversal 
of the restructuring accrual was $43 million. By infl ating and subsequently reversing 
restructuring charges, the company’s income would misleadingly portray signifi cant im-
provements in performance following the arrival of its new CEO in mid-1996.   



918 International Financial Statement Analysis

 An issue that arises with regard to cash fl ow reporting quality is classifi cation shifting: 
shifting positive cash fl ow items from investing or fi nancing to infl ate operating cash fl ows. A 
shift in classifi cation does not change the total amount of cash fl ow, but it can aff ect investors’ 
evaluation of a company’s cash fl ows and investors’ expectations for future cash fl ows. 

 Flexibility in classifi cation exists within accounting standards. For example, IFRS permits 
companies to classify interest paid either as operating or as fi nancing. IFRS also permits compa-
nies to classify interest and dividends received as operating or as investing. In contrast, US GAAP 
requires that interest paid, interest received, and dividends received all be classifi ed as operating 
cash fl ows. Th us, an analyst comparing an IFRS-reporting company to a US GAAP-reporting 
company would want to ensure comparable classifi cation of interest and dividends and would 
adjust the reported amounts, if necessary. In addition, an analyst examining an IFRS-reporting 
company should be alert to any year-to-year changes in classifi cation of interest and dividends. 
For example, consider an IFRS-reporting company that changed its classifi cation of interest 
paid from operating to fi nancing. All else equal, the company’s operating cash fl ow would ap-
pear higher than the prior period even if no other activities occurred in the period. 

 As another example of the fl exibility permitted by accounting standards, cash fl ows from 
non-trading securities are classifi ed as investing cash fl ows, whereas cash fl ows from trading 
securities are typically classifi ed as operating cash fl ows. However, each company decides what 
constitutes trading and non-trading activities, depending on how it manages its securities 
holdings. Th is discretion creates an opportunity for managers to shift cash fl ows from one 
classifi cation to another. 

  Example 9  illustrates a shift of cash fl ows from investing to operating.  

  21    Example adapted from  Mulford and Comiskey (2005) . 

 EXAMPLE 9    Classifi cation of Cash Flows  

 Nautica Enterprises   21     
 An excerpt from the statement of cash fl ows from the fi scal 2000 annual report of 
Nautica Enterprises, an apparel manufacturer, is shown as  Exhibit 25 . An excerpt from 
the statement of cash fl ows from the company’s fi scal 2001 annual report is shown in 
 Exhibit 26 . Use these two excerpts to answer the questions below. 

 Solution to 2:   Th e items on the statement of cash fl ows that would primarily be aff ected 
by improper revenue recognition include net income, receivables, and inventories. Net 
income and receivables would be overstated. Th e statement of cash fl ows, in which an 
increase in receivables is shown as a negative number, highlights the continued growth 
of receivables. In addition, Sunbeam’s practice of recording sales that lacked economic 
substance—because the purchaser held the goods over the end of an accounting period 
but subsequently returned all the goods—is highlighted in the substantial increase in 
inventory in 1997.   

EXHIBIT 24 (Continued)
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    EXHIBIT 25       Excerpt from Nautica Enterprises’ Consolidated Statement of Cash Flow 
from Annual Report, fi led 27 May 2000 (amounts in thousands) 

  Year ended 
4 March 2000

 Cash fl ows from operating activities  

Net earnings $46,163

 Adjustments to reconcile net earnings to net cash provided by operating 
activities, net of assets and liabilities acquired 

 

Minority interest in net loss of consolidated subsidiary —

Deferred income taxes (1,035)

Depreciation and amortization 17,072

Provision for bad debts 1,424

 Changes in operating assets and liabilities 

Accounts receivable (6,562)

Inventories (3,667 )

Prepaid expenses and other current assets (20)

Other assets (2,686)

Accounts payable: trade (548)

Accrued expenses and other current liabilities 9,086

Income taxes payable 3,458

Net cash provided by operating activities 62,685

   

 Cash fl ows from investing activities  

Purchase of property, plant, and equipment (33,289)

Acquisitions, net of cash acquired —

Sale (purchase) of short-term investments 21,116

Payments to register trademark (277)

Net cash used in investing activities (12,450)

    EXHIBIT 26       Excerpt from Nautica Enterprises’ Consolidated Statements of Cash Flows 
from Annual Report, fi led 29 May 2001 (amounts in thousands) 

 
Year Ended 

3 March 2001  
Year Ended 

4 March 2000

 Cash fl ows from operating activities 

Net earnings 46,103 46,163

 Adjustments to reconcile net earnings to net 
cash provided by operating activities, net of 
assets and liabilities acquired 

Minority interest in net loss of consolidated 
subsidiary — —

(continued)
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Year Ended 

3 March 2001  
Year Ended 

4 March 2000

Deferred income taxes (2,478) (1,035)

Depreciation and amortization 22,968 17,072

Provision for bad debts 1,451 1,424

 Changes in operating assets and liabilities 

Short-term investments 28,445 21,116

Accounts receivable (17,935) (768)

Inventories (24,142) (3,667)

Prepaid expenses and other current assets (2,024) (20)

Other assets (36) (2,686)

Accounts payable: trade 14,833 (548)

Accrued expenses and other current liabilities 7,054 3,292

Income taxes payable 3,779 3,458

Net cash provided by operating activities 78,018 83,801

 

 Cash fl ows from investing activities 

Purchase of property, plant, and equipment (41,712) (33,289)

Acquisitions, net of cash acquired — —

Purchase of short-term investments — —

Payments to register trademark (199) (277)

Net cash used in investing activities (41,911) (33,566)

  1  .     What amount does Nautica report as operating cash fl ow for the year ended 4 March 
2000 in  Exhibit 25 ? What amount does Nautica report as operating cash fl ow for 
the same year in  Exhibit 26 ?  

  2  .      Exhibit 25  shows that the company had investing cash fl ows of $21,116 thousand 
from the sale of short-term investments for the year ended 4 March 2000. Where 
does this amount appear in  Exhibit 26 ?  

  3  .     As actually reported ( Exhibit 26 ), how did the company’s operating cash fl ow for 
fi scal year 2001 compare with that for 2000? If Nautica had not changed the clas-
sifi cation of its short-term investing activities, how would the company’s operating 
cash fl ows for fi scal year 2001 have compared with that for 2000?     

 Solution to 1:   In  Exhibit 25 , Nautica reports operating cash fl ow for the year ended 
4 March 2000 of $62,685 thousand. In  Exhibit 26 , Nautica reports operating cash fl ow 
for the same year of $83,801 thousand.   

 Solution to 2:   Th e $21,116 thousand (i.e., the diff erence between the amounts of oper-
ating cash fl ow reported in  Exhibits 25  and  26 ) that appears in  Exhibit 25  as investing 

EXHIBIT 26 (Continued)
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cash fl ows from the sale of short-term investments for the year ended 4 March 2000 has 
been reclassifi ed. In  Exhibit 26 , this amount appears under changes in operating assets 
and liabilities (i.e., as a component of operating cash fl ow).   

 Solution to 3:   As reported in  Exhibit 26 , the company’s cash fl ows declined by 7% 
from fi scal year 2000 to fi scal year 2001 (= 78,018/83,801 – 1 = –7%). If Nautica 
had not changed the classifi cation of its short-term investing activities, the company’s 
operating cash fl ows for fi scal year 2001 would have been $49,573 thousand (=78,018 – 
28,445), and would have shown a decline of 21% from fi scal year 2000 to fi scal year 
2001 (= 49,573/62,685 – 1 = –21%).   

 An analyst could have identifi ed Nautica’s classifi cation shift by comparing the statement 
of cash fl ows for 2000 in the fi scal year 2000 annual report with the statement in the fi scal year 
2001 annual report. In general, comparisons of period-to-period reports issued by a company 
can be useful in assessing fi nancial reporting quality. If a company restates prior years’ fi nancial 
statements (because of an error), recasts prior years’ fi nancial statements (because of a change 
in accounting policy), omits some information that was previously voluntarily disclosed, or 
adds some item, such as a new risk disclosure that was not previously disclosed, an analyst 
should aim to understand the reasons for the changes.     

 6. BALANCE SHEET QUALITY 

 With regard to the balance sheet, high fi nancial  reporting  quality is indicated by completeness, 
unbiased measurement, and clear presentation. High fi nancial  results  quality (i.e., a strong 
balance sheet) is indicated by an optimal amount of leverage, adequate liquidity, and economi-
cally successful asset allocation. Balance sheet strength is assessed using ratio analysis, including 
common-size fi nancial statements, which is covered by the fi nancial statement analysis chap-
ters. Th ere are no absolute values for ratio analysis that indicate adequate fi nancial strength; 
such analysis must be undertaken in the context of a fi rm’s earnings and cash fl ow outlook, 
coupled with an understanding of the environment in which the fi rm operates. In this section, 
the focus is on high fi nancial reporting quality. 

 An important aspect of fi nancial reporting quality for the balance sheet is  completeness . 
Signifi cant amounts of off -balance-sheet obligations could be a concern for an analyst because 
exclusion of these obligations could understate the company’s leverage. One common source 
of off -balance-sheet obligation is the use of operating leases (i.e., lease obligations that are not 
required to be shown on the balance sheet but are instead refl ected in the fi nancial statements 
only to the extent of the associated periodic rent expenses). Another type of off -balance-sheet 
obligation is purchase contracts, which may be structured as take-or-pay contracts. Analysts 
typically adjust reported fi nancial statement information by constructively capitalizing oper-
ating lease obligations and, where material, purchase obligations. Constructive capitalization 
means that the analyst estimates the amount of the obligation as the present value of future 
lease (or purchase obligation) payments and then adds the amount of the obligation to the 
company’s reported assets and liabilities. 
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 Th e use of unconsolidated joint ventures or equity-method investees may refl ect off -
balance-sheet liabilities. In addition, certain profi tability ratios (return on sales, also called 
“net profi t margin”) may be overstated because the parent company’s consolidated fi nancial 
statements include its share of the investee’s profi ts but not its share of the investee’s sales. If 
disclosures are adequate, an analyst can adjust the reported amounts to better refl ect the com-
bined amounts of sales, assets, and liabilities. A company operating with numerous or material 
unconsolidated subsidiaries for which ownership levels approach 50% could be a warning sign 
of accounting issues. Understanding why a company structures its operations in such a man-
ner—industry practice or need for strategic alliances in certain businesses or geographies—can 
allay concerns. 

 Another important aspect of fi nancial reporting quality for the balance sheet is  unbi-
ased measurement . Unbiased measurement is particularly important for assets and liabilities for 
which valuation is subjective. Th e following list presents several examples:  

•    As previously discussed, understatement of impairment charges for inventory; plant, prop-
erty, and equipment; or other assets not only results in overstated profi ts on the income 
statement but also results in overstatement of the assets on the balance sheet. A company 
with substantial amounts of reported goodwill but with a market value of equity less than 
the book value of shareholders’ equity may indicate that appropriate goodwill impairments 
have not been taken.  

•    Similarly, understatement of valuation allowance for deferred tax assets would understate tax 
expenses and overstate the value of the assets on the balance sheet. (Overstatement would 
have the opposite eff ect.) Signifi cant, unexplainable variations in the valuation account can 
signal biased measurement.  

•    A company’s investments in the debt or equity securities of another company would ideally 
be based on observable market data. For some investments, no observable market data exist 
and the valuation must be based solely on management estimates. Th e balance sheet of a 
company with a substantial portion of its assets valued using non-observable inputs likely 
warrants closer scrutiny.  

•    A company’s pension liabilities require various estimates, such as the discount rate at which 
future obligations are present valued. If pension obligations exist, the level and changes for 
the discount rate should be examined.   

  Example 10  shows a company with overstated goodwill.  

 EXAMPLE 10    Goodwill  

 Sealed Air Corporation 
 In August 2012, a  Wall Street Journal  article listed six companies that were carrying more 
goodwill on their balance sheets than the companies’ market values ( Th urm 2012 ). At 
the top of the list was Sealed Air Corporation (NYSE: SEE), a company operating in the 
packaging and containers industry.  Exhibit 27  presents an excerpt from the company’s 
income statement for the following year, and  Exhibit 28  presents an excerpt from the 
company’s balance sheet. 
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    EXHIBIT 27       Sealed Air Corporation and Subsidiaries Consolidated Statements of 
Operations ($ millions, except per share amounts) 

Year ended 31 December  2012  2011  2010 

Net sales $7,648.1 $5,550.9 $4,490.1

Cost of sales 5,103.8 3,950.6 3,237.3

Gross profi t 2,544.3 1,600.3 1,252.8

Marketing, administrative, and development expenses 1,785.2 1,014.4 699.0

Amortization expense of intangible assets acquired 134.0 39.5 11.2

Impairment of goodwill and other intangible assets 1,892.3 — —

Costs related to the acquisition and integration of 
Diversey 7.4 64.8 —

Restructuring and other charges 142.5 52.2 7.6

Operating (loss) profi t (1,417.1) 429.4 535.0

Interest expense (384.7) (216.6) (161.6)

Loss on debt redemption (36.9) — (38.5)

Impairment of equity method investment (23.5) — —

Foreign currency exchange (losses) gains related to 
Venezuelan subsidiaries (0.4) (0.3) 5.5

Net gains on sale (other-than-temporary impairment) of 
available-for-sale securities — — 5.9

Other expense, net (9.4) (14.5) (2.9)

(Loss) earnings from continuing operations before 
income tax provision (1,872.0) 198.0 343.4

Income tax (benefi t) provision (261.9) 59.5 87.5

Net (loss) earnings from continuing operations (1,610.1) 138.5 255.9

Net earnings from discontinued operations 20.9 10.6 —

Net gain on sale of discontinued operations 178.9 — —

Net (loss) earnings available to common stockholders $(1,410.3) $149.1 $255.9

    EXHIBIT 28       Excerpt from Sealed Air Corporation and Subsidiaries Consolidated Balance 
Sheets ($ millions, except share data) 

Year Ended 31 December  2012  2011 

 ASSETS 

Current assets

 Cash and cash equivalents $679.6 $703.6

  Receivables, net of allowance for doubtful accounts of $25.9 in 2012 
and $16.2 in 2011 1,326.0 1,314.2

 Inventories 736.4 777.5

 Deferred tax assets 393.0 156.2

 Assets held for sale — 279.0

(continued)
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Year Ended 31 December  2012  2011 

 ASSETS 

 Prepaid expenses and other current assets 87.4 119.7

  Total current assets $3,222.4 $3,350.2

Property and equipment, net $1,212.8 $1,269.2

Goodwill 3,191.4 4,209.6

Intangible assets, net 1,139.7 2,035.7

Non-current deferred tax assets 255.8 112.3

Other assets, net 415.1 455.0

Total assets $9,437.2 $11,432.0

  1  .     SEE’s fi nancial statements indicate that the number of common shares issued and 
outstanding in 2011 was 192,062,185. Th e price per share of SEE’s common stock 
was around $18 per share in December 2011 and around $14 in August 2012; the 
 Wall Street Journal  article ( Th urm 2012 ) was written in 2012. What was the compa-
ny’s market value?  

  2  .     How did the amount of goodwill as of 31 December 2011 compare with the com-
pany’s market value?  

  3  .     Why did the  Wall Street Journal  article state that goodwill in excess of the company’s 
market value is “a potential clue to future write-off s”?  

  4  .     Based on the information in  Exhibit 28 , does the  Wall Street Journal  article state-
ment appear to be correct?     

 Solution to 1:   SEE’s market cap was about $3,457 million (= 192,062,185 shares × $18 
per share) in December 2011 and around $2,689 million (= 192,062,185 shares × $14 
per share) when the  Wall Street Journal  article was written in August 2012.   

 Solution to 2:   Th e amount of goodwill on SEE’s balance sheet as of 31 December 2011 
was $4,209.6 million. Th e amount of goodwill exceeded the company’s market value. 
(Also note that goodwill and other intangible assets represented about 55% of SEE’s 
total assets as of 31 December 2011.)   

 Solution to 3:   If the market capitalization exactly equaled the reported amount of good-
will, the value implicitly assigned to all the company’s other assets would equal zero. In 
this case, because the market capitalization is less than the reported amount of goodwill, 
the value implicitly attributed to all the company’s other assets is less than zero. Th is 
suggests that the amount of goodwill on the balance sheet is overvalued, so a future 
write-off  is likely.   

 Solution to 4:   Yes, based on the information in  Exhibit 28 , the  Wall Street Journal  
article statement appears correct. In the fi scal year ending 31 December 2012 af-
ter the article, SEE recorded impairment of goodwill and other intangible assets of 
$1,892.3 million.   

EXHIBIT 28 (Continued)
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 Finally,  clear presentation  is also important for fi nancial reporting quality for the bal-
ance sheet. Although accounting standards specify many aspects of what appears on the 
balance sheet, companies have discretion, for example, in determining which line items 
should be shown separately and which should be aggregated into a single total. For items 
shown as a single total, an analyst can usually consult the notes for information about the 
components. For example, in consulting the inventory note, an analyst may learn that inven-
tory is carried on a last-in, fi rst-out basis and that, consequently, in an infl ationary environ-
ment, the inventory is carried on the balance sheet at a cost that is signifi cantly lower than 
its current cost. Th is information would provide the analyst with comfort that the inventory 
is unlikely to be overstated.    

 7. SOURCES OF INFORMATION ABOUT RISK 

 A company’s fi nancial statements can provide useful indicators of fi nancial, operating, or other 
risk. For example, high leverage ratios (or, similarly, low coverage ratios) derived from fi nancial 
statement data can signal fi nancial risk. As described in a previous section, analytical models 
that incorporate various fi nancial data can signal bankruptcy risk, and others can predict re-
porting risks (i.e., the risk of a company misreporting). Operating risks can be indicated by 
fi nancial data, such as highly variable operating cash fl ows or negative trends in profi t mar-
gins. Additional information about risk can be obtained from sources other than the fi nancial 
statements. 

 An audit opinion(s) covering fi nancial statements (and internal controls over fi nancial 
reporting, where required) can provide some information about reporting risk. However, the 
content of an audit opinion is unlikely to be a timely source of information about risk. A re-
lated item that is potentially a signal of problems (and thus potentially represents information 
about risk) is a discretionary change in auditor. For example, Allou Health & Beauty Care, 
discussed in  Example 7 , had a diff erent auditor for 2000, 2001, and 2002. 

 The notes are an integral part of the financial statements. They typically contain 
information that is useful in understanding a company’s risk. Beyond the information 
about risk that can be derived from a company’s financial statements and notes, various 
other disclosures can provide information about financial, operating, reporting, or other 
risks. An important source of information is the management commentary, which pro-
vides management’s assessment of the important risks faced by the company. Although 
risk-related disclosures in the management commentary sometimes overlap with disclo-
sures contained in the financial statement notes or elsewhere in regulatory filings, the 
commentary should reveal the management perspective, and its content often differs from 
the note disclosures. 

 Other required disclosures that are specifi c to an event, such as capital raising, non-time-
ly fi ling of fi nancial reports, management changes, or mergers and acquisitions, can provide 
important information relevant to assessing risk. Finally, the fi nancial press, including online 
media, if used judiciously, can be a useful source of information about risk.  

 7.1.     Limited Usefulness of Auditor’s Opinion as a Source of Information about Risk 

 An auditor’s opinion is unlikely to be an analyst’s fi rst source of information about a compa-
ny’s risk. For fi nancial statements, a clean audit opinion states that the fi nancial statements 
present the information fairly and in conformity with the relevant accounting principles. For 



926 International Financial Statement Analysis

internal controls, a clean audit opinion states that the company maintained eff ective internal 
controls over fi nancial reporting. A negative or going-concern audit opinion on fi nancial 
statements or a report indicating an internal control weakness would clearly be a warning 
sign for an analyst. However, an audit opinion relates to historical information and would, 
therefore, typically not provide information on a timely enough basis to be a useful source of 
information about risk. 

 For example, Eastman Kodak Company fi led for bankruptcy on 19 January 2012. 
Th e audit opinion for fi scal 2011 (dated 28 February 2012) is shown in  Exhibit 29 . Th e 
opinion is identical to the company’s audit opinion for the prior fi scal year except for two 
diff erences: (1) the years have been updated, and (2) the paragraph highlighted in bold has 
been added. Th e added paragraph states that the fi nancial statements were prepared un-
der the “going-concern” assumption; the company has subsequently declared bankruptcy, 
which raises doubt about the company’s ability to continue as a going concern; and the 
fi nancial statements have not been adjusted to refl ect the bankruptcy. An analyst would 
have learned about Eastman Kodak’s bankruptcy on 19 January, so the audit opinion is 
not useful as a source of that information. In addition, the audit opinion addresses fi nan-
cial statements that had not been adjusted to refl ect the bankruptcy, which would limit 
usefulness to an analyst.  

   EXHIBIT 29       Post-Bankruptcy Audit Opinion for Eastman Kodak   

 Report of Independent Registered Public Accounting Firm 

 To the Board of Directors and Shareholders of Eastman Kodak Company: 
 In our opinion, the consolidated fi nancial statements listed in the index appearing under 

Item 15(a)(1) present fairly, in all material respects, the fi nancial position of Eastman Kodak 
Company and its subsidiaries at December 31, 2011 and 2010, and the results of their opera-
tions and their cash fl ows for each of the three years in the period ended December 31, 2011 in 
conformity with accounting principles generally accepted in the United States of America. In 
addition, in our opinion, the fi nancial statement schedule listed in the index appearing under 
Item 15(a)(2) presents fairly, in all material respects, the information set forth therein when 
read in conjunction with the related consolidated fi nancial statements. Also in our opinion, 
the Company maintained, in all material respects, eff ective internal control over fi nancial re-
porting as of December 31, 2011, based on criteria established in  Internal Control - Integrated 
Framework  issued by the Committee of Sponsoring Organizations of the Treadway Commis-
sion (COSO). Th e Company’s management is responsible for these fi nancial statements and 
fi nancial statement schedule, for maintaining eff ective internal control over fi nancial reporting 
and for its assessment of the eff ectiveness of internal control over fi nancial reporting, included 
in Management’s Report on Internal Control over Financial Reporting appearing under Item 
9A. Our responsibility is to express opinions on these fi nancial statements, on the fi nancial 
statement schedule, and on the Company’s internal control over fi nancial reporting based 
on our integrated audits. We conducted our audits in accordance with the standards of the 
Public Company Accounting Oversight Board (United States). Th ose standards require that 
we plan and perform the audits to obtain reasonable assurance about whether the fi nancial 
statements are free of material misstatement and whether eff ective internal control over fi nan-
cial reporting was maintained in all material respects. Our audits of the fi nancial statements 
included examining, on a test basis, evidence supporting the amounts and disclosures in the 
fi nancial statements, assessing the accounting principles used and signifi cant estimates made 
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by management, and evaluating the overall fi nancial statement presentation. Our audit of 
internal control over fi nancial reporting included obtaining an understanding of internal con-
trol over fi nancial reporting, assessing the risk that a material weakness exists, and testing and 
evaluating the design and operating eff ectiveness of internal control based on the assessed risk. 
Our audits also included performing such other procedures as we considered necessary in the 
circumstances. We believe that our audits provide a reasonable basis for our opinions. 

  Th e accompanying fi nancial statements have been prepared assuming that the Com-
pany will continue as a going concern. As more fully discussed in Note 1 to the fi nancial 
statements, on January 19, 2012, the Company and its US subsidiaries fi led voluntary 
petitions for relief under chapter 11 of the United States Bankruptcy Code. Uncertainties 
inherent in the bankruptcy process raise substantial doubt about the Company’s ability 
to continue as a going concern. Management’s plans in regard to these matters are also de-
scribed in Note 1. Th e accompanying fi nancial statements do not include any adjustments 
that might result from the outcome of this uncertainty.  

 A company’s internal control over fi nancial reporting is a process designed to provide 
reasonable assurance regarding the reliability of fi nancial reporting and the preparation of 
fi nancial statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over fi nancial reporting includes those policies and 
procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately 
and fairly refl ect the transactions and dispositions of the assets of the company; (ii) provide 
reasonable assurance that transactions are recorded as necessary to permit preparation of fi nan-
cial statements in accordance with generally accepted accounting principles, and that receipts 
and expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and (iii) provide reasonable assurance regarding 
prevention or timely detection of unauthorized acquisition, use, or disposition of the compa-
ny’s assets that could have a material eff ect on the fi nancial statements. 

 Because of its inherent limitations, internal control over fi nancial reporting may not pre-
vent or detect misstatements. Also, projections of any evaluation of eff ectiveness to future 
periods are subject to the risk that controls may become inadequate because of changes in 
conditions, or that the degree of compliance with the policies or procedures may deteriorate. 
   
 /s/ PricewaterhouseCoopers LLP 
   
 PricewaterhouseCoopers LLP 
 Rochester, New York 
 February 28, 2012 

   Note:  Bold-face type is added for emphasis.   

 In the case of Kodak, an analyst would not have obtained very useful information about 
risk from the auditor’s report. Other sources of information—fi nancial and market data—
would have provided clear and timely indications of the company’s fi nancial diffi  culty. 

 Groupon provides another example of the timing of availability of information about risk 
in external auditors’ reports.  Exhibit 30  presents a timeline of events related to the company’s 
material weakness in internal controls. Note that no negative external auditor opinion appeared 
before or during the time frame in which the weakness existed. No external opinion was required 
for the fi rst annual fi ling, and the weakness had been remedied by the second annual fi ling.  

EXHIBIT 29 (Continued)
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 In the case of Groupon, an analyst would not have obtained any useful information from 
the auditor’s report. Other data would have given more useful indicators of the company’s re-
porting diffi  culties. For example, the company was required to change its revenue recognition 
policy and to restate the amount of revenue reported in its IPO fi ling—clearly a sign of report-
ing diffi  culties. Another item of information providing a signal of likely reporting diffi  culties 
was the company’s extensive number of acquisitions and explosive growth. Groupon’s reported 
revenues for 2009 were more than 300 times the amount of 2008 reported revenues, and 2010 
reported revenues were 23 times larger than 2009 revenues. As described in an August 2011 
accounting blog ( Catanach and Ketz 2011 ): 

  It is absolutely ludicrous to think that Groupon is anywhere close to having an eff ec-
tive set of internal controls over fi nancial reporting having done 17 acquisitions in a 
little over a year. When a company expands to 45 countries, grows merchants from 
212 to 78,466, and expands its employee base from 37 to 9,625 in only two years, 
there is little doubt that internal controls are not working somewhere.  

 Th e growth data, particularly coupled with disclosures in the IPO fi ling about manage-
ment inexperience, are a warning sign of potential reporting risks. Th ese reporting risks were 
observable many months before the company disclosed its internal control weakness, and the 
control weaknesses did not appear in an audit opinion. 

 Although the content of an audit opinion is unlikely to provide timely information about 
risk, a change in the auditor—and especially multiple changes in the auditor—can signal pos-
sible reporting problems. For example, one of the largest feeder funds for Bernie Madoff  (the 
perpetrator of a multi-billion-dollar Ponzi scheme) had three diff erent auditors for the three 
years from 2004 to 2006, a fact highlighted in testimony as a huge warning sign indicating 
“auditor shopping.”  22     Similarly, the use of an auditor whose capabilities seem inadequate for 
the complexity of the company can indicate risk. For example, the accounting/auditing fi rm 

   EXHIBIT 30       Material Weaknesses in Internal Controls at Groupon  

 November 2011: Th e company goes public (initial public off ering)

 March 2012: Th e company revises fi nancial results and discloses that management concluded 
there was a “material weakness” in internal controls over fi nancial reporting, as 
of 31 December. Shares fall 17%. (Because of an exemption for newly public 
companies, no external auditor opinion on the eff ectiveness of internal controls was 
required.)

 May 2012: In its fi rst-quarter fi ling, the company discloses that it is “taking steps” to correct 
the weaknesses but cannot provide assurance that internal controls will be 
considered eff ective by the end of the year.

 August 2012: Second-quarter fi ling includes a disclosure similar to that in fi rst-quarter fi ling.

 November 2012: Th ird-quarter fi ling includes a disclosure similar to that in fi rst-quarter fi ling.

 February 2013: Full-year fi ling indicates that the company “concluded that we have remediated the 
previously identifi ed material weakness as of December 31, 2012.” (As required for 
public companies, the fi ling includes Groupon’s fi rst external auditor opinion on 
the eff ectiveness of internal controls. Th e company received a clean opinion.)

  22    From the testimony of Harry Markopolos, CFA, given before the US House of Representatives Com-
mittee on Financial Services, 4 February 2009. 
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that audited Madoff ’s $50 billion operation consisted of three people (two principals and a sec-
retary). Th e small size of the auditing fi rm relative to the size of Madoff ’s operations should have 
caused serious concern for any potential investor. In general, it is important to understand the 
relationship between the auditor and the fi rm. Any questions about the auditor’s independence 
would be a cause for concern—for example, if the auditor and company management are par-
ticularly close or if the company represents a substantial portion of the auditing fi rm’s revenue.   

 7.2  .   Risk-Related Disclosures in the Notes 

 Th e notes, an integral part of the fi nancial statements, typically contain information that is 
useful in understanding a company’s risk. For example, both IFRS and US GAAP require spe-
cifi c disclosures about risks related to contingent obligations, pension and post-employment 
benefi ts, and fi nancial instrument risks. 

 Disclosures about contingent obligations include a description of the obligation, estimat-
ed amounts, timing of required payments, and related uncertainties.  23     Exhibit 31  shows ex-
cerpts from two of Royal Dutch Shell’s fi nancial statement notes disclosing information about 
provisions and contingencies. Th e year-to-year changes in management’s estimated costs for 
items such as future decommissioning and restoration could have implications for risk evalua-
tion. Th e disclosure also emphasizes the uncertain timing and amounts.  

  23    Contingent losses are recognized (i.e., reported on the fi nancial statements) when it is probable the 
loss will occur and the amount can be reasonably estimated. Contingencies are disclosed (but not 
recognized) when the occurrence of a loss is less than probable but greater than remote and/or the 
amount cannot be reliably estimated. Th e concepts are similar under IFRS and US GAAP despite 
diff erences in terminology. IFRS makes a distinction between “provisions,” which are recognized as 
liabilities because they meet the defi nition of a liability, and “contingent liabilities,” which are disclosed 
but not recognized. 

   EXHIBIT 31       Disclosures about Contingent Obligations, Excerpt from Royal Dutch Shell’s 
Note 19 and Note 25   

 19  .     Decommissioning and Other Provisions 

Current Non-Current Total

 
31 Dec 
2012

31 Dec 
2011

31 Dec 
2012

31 Dec 
2011

31 Dec 
2012

31 Dec 
2011

Decommissioning and 
restoration 1,356 894 14,715 13,072 16,071 13,966

Environmental 366 357 1,032 1,078 1,398 1,435

Redundancy 228 406 275 297 503 703

Litigation 390 256 307 330 697 586

Other 881 1,195 1,106 854 1,987 2,049

Total 3,221 3,108 17,435 15,631 20,656 18,739

 Th e timing and amounts settled in respect of these provisions are uncertain and dependent 
on various factors that are not always within management’s control. Additional provisions are 
stated net of reversals of provisions recognized in previous periods. 

(continued )
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 Of the decommissioning and restoration provision at December 31, 2012, an estimated 
$4,666 million is expected to be utilised within one to fi ve years, $3,483 million within six to 
ten years, and the remainder in later periods. 

 Reviews of estimated decommissioning and restoration costs are carried out annually, 
which in 2012 resulted in an increase of $1,586 million . . .    

 25  .     Legal Proceedings and Other Contingencies  

 Groundwater contamination 
 Shell Oil Company (including subsidiaries and affi  liates, referred to collectively as SOC), along 
with numerous other defendants, has been sued by public and quasi-public water purveyors, 
as well as governmental entities. Th e plaintiff s allege responsibility for groundwater contami-
nation caused by releases of gasoline containing oxygenate additives. Most of these suits assert 
various theories of liability, including product liability, and seek to recover actual damages, 
including clean-up costs. Some assert claims for punitive damages. Fewer than 10 of these cases 
remain. On the basis of court rulings in SOC’s favour in certain cases claiming damages from 
threats of contamination, the claims asserted in remaining matters, and Shell’s track record 
with regard to amounts paid to resolve varying claims, the management of Shell currently 
does not believe that the outcome of the remaining oxygenate-related litigation pending, as at 
December 31, 2012, will have a material impact on Shell.   

 Nigerian claims 
 Shell subsidiaries and associates operating in Nigeria are parties to various environmental and 
contractual disputes. Th ese disputes are at diff erent stages in litigation, including at the appel-
late stage, where judgments have been rendered against Shell. If taken at face value, the aggre-
gate amount of these judgments could be seen as material. Th e management of Shell, however, 
believes that these matters will ultimately be resolved in a manner favourable to Shell. While 
no assurance can be provided as to the ultimate outcome of any litigation, these matters are not 
expected to have a material eff ect on Shell.   

 Other 
 In the ordinary course of business, Shell subsidiaries are subject to a number of other loss 
contingencies arising from litigation and claims brought by governmental and private parties. 
Th e operations and earnings of Shell subsidiaries continue, from time to time, to be aff ected 
to varying degrees by political, legislative, fi scal and regulatory developments, including those 
relating to the protection of the environment and indigenous groups, in the countries in which 
they operate. Th e industries in which Shell subsidiaries are engaged are also subject to physical 
risks of various types. Th e nature and frequency of these developments and events, as well as 
their eff ect on future operations and earnings, are unpredictable.   

 Disclosures about pensions and post-employment benefi ts include information relevant 
to actuarial risks that could result in actual benefi ts diff ering from the reported obligations 
based on estimated benefi ts or investment risks that could result in actual assets diff ering from 
reported amounts based on estimates. 

 Disclosures about fi nancial instruments include information about risks, such as credit 
risk, liquidity risk, and market risks that arise from the company’s fi nancial instruments, and 
how they have been managed.    

EXHIBIT 31 (Continued)
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 EXAMPLE 11    Use of Disclosures 

 Use the excerpts from Royal Dutch Shell’s note disclosing information about fi nancial 
instruments in  Exhibit 32  to answer the following questions:  

  1  .     Does Shell appear to take a centralized or decentralized approach to managing inter-
est rate risk?  

  2  .     For the year ended 31 December 2012, Shell reported pre-tax income of $50,289 
million. How signifi cant is Shell’s exposure to a 1% increase in interest rates?  

  3  .     For the year ended 31 December 2012, what would be the impact on Shell’s pre-tax 
income of a 10% appreciation of the Australian dollar against the US dollar?   

    EXHIBIT 32       Disclosures about Financial Instruments, Excerpt from Royal Dutch Shell’s 
Note 21   

   21 Financial Instruments and Other Derivative Contracts  
  A – Risks   

  In the normal course of business, fi nancial instruments of various kinds are used for the 
purposes of managing exposure to interest rate, currency and commodity price move-
ments. 

 . . . .    
   Interest rate risk   

  Most debt is raised from central borrowing programmes. Interest rate swaps and cur-
rency swaps have been entered into to eff ectively convert most centrally issued debt to 
fl oating rate linked to dollar Libor (London Inter-Bank Off er Rate), refl ecting Shell’s 
policy to have debt principally denominated in dollars and to maintain a largely fl oat-
ing interest rate exposure profi le. Consequently, Shell is exposed predominantly to dollar 
Libor interest rate movements. Th e fi nancing of most subsidiaries is also structured on 
a fl oating-rate basis and, except in special cases, further interest rate risk management 
is discouraged. 

 On the basis of the fl oating rate net debt position at December 31, 2012, and as-
suming other factors (principally foreign exchange rates and commodity prices) re-
mained constant and that no further interest rate management action were taken, an 
increase in interest rates of 1% would decrease pre-tax income by $27 million (2011: 
$146 million).    

   Foreign exchange risk   
  Many of the markets in which Shell operates are priced, directly or indirectly, in dol-
lars. As a result, the functional currency of most Upstream companies and those with 
signifi cant cross-border business is the dollar. For Downstream companies, the local 
currency is typically the functional currency. Consequently, Shell is exposed to varying 
levels of foreign exchange risk when it enters into transactions that are not denominated 
in the companies’ functional currencies, when foreign currency monetary assets and 
liabilities are translated at the reporting date and as a result of holding net investments 
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in operations that are not dollar-functional. Th e main currencies to which Shell is ex-
posed are sterling, the Canadian dollar, euro and Australian dollar. Each company has 
treasury policies in place that are designed to measure and manage its foreign exchange 
exposures by reference to its functional currency. 

 Exchange rate gains and losses arise in the normal course of business from the recog-
nition of receivables and payables and other monetary items in currencies other than 
individual companies’ functional currency. Currency exchange risk may also arise in 
connection with capital expenditure. For major projects, an assessment is made at the 
fi nal investment decision stage whether to hedge any resulting exposure.

  Hedging of net investments in foreign operations or of income that arises in foreign 
operations that are non-dollar functional is not undertaken. 

 Assuming other factors (principally interest rates and commodity prices) remained con-
stant and that no further foreign exchange risk management action were taken, a 10% 
appreciation against the dollar at December 31 of the main currencies to which Shell 
is exposed would have the following pre-tax eff ects:

  Increase (decrease) 
in Income

Increase in Net 
Assets

 $ millions   2012 2011 2012 2011

10% appreciation against the dollar of:

Sterling (185) (58) 1,214 1,042

Canadian dollar 131 (360) 1,384 1,364

Euro 30 458 1,883 1,768

Australian dollar 246 153 142 120

    Th e above sensitivity information is calculated by reference to carrying amounts 
of assets and liabilities at December 31 only. Th e pre-tax eff ect on income arises 
in connection with monetary balances denominated in currencies other than the 
relevant entity’s functional currency; the pre-tax eff ect on net assets arises prin-
cipally from the translation of assets and liabilities of entities that are not dol-
lar-functional.       

 Solution to 1:   Shell appears to take a centralized approach to managing interest rate 
risk based on its statements that most debt is raised centrally and that interest rate 
swaps and currency swaps have been used to convert most interest rate exposure 
to dollar Libor. In addition, Shell states that apart from structuring subsidiary fi -
nancing on a fl oating-rate basis, it discourages subsidiary’s further interest rate risk 
management.   

 Solution to 2:   For the year ended 31 December 2012, Shell’s exposure to a 1% increase 
in interest rates is relatively insignifi cant. An increase in interest rates of 1% would de-
crease pre-tax income by $27 million, which is less than 0.1% of Shell’s 2012 reported 
pre-tax income of $50,289 million.   
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 7.3.     Management Commentary (Management Discussion and Analysis, or MD&A) 

 Th e IFRS Practice Statement,  Management Commentary , issued in December 2010, is a 
non-binding framework for commentary related to fi nancial statements prepared in accord-
ance with IFRS. One purpose of the commentary is to help users of the fi nancial reports in 
understanding the company’s risk exposures, approach to managing risks, and eff ectiveness of 
risk management. Th e practice statement includes fi ve elements that should be contained in 
the commentary: (1) nature of the business; (2) objectives and strategies; (3) resources, risks, 
and relationships; (4) results and prospects; and (5) performance measures and indicators. Th e 
section on risks can be particularly useful ( IFRS 2010 ). 

  Management should disclose its principal strategic, commercial, operational, and 
fi nancial risks, which are those that may signifi cantly aff ect the entity’s strategies and 
progress of the entity’s value. Th e description of the principal risks facing the entity 
should cover both exposures to negative consequences and potential opportunities…. 
Th e principal risks and uncertainties can constitute either a signifi cant external or 
internal risk to the entity. (p. 13)  

 Public US companies are required to include an MD&A as Item 7 of Form 10-K. Th e 
MD&A disclosures include information about (1) liquidity, (2) capital resources, (3) results of 
operations, (4) off -balance-sheet arrangements, and (5) contractual arrangements. Information 
about off -balance-sheet arrangements and contractual arrangements can enable an analyst to 
anticipate future impact on cash fl ow. Companies are required to present quantitative and 
qualitative information about the company’s exposure to market risks as Item 7A of the 10-K. 
Th is disclosure should enable analysts to understand the impact of fl uctuations in interest 
rates, foreign exchange, and commodity prices.  24    

 Th e IFRS Practice Statement states specifi cally that companies should present only the 
principal risks and not list all possible risks and uncertainties. Similarly, the SEC Division 
of Corporation Finance’s internal reference document,  Financial Reporting Manual , states, 
“MD&A should not consist of generic or boilerplate disclosure. Rather, it should refl ect the 
facts and circumstances specifi c to each individual registrant” (p. 296). In practice, disclosures 
do not always refl ect the intent. One challenge faced by analysts is identifying important risks 
and distinguishing between risks that are generic and thus relevant to all companies and risks 
that are more specifi c to an individual company. 

 Solution to 3:   Th e impact on Shell’s pre-tax income of a 10% appreciation of the 
Australian dollar against the US dollar would be an increase of $246 million, which is 
about 0.5% of Shell’s 2012 reported pre-tax income of $50,289 million. 

 Th ese disclosures, along with expectations about future market conditions, can help 
an analyst assess whether the company’s exposures to interest rate risk and foreign ex-
change risks pose a signifi cant threat to the company’s future performance.   

  24    Although not part of the MD&A, disclosures about risk factors relevant to the company’s securities are 
also required as Item 1A of Form 10-K. 
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 Th is challenge is illustrated by an excerpt from the “Key Risks and Uncertainties” sec-
tion of Autonomy Corporation’s 2010 Annual Report, its last annual report before it was 
acquired by Hewlett-Packard Company (HP) for $11.1 billion in 2011.  25     As shown in 
 Exhibit 33 , Autonomy’s risk disclosures contain many items that are arguably generic, such 
as the inability to maintain the competitive value of its technology, loss of key executives, 
and continued unfavorable economic conditions. Th ese types of risks would be faced by any 
technology company. Th is signifi cant amount of generic commentary (two pages) could 
potentially distract a reader whose aim was to identify the specifi c and important risks faced 
by the company.    

  25    HP subsequently took a multi-billion-dollar write-down on its investment, which it attributed to mis-
reporting by Autonomy Corporation, stating that “the majority of this impairment charge is linked 
to serious accounting improprieties, disclosure failures and outright misrepresentations at Autonomy 
Corporation plc that occurred prior to HP’s acquisition of Autonomy and the associated impact of 
those improprieties, failures and misrepresentations on the expected future fi nancial performance of the 
Autonomy business over the long-term” (HP earnings announcement, 20 November 2012). Of course, 
HP’s due diligence prior to purchasing the company would have gone far beyond the published fi nancial 
reports; HP would have had access to all of the company’s internal reporting as well. 

   EXHIBIT 33       Autonomy Corporation, Key Risks and Uncertainties 

 Risk  Description  Impact/Sensitivity  Mitigation/Comment 

Technology Business depends on 
our core technology, 
and our strategy 
concentrates on 
developing and 
marketing software 
based on our 
proprietary technology.

Since substantially all of 
revenues derive from licensing 
our core technology, if unable 
to maintain and enhance the 
competitive value of our core 
technology, our business will 
be adversely aff ected.

Continue to invest 
heavily in research and 
development to maintain 
competitive advantage. 
Monitor market to 
maintain competitiveness. 
Apply core technology to 
new and additional vertical 
market applications.

Competition Technology which 
signifi cantly competes 
with our technology.

Could render our products 
out of date and could result in 
rapid loss of market share.

Invest heavily in new 
product development 
to ensure that we have 
products at various stages of 
the product life cycle.

Variability and 
visibility

Th ere may be 
fl uctuations in results 
due to quarterly 
reporting, and 
variability in results 
due to late-in-the-
quarter purchasing 
cycles common in the 
software industry.

Although quarter-to-quarter 
results may not be meaningful 
due to the short periods, 
negative sentiment may arise 
based on interpretation of 
results. Due to late purchasing 
cycles common in the 
software industry, variability 
in closure rates could become 
exaggerated resulting in a 
negative eff ect on operations.

Close management of sales 
pipelines on a quarterly 
basis to improve visibility in 
results expectations. Close 
monitoring of macro and 
micro economic conditions 
to understand variability in 
closure rates. Annual and 
quarterly target setting to 
enable results achievement.
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 Risk  Description  Impact/Sensitivity  Mitigation/Comment 
Margins Expenditures increasing 

without a commensurate 
increase in revenues, and 
rapid changes in market 
conditions.

If increased expenses are not 
accompanied by increased 
revenues, we could experience 
decreased margins or 
operating losses.

Close monitoring by 
management of revenue and 
cost forecasts. Adjustment to 
expenditures in the event of 
anticipated revenue shortfalls.

Average selling 
prices

Th e average selling 
prices of our products 
could decrease rapidly.

May negatively impact 
revenues and gross margins.

Monitor market prices on 
an ongoing basis. Pricing 
responsibility at a senior 
level of management for 
deviations from standard.

Market 
conditions

Th e continuation of 
unfavourable economic 
and market conditions.

Could result in a rapid 
deterioration of operating 
results.

Regular monitoring of 
economic conditions. 
Adjustments to costs 
and product off erings 
to anticipate and match 
market conditions.

Resellers Our ability to expand 
sales through indirect 
sellers and our general 
reliance on sales of 
our products by third 
parties.

Inability to recruit and retain 
resellers who can successfully 
penetrate their markets could 
adversely aff ect our business.

Invest in training resources 
for resellers. Close 
monitoring of reseller sales 
cycles. Investment in direct 
sales channel.

Management Th e continued service 
of our executive 
directors.

Th e loss of any key member 
of management may aff ect the 
leadership of the company.

Establish succession 
plan. Maintain eff ective 
management training 
programme. Attract and 
retain senior personnel.

Hiring Th e hiring and 
retention of qualifi ed 
personnel.

Without the appropriate 
quality and quantity of skills 
throughout the organisation, 
it would be diffi  cult to execute 
the business plans and grow.

Use of external recruiters 
and internal bonuses. 
Rigorous talent 
management plans 
and reviews. Provide 
competitive compensation 
packages. Ensure that 
work is challenging and 
rewarding.

Product errors Errors or defects in our 
products.

Could negatively aff ect our 
revenues and the market 
acceptance of our products 
and increase our costs.

Invest in quality control 
programmes. Monitor 
integrity and eff ectiveness 
of software. Solicit and act 
on customer feedback.

Acquisitions Problems encountered 
in connection with 
potential acquisitions.

We may not successfully 
overcome problems in 
connection with potential 
acquisitions, which could lead 
to a deterioration in our results.

Carefully evaluate 
transactions. Conduct 
thorough due diligence on 
all targets. Carefully plan for 
post-acquisition integration.

(continued)

EXHIBIT 33 (Continued)
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 Risk  Description  Impact/Sensitivity  Mitigation/Comment 

IP 
infringement

Claims by others that 
we infringe on their 
intellectual property 
rights.

If our technology infringed 
on other parties’ intellectual 
property rights, we could 
be exposed to costs and 
injunctive relief.

Monitor market 
developments closely to 
identify potential violations 
of our patents, and by the 
company, and take action 
where necessary. Maintain a 
signifi cant number of patents 
to support our business and 
protect competitive advantage.

Growth Our ability to 
eff ectively manage our 
growth.

Expansion places demands 
on management, engineering, 
support, operations, legal, 
accounting, sales and 
marketing personnel, and 
other resources. Failure to 
manage eff ectively will impact 
business and fi nancial results

Recruitment and retention 
of key personnel. 
Investment in corporate 
infrastructure, including 
support, operations, legal, 
and accounting personnel. 
Focus on internal controls.

International 
risks

Additional operational 
and fi nancial risks as 
we continue to expand 
our international 
operations.

Exposure to movements in 
exchange rates and lack of 
familiarity with local laws 
could lead to infractions.

Pricing of contracts in US 
dollars to the extent possible 
to minimise exchange risk. 
Retention of local staff  and 
local advisors, reporting to 
headquarters, to manage risk.

Security 
breaches

Any breach of our 
security measures and 
unauthorised access to a 
customer’s or our data.

Could result in signifi cant 
legal liability and negative 
publicity.

Establish and maintain 
strict security standards. 
Test security standards on a 
regular basis.

  Source:  Section from Autonomy Corporation’s 2010 Annual Report.  

 7.4  .   Other Required Disclosures 

 Other required disclosures that are specifi c to an event, such as capital raising, non-timely 
fi ling of fi nancial reports, management changes, or mergers and acquisitions, can provide im-
portant information relevant to assessing risk. In the United States, public companies would 
report such events to the SEC in a Form 8-K (and NT—“notifi cation of inability to timely 
fi le”—when appropriate). Delays in fi ling are often the result of accounting diffi  culties. Such 
accounting diffi  culties could be internal disagreement on an accounting principle or estimate, 
the lack of adequate fi nancial staff , or the discovery of an accounting fraud that requires fur-
ther examination. In general, an NT fi ling is highly likely to signal problems with fi nancial 
reporting quality. 

 For public companies in Europe, the Committee of European Securities Regulators 
(CESR) has published guidance concerning the types of inside information that must be dis-
closed on an ad hoc basis to the market. Examples of such information include changes in 
control; changes in management and supervisory boards; mergers, splits, and spinoff s; legal 
disputes; and new licenses, patents, and registered trademarks. Companies use the disclosure 

EXHIBIT 33 (Continued)
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mechanisms specifi ed by their relevant national authorities to make such disclosures. For ex-
ample, in the United Kingdom, a company would release an announcement to the market via 
an approved regulatory information service. 

 In these cases, an examination of the information announced would be necessary to deter-
mine whether reporting quality would be aff ected. For example, an announcement of the sud-
den resignation of a company’s most senior fi nancial offi  cer or external auditor would clearly 
be a warning sign of potential problems with fi nancial reporting quality. As another example, 
an announcement of a legal dispute related to one of the company’s important assets or prod-
ucts would warrant attention because it could negatively aff ect the company’s future earnings. 
Announcements of mergers and acquisitions, although they might indicate future positive 
developments for the company, could also indicate changes in the company’s risk profi le, par-
ticularly during the transaction.   

 7.5.     Financial Press as a Source of Information about Risk 

 Th e fi nancial press can be a useful source of information about risk when, for example, a fi -
nancial reporter uncovers fi nancial reporting issues that had not previously been recognized. 
For example, a  Wall Street Journal  fi nancial reporter, Jonathan  Weil (2000) , was one of the fi rst 
people to identify problems with the accounting at Enron (and other companies that were 
using “gain-on-sale” accounting, an aggressive policy allowing immediate revenue recognition 
on long-term contracts). Indeed, the well-known investor James (Jim) Chanos cites an article 
by Weil as the catalyst of his investigation of Enron ( Chanos 2002 ). 

 It is important to emphasize that even if an initial idea comes from a news article, further 
investigation is essential—fi rst, by using defi nitive sources (i.e., regulatory fi lings) to confi rm 
any accounting and fi nancial disclosures and, second, by seeking supporting information from 
other sources, where available. For example, although a fi nancial press article was the initial 
source of information for Chanos, the fi rst step in his research was to analyze Enron’s annual 
SEC fi lings (Form 10-K and 10-Q). In addition, Chanos obtained information about insider 
stock sales, the company’s business strategy and tactics, and stock analysts’ perspectives. 

 It is also important—and likely will become increasingly important as electronic media 
via the internet expands—to consider the source of any particular news article. Information 
reported by a well-known fi nancial news provider is more likely to be factual than information 
from less-established sources. Similarly, stories or blogs written by fi nancial journalists are more 
likely to be unbiased than those written by individuals with a related service or product to sell.     

 8. SUMMARY 

 Assessing the quality of fi nancial reports—both reporting quality and results quality—is an 
important analytical skill.  

•    Th e quality of fi nancial reporting can be thought of as spanning a continuum from the 
highest quality to the lowest.  

•    Potential problems that aff ect the quality of fi nancial reporting broadly include revenue and 
expense recognition on the income statement; classifi cation on the statement of cash fl ows; and 
the recognition, classifi cation, and measurement of assets and liabilities on the balance sheet.  

•    Typical steps involved in evaluating fi nancial reporting quality include an understanding of 
the company’s business and industry in which the company is operating; comparison of the 
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fi nancial statements in the current period and the previous period to identify any signifi -
cant diff erences in line items; an evaluation of the company’s accounting policies, especially 
any unusual revenue and expense recognition compared with those of other companies in 
the same industry; fi nancial ratio analysis; examination of the statement of cash fl ows with 
particular focus on diff erences between net income and operating cash fl ows; perusal of risk 
disclosures; and review of management compensation and insider transactions.  

•    High-quality earnings increase the value of the company more than low-quality earnings, 
and the term “high-quality earnings” assumes that reporting quality is high.  

•    Low-quality earnings are insuffi  cient to cover the company’s cost of capital and/or are de-
rived from non-recurring, one-off  activities. In addition, the term “low-quality earnings” 
can be used when the reported information does not provide a useful indication of the 
company’s performance.  

•    Various alternatives have been used as indicators of earnings quality: recurring earnings, 
earnings persistence and related measures of accruals, beating benchmarks, and after-the-
fact confi rmations of poor-quality earnings, such as enforcement actions and restatements.  

•    Earnings that have a signifi cant accrual component are less persistent and thus may revert 
to the mean more quickly.  

•    A company that consistently reports earnings that exactly meet or only narrowly beat bench-
marks can raise questions about its earnings quality.  

•    Cases of accounting malfeasance have commonly involved issues with revenue recognition, 
such as premature recognition of revenues or the recognition of fraudulent revenues.  

•    Cases of accounting malfeasance have involved misrepresentation of expenditures as assets 
rather than as expenses or misrepresentation of the timing or amount of expenses.  

•    Bankruptcy prediction models, used in assessing fi nancial results quality, quantify the likeli-
hood that a company will default on its debt and/or declare bankruptcy.  

•    Similar to the term “earnings quality,” when reported cash fl ows are described as being high 
quality, it means that the company’s underlying economic performance was satisfactory in 
terms of increasing the value of the fi rm, and it also implies that the company had high 
reporting quality (i.e., that the information calculated and disclosed by the company was 
a good refl ection of economic reality). Cash fl ow can be described as “low quality” either 
because the reported information properly represents genuinely bad economic performance 
or because the reported information misrepresents economic reality.  

•    For the balance sheet, high fi nancial  reporting  quality is indicated by completeness, unbiased 
measurement, and clear presentation.  

•    A balance sheet with signifi cant amounts of off -balance-sheet debt would lack the complete-
ness aspect of fi nancial reporting quality.  

•    Unbiased measurement is a particularly important aspect of fi nancial reporting quality for 
assets and liabilities for which valuation is subjective.  

•    A company’s fi nancial statements can provide useful indicators of fi nancial or operating risk.  
•    Th e management commentary (also referred to as the management discussion and analysis, 

or MD&A) can give users of the fi nancial statements information that is helpful in assessing 
the company’s risk exposures and approaches to managing risk.  

•    Required disclosures regarding, for example, changes in senior management or inability to 
make a timely fi ling of required fi nancial reports can be a warning sign of problems with 
fi nancial reporting quality.  

•    Th e fi nancial press can be a useful source of information about risk when, for example, a fi -
nancial reporter uncovers fi nancial reporting issues that had not previously been recognized. 
An analyst should undertake additional investigation of any issue identifi ed.      
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           PROBLEMS        

Th is question set was developed by Mark Bhasin, CFA (New York, NY, USA).  

 Th e following information relates to Questions 1 through 4 

 Mike Martinez is an equity analyst who has been asked to analyze Stellar, Inc. by his supervisor, 
Dominic Anderson. Stellar exhibited strong earnings growth last year; however, Anderson is 
skeptical about the sustainability of the company’s earnings. He wants Martinez to focus on 
Stellar’s fi nancial reporting quality and earnings quality. 
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 After conducting a thorough review of the company’s fi nancial statements, Martinez con-
cludes the following:  

  Conclusion 1     Although Stellar’s fi nancial statements adhere to generally accepted ac-
counting principles (GAAP), Stellar understates earnings in periods when 
the company is performing well and overstates earnings in periods when 
the company is struggling.  

  Conclusion 2     Stellar most likely understated the value of amortizable intangibles when 
recording the acquisition of Solar, Inc. last year. No goodwill impairment 
charges have been taken since the acquisition.  

  Conclusion 3     Over time, the accruals component of Stellar’s earnings is large relative to 
the cash component.  

  Conclusion 4     Stellar reported an unusually sharp decline in accounts receivable in the 
current year, and an increase in long-term trade receivables.      

   1  .     Based on Martinez’s conclusions, Stellar’s fi nancial statements are  best  categorized as:  
  A  .     non-GAAP compliant.  
  B  .     GAAP compliant, but with earnings management.  
  C  .     GAAP compliant and decision useful, with sustainable and adequate returns.    

   2  .     Based on Conclusion 2, after the acquisition of Solar, Stellar’s earnings are  most likely :  
  A  .     understated.  
  B  .     fairly stated.  
  C  .     overstated.    

   3  .     In his follow-up analysis relating to Conclusion 3, Martinez should focus on Stellar’s:  
  A  .     total accruals.  
  B  .     discretionary accruals.  
  C  .     non-discretionary accruals.    

   4  .     What will be the impact on Stellar in the current year if Martinez’s belief in Conclusion 4 
is correct? Compared with the previous year, Stellar’s:  
  A  .     current ratio will increase.  
  B  .     days sales outstanding (DSO) will decrease.  
  C  .     accounts receivable turnover will decrease.        
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 CHAPTER   18   

 INTEGRATION OF FINANCIAL 
STATEMENT 

ANALYSIS TECHNIQUES   
     Jack T.     Ciesielski  ,   Jr.   ,   CFA   

  LEARNING OUTCOMES 

       After completing this chapter, you will be able to do the following:  

•         demonstrate the use of a framework for the analysis of fi nancial statements, given a partic-
ular problem, question, or purpose (e.g., valuing equity based on comparables, critiquing 
a credit rating, obtaining a comprehensive picture of fi nancial leverage, evaluating the per-
spectives given in management’s discussion of fi nancial results);  

•         identify fi nancial reporting choices and biases that aff ect the quality and comparability 
of companies’ fi nancial statements, and explain how such biases may aff ect fi nancial 
decisions;  

•         evaluate the quality of a company’s fi nancial data, and recommend appropriate adjustments 
to improve quality and comparability with similar companies, including adjustments for 
diff erences in accounting standards, methods, and assumptions;  

•         evaluate how a given change in accounting standards, methods, or assumptions aff ects fi nan-
cial statements and ratios;  

•         analyze and interpret how balance sheet modifi cations, earnings normalization, and cash 
fl ow statement related modifi cations aff ect a company’s fi nancial statements, fi nancial ratios, 
and overall fi nancial condition.      

       1. INTRODUCTION 

 It is important to keep in mind that fi nancial analysis is the means to the end, and not the end 
itself. Rather than try to apply every possible technique and tool to every situation, it is more 
important for the investor to understand the proper type of analysis to apply in a given situation. 
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 Th e primary reason for performing fi nancial analysis is to facilitate an economic decision. 
Before making such decisions as whether to lend to a particular long-term borrower or to 
invest a large sum in a common stock, venture capital vehicle, or private equity candidate, an 
investor wants to put the odds of a successful outcome on his or her side. Rather than leaving 
outcomes to chance, fi nancial analysis should identify potential losses and make the potential 
favorable outcomes more visible. 

 Th e purpose of this chapter is to provide examples of the eff ective use of fi nancial analysis 
in decision making. Th e framework for the analysis is shown in  Exhibit 1 . Each of the three 
case studies is set in a diff erent type of company and has a diff erent focus/purpose and context 
for the analysis. However, each case study follows the basic framework. 

    EXHIBIT 1      A Financial Statement Analysis Framework 

 Phase  Sources of Information  Examples of Output 

   1  .     Defi ne the purpose 
and context of the 
analysis.   

•     Th e nature of the analyst’s function, 
such as evaluating an equity or debt 
investment or issuing a credit rating  

•    Communication with client or 
supervisor on needs and concerns  

•    Institutional guidelines related to 
developing specifi c work product   

•     Statement of the purpose or 
objective of analysis  

•    A list (written or unwritten) 
of specifi c questions to be 
answered by the analysis  

•    Nature and content of report 
to be provided  

•    Timetable and budgeted 
resources for completion   

   2  .     Collect input data.   •     Financial statements, other fi nancial 
data, questionnaires, and industry/
economic data  

•    Discussions with management, 
suppliers, customers, and competitors  

•    Company site visits (e.g., to 
production facilities or retail stores)   

•     Organized fi nancial 
statements  

•    Financial data tables  
•    Completed questionnaires, if 

applicable   

   3  .     Process input data, 
as required, into 
analytically useful 
data.   

•     Data from the previous phase   •     Adjusted fi nancial statements  
•    Common-size statements  
•    Ratios and graphs  
•    Forecasts   

   4  .     Analyze/interpret the 
data.   

•     Input data and processed data   •     Analytical results   

   5  .     Develop and 
communicate 
conclusions and 
recommendations 
(e.g., with an analysis 
report).   

•     Analytical results and previous 
reports  

•    Institutional guidelines for published 
reports   

•     Analytical report answering 
questions posed in Phase 1  

•    Recommendation regarding 
the purpose of the analysis, 
such as whether to make an 
investment or grant credit   

   6  .     Follow-up.   •     Information gathered by periodically 
repeating above steps as necessary 
to determine whether changes to 
holdings or recommendations are 
necessary   

•     Updated reports and 
recommendations   
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 2. CASE STUDY 1: LONG-TERM EQUITY INVESTMENT 

 Th e portfolio manager for the food sector of a large public employee pension fund wants to 
take a long-term equity stake in a publicly traded food company, and has become interested 
in Nestlé S.A. (SWX Swiss Exchange: NESN and OTC [NY ADR]: NSRGY), a truly global 
company. In its 2007 management report, Nestlé’s management outlined its long-term ob-
jectives for organic growth, continuous margin improvement, and improvement in return on 
invested capital. Th e management report indicated the following general strategic direction: 
“We continue to believe that our greatest opportunity to create value for our shareholders is 
through further transforming our Food and Beverages business into a Nutrition, Health, and 
Wellness off ering and by improving its performance further.” Th ose stated objectives captured 
the portfolio manager’s attention, and the manager has become intrigued with Nestlé as an 
investment possibility. He commissions an analyst to evaluate Nestlé for consideration as a core 
holding. Before investing in the company, the portfolio manager has several concerns that he 
has conveyed to the analyst:  

•    What are Nestlé’s sources of earnings growth? How sustainable is Nestlé’s performance? In 
other words, do the company’s reported earnings represent economic reality? And if their 
performance is indeed robustly reported, will it be repeatable for, say, fi ve to ten years while 
the pension fund treats the common stock as a core holding?  

•    In determining the quality of earnings over a long-term time frame, the portfolio manager 
wants to understand the relationship of earnings to cash fl ow.  

•    Having started out in the investment business as a lending offi  cer, the portfolio manager 
wants to know how well Nestlé’s balance sheet takes into account the company’s full rights 
and obligations. Can the capital structure of the company support future operations and 
strategic plans? Even if the investor is primarily concerned with the earnings power of a 
possible investee, the balance sheet matters. For example, if asset write-downs or new legal 
liabilities cripple a company’s fi nancial standing, it is diffi  cult for a company to sustain 
profi tability if it has to repair its balance sheet. Worse still for an investor: If “repairing the 
balance sheet” means the issuance of dilutive stock, it can be even more costly to existing 
investors.   

 Th e analyst develops a plan of analysis to address the portfolio manager’s concerns 
by following the framework in  Exhibit 1 . Phases 3 and 4 will be the focus of most of the 
work.  

 2.1. Phase 1: Defi ne a Purpose for the Analysis 

 Th e analyst articulates the purpose and context of the analysis as isolating the factors that have 
driven the company’s fi nancial success and assessing their sustainability, while delineating and 
understanding the risks that may upset the sustainability of returns.   

 2.2. Phase 2: Collect Input Data 

 Th e analyst fi nds that Nestlé has an extensive library of fi nancial statements on its website. 
After gathering several years of annual reports, he is ready to begin processing the data.   
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 2.3. Phase 3: Process Data/Phase 4: Analyze/Interpret the Processed Data 

 Th e analyst intends to accomplish his purpose stated in Phase 1 through a series of fi nancial 
analyses, including:  

•    A DuPont analysis;  1     
•    An analysis of the composition of Nestlé’s asset base;  
•    An analysis of Nestlé’s capital structure;  
•    A study of the company’s segments and the allocation of capital among them;  
•    An examination of the company’s accruals in reporting as they aff ect earnings quality;  
•    A study of the company’s cash fl ows and their adequacy for the company’s continued oper-

ations and strategies; and  
•    Decomposition and analysis of the company’s valuation.   

 While processing the input data consistent with the needs of the analyses above, the ana-
lyst plans to simultaneously interpret and analyze the resulting data. In his view, Phases 3 and 
4 of the framework are best considered jointly.  

 2.3.1. DuPont Analysis 
 For several reasons, the analyst decides that the best way to fi rst investigate Nestlé is through 
the lens of a DuPont analysis. Th e investment is expected to be in the company’s common 
stock, and ultimately, the DuPont analysis isolates the components aff ecting the return on 
common equity. Furthermore, the disaggregation of ROE components leads to more threads 
to follow in assessing the drivers of Nestlé’s performance. Th e analyst also intends to investigate 
the quality of the earnings and the underlying cash fl ows, as well as investigating the common 
shareholders’ standing in the Nestlé capital structure. 

 One basic premise underlying all research and analysis is to constantly look beneath the 
level of information presented—to constantly strive for disaggregation within information 
presented, whether it is a single line on a fi nancial statement or within segments of an entire 
entity. Th is search for granularity can reveal the sources of a company’s earnings drivers; it can 
also highlight weaker operations being masked by stronger ones in the aggregate. Th at premise 
of “seeking granularity” underlies DuPont analysis: By isolating the diff erent components of 
return on equity, it helps the analyst fi nd potential operational fl aws and provides a spring-
board for dialogue with management about possible problems. 

 Th e analyst begins to process the data gathered in Phase 2 to assemble the information 
required for the DuPont analysis.  Exhibit 2  shows the last three years of income statements 
for Nestlé;  Exhibit 3  shows the last four years of Nestlé balance sheets. From his study of the 
income statement, the analyst notes that Nestlé has a signifi cant amount of income from 
associates. In 2007, this amounted to CHF 1,280 million, or 11.2 percent, of Nestlé’s net 

  1    A reminder to the reader: Th is case study is an example, and starting fi nancial statement analysis 
with a DuPont analysis is not a mandate. Alternatively, another analyst might have preferred start-
ing with a time-series common-size income statement. Th is analyst might be more interested in 
the trends of various income and expense categories as a fi nancial statement analysis starting point 
than in the sources of returns on shareholder equity. It depends on the perspective of the individual 
analyst. 
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income (referred to by Nestlé as “profi t for the period”). Th e income from associates  2    is a pure 
net income fi gure, after taxes and with no related revenue in the income statement. Much of 
the income relates to Nestlé’s 30 percent stock ownership of L’Oreal, a cosmetics company. 

 Th e analyst’s interest is to evaluate the company on a decomposed basis as much as pos-
sible in order to isolate any problem operations or to fi nd misunderstood or unidentifi ed op-
portunities. Including the net investments and returns of associates with full reported value of 
Nestlé’s own assets and income would introduce noise into the analytical signals produced by 
the DuPont analysis. Th e returns earned by affi  liates are not under the direct control of Nestlé’s 
management as are the “pure Nestlé” operations and resources. To avoid making incorrect 
inferences about the profi tability of Nestlé’s operations, the analyst wants to remove the eff ects 
of the investments in associates from the balance sheet and income statement. Otherwise, Du-
Pont analysis components such as net profi t margin and total asset turnover will combine the 
impact of pure Nestlé operations with operations of associated companies. Conclusions drawn 
about Nestlé-only business would be based on fl awed information. 

 Th e analyst restated the 2004 balance sheet from the published version to take into ac-
count several accounting changes Nestlé made as of 1 January 2005. Th ose adjustments would 
have aff ected 31 December 2004 balances if the fi nancial statements had been restated for 
that year. In order to keep the DuPont analysis as logically consistent as possible throughout 
all the periods of study, he restated the 2004 balance sheet for those adjustments by isolat-
ing the 1 January 2005 adjustments from the 2005 fi nancial statements, and restating the 
31 December 2004 year end balances for them. Th ey included changes for employee benefi ts 
plan accounting (IAS 19 adoption), lease classifi cation (IFRIC 4 adoption), a reclassifi cation 
of a warrants premium, and the cumulative eff ect on their investment of L’Oreal’s fi rst-time 
adoption of International Financial Reporting Standards. Th e revisions made by the analyst to 
the as-reported 2004 balance sheet are shown in  Exhibit 4 . 

  EXHIBIT   2      Nestlé S.A. Income Statements 2007–2005 (in Millions of CHF)  

 2007  2006  2005 

 Sales 107,552 98,458 91,115

Cost of goods sold (45,037) (40,713) (37,917)

Distribution expenses (9,104) (8,244) (7,402)

Marketing and administration expenses (36,512) (34,465) (32,421)

Research and development costs (1,875) (1,734) (1,499)

 EBIT  before restructuring and impairments a  15,024  13,302  11,876 

Net other income/(expenses) b (590) (516) (920)

 Profi t before interest and taxes 14,434 12,786 10,956

Net fi nancing cost

Financial income 576 537 605

Financial expense (1,492) (1,218) (1,192)

  2    Associates are companies in which Nestlé has the power to exercise a signifi cant infl uence but does not 
exercise control. Th ey are accounted for by the equity method. 

(continued)
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 2007  2006  2005 

 Profi t before taxes and associates (EBT)  13,518  12,105  10,369 

Taxes (3,416) (3,293) (2,647)

Share of results of associates 1,280 963 896

 Profi t from continuing operations  11,382  9,775  8,618 

Net profi t/(loss) on discontinued operations 0 74 (14)

 Profi t for the period  11,382  9,849  8,604 

   of which attributable to minority interests 733 652 523

   of which attributable to shareholders of 
the parent (Net profi t) 10,649 9,197 8,081

 Earnings per share from continuing operations 

Basic earnings per share CHF 27.81 CHF 23.71 CHF 20.82

Diluted earnings per share CHF 27.61 CHF 23.56 CHF 20.63

  a Expenses include depreciation and amortization of 3,211; 3,061; and 2,728 for 2007, 2006, and 2005, 
respectively. 
  b Includes impairments of 482, 134, and 608 for 2007, 2006, and 2005, respectively.   

  EXHIBIT   3      Nestlé S.A. Balance Sheets 2007–2004 (in Millions of CHF)  

 2007  2006  2005 
 2004 

(Revised) 
 Assets 
Liquid assets
   Cash and cash equivalents 6,594 5,278 4,658 4,902
   Short-term investments 2,902 6,197 12,735 10,380

9,496 11,475 17,393 15,282
Trade and other receivables 15,421 14,577 14,291 11,809
Assets held for sale 22 74 633 0
Inventories 9,272 8,029 8,162 7,025
Derivative assets 754 556 645 585
Prepayments and accrued income 805 594 641 584
 Total current assets 35,770 35,305 41,765 35,285
Non-current assets
   Net property, plant and 

equipment 22,065 20,230 18,990 17,208
   Investments in associates 8,936 8,430 7,073 5,197
   Deferred tax assets 2,224 2,433 2,466 2,173
   Financial assets 4,213 2,778 2,513 2,410
   Employee benefi ts assets 811 343 69 32
   Goodwill 33,423 28,513 26,990 23,854
   Intangible assets 7,217 3,773 2,852 2,028

EXHIBIT 2 (Continued)
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 2007  2006  2005 
 2004 

(Revised) 
 Total non-current assets 78,889 66,500 60,953 52,902
 Total assets 114,659 101,805 102,718 88,187
 Liabilities and equity 
Current liabilities
   Trade and other payables 14,179 12,572 11,117 9,074
   Liabilities directly associated 

with assets held for sale 7 0 38 0
   Financial liabilities 24,541 15,494 18,841 14,722
   Tax liabilities 856 884 705 584
   Derivative liabilities 477 470 922 856
   Accruals and deferred income 3,266 3,059 4,231 3,892
 Total current liabilities 43,326 32,479 35,854 29,128
Non-current liabilities
   Financial liabilities 6,129 6,952 8,277 10,891
   Employee benefi ts liabilities 5,165 5,415 5,747 5,704
   Deferred tax liabilities 1,398 706 240 16
   Other payables 1,091 366 185 327
   Provisions 3,316 3,039 3,347 3,004
 Total non-current liabilities 17,099 16,478 17,796 19,942
 Total liabilities 60,425 48,957 53,650 49,070
 Total equity attributable to 
shareholders of the parent 52,085 50,991 47,498 38,068
Minority interests 2,149 1,857 1,570 1,049
 Total equity 54,234 52,848 49,068 39,117
 Total liabilities and equity 114,659 101,805 102,718 88,187

  EXHIBIT   4      Modifi cations to 2004 Balance Sheets (in Millions of CHF)  

 As 
Reported 

 IAS 19 
Eff ect  

    (1) 

 IFRIC 
4 Eff ect  

    (2) 

 IAS 39 
Warrant 
Premium 

Classifi cation  
    (3) 

 L’Oreal 
IFRS 

Adoption  
    (4)  Revised 

 Assets 
Cash and cash equivalents 4,902 4,902
Short-term investments 10,380 10,380
Liquid assets 15,282 15,282
Trade and other receivables 11,809 11,809

EXHIBIT 3 (Continued)

(continued)
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 As 
Reported 

 IAS 19 
Eff ect  

    (1) 

 IFRIC 
4 Eff ect  

    (2) 

 IAS 39 
Warrant 
Premium 

Classifi cation  
    (3) 

 L’Oreal 
IFRS 

Adoption  
    (4)  Revised 

Inventories 7,025 7,025

Derivative assets 585 585

Prepayments and accrued 
income 584 584

 Total current assets 35,285 35,285

Non-current assets

   Net property, plant and 
equipment 17,052 156 17,208

Investments in associates 4,091 1,106 5,197

   Deferred tax assets 1,469 702 2 2,173

   Financial assets 2,410 2,410

   Employee benefi ts assets 928 (896) 32

   Goodwill 23,854 23,854

   Intangible assets 2,028 2,028

 Total non-current assets 51,832 (194) 158 1,106 52,902

 Total assets 87,117 (194) 158 1,106 88,187

 Liabilities and equity 

Current liabilities

   Trade and other payables 9,074 9,074

   Financial liabilities 14,722 14,722

   Tax liabilities 584 584

   Derivative liabilities 856 856

   Accruals and deferred 
income 3,839 53 3,892

 Total current liabilities 29,075 29,128

Non-current liabilities

   Financial liabilities 10,731 160 10,891

   Employee benefi ts liabilities 3,234 2,470 5,704

   Deferred tax liabilities 447 (431) 16

   Other payables 327 327

   Provisions 3,004 3,004

 Total non-current liabilities 17,743 19,942

 Total liabilities 46,818 2,039 160 53 49,070

EXHIBIT 4 (Continued)
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 As 
Reported 

 IAS 19 
Eff ect  

    (1) 

 IFRIC 
4 Eff ect  

    (2) 

 IAS 39 
Warrant 
Premium 

Classifi cation  
    (3) 

 L’Oreal 
IFRS 

Adoption  
    (4)  Revised 

Equity

 Total equity attributable to 
parent shareholders 39,236 (2,219) (2) (53) 1,106 38,068

Minority interests 1,063 (14) 1,049

 Total equity 40,299 (2,233) 39,117

 Total liabilities and equity 87,117 (194) 158 0 1,106 88,187
 

 (1) IAS 19 was implemented in 2006, with comparative restatement made to January 1, 2005. Th e 
1/1/05 adjustments were imposed on the 12/31/04 balance sheet by the analyst, taken from the Account-
ing Policies footnote of 2006 Annual Report, p. 21. 
 (2) IFRIC 4 required the company to recognize additional fi nance lease assets and obligations that were 
not previously considered to be lease arrangements. Th e 2005 adjustments were carried back to the end 
of 2004. Th e amounts were found in the Accounting Policies footnote of 2006 Annual Report, p. 21. 
 (3) IAS 39 changed the classifi cation of premiums associated with Nestlé warrants included in a bond 
issue. Th e 1/1/05 adjustments were imposed on the 12/31/04 balance sheet by the analyst, taken from 
the Accounting Policies footnote of 2005 Annual Report, p. 23. 
 (4) L’Oreal adopted International Financial Reporting Standards as of 1/1/05. Th e cumulative eff ect was 
carried back to 12/31/04, as found in footnote d) to the 2005 Consolidated Statement of Changes in 
Equity, page 11.   

 Th e analyst draws the data shown in  Exhibit 5  from  Exhibits 2 ,  3  and  4  for the prepara-
tion of DuPont analysis: 

  EXHIBIT   5      Data Needed for DuPont Analysis (in Millions of CHF)  

 2007  2006  2005  2004 

 Income Statement Data: 

Revenue 107,552 98,458 91,115 —

EBIT 14,434 12,786 10,956 —

EBT 13,518 12,105 10,369 —

Profi t from continuing operations 11,382 9,775 8,618 —

Share of results of associates 1,280 963 896 —

Profi t ex-associates 10,102 8,812 7,722 —

 Balance Sheet Data: 

Total assets 114,659 101,805 102,718 88,187

Investments in associates 8,936 8,430 7,073 5,197

Total assets, ex-associates 105,723 93,375 95,645 82,990

Shareholders’ equity 54,234 52,848 49,068 39,117

EXHIBIT 4 (Continued)
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 Th e fi ve-way decomposition of ROE needs to be expanded to account for the presence of 
the investment in associates and the share of income they provide to Nestlé. Subtracting the 
investment from total assets results in a fi gure that more closely represents Nestlé’s own asset 
base; subtracting the share of results of associates from the net income allows for the analysis of 
exclusively Nestlé profi tability resulting from that exclusively Nestlé asset base.  Exhibit 6  shows 
the results of expanding the DuPont analysis. 

 Th e net profi t margin component and the asset turnover component require adjustments to 
remove the impact of the associates on the return on assets. To adjust the net profi t margin com-
ponent, the analyst subtracts the associates’ income from the net income, and divides it by earn-
ings before taxes. Recall that the number referred to as EBT is profi t before taxes and associates 
( Exhibit 2 ). In 2007 terms, this was represented by (CHF 11,382 net income – 1,280 income 
from associates)/CHF 13,518 earnings before taxes = 74.73 percent. Interest burden and EBIT 
or operating profi t margin are calculated as usual. Interest burden is calculated by dividing the 
profi t before taxes and associates by the profi t before interest and taxes: CHF 13,518/14,434 = 
93.65 percent for 2007. Th e EBIT margin is simply the earnings before interest and taxes (oper-
ating profi t or income) divided by sales: CHF 14,434/107,552 = 13.42 percent. 

 Multiplying the three components together produces the net profi t margin of Nestlé—9.39 
percent in 2007—excluding the associates’ earnings. Calculating the net profi t margin in the usu-
al fashion— with  the net income fi gure including the associates’ earnings—yields 10.58 percent 
(CHF 11,382/107,552). Th at profi t margin is not representative of the Nestlé-only operations. Di-
viding the net profi t margin by the net profi t margin  without  associates income (10.58%/9.39% = 
112.67%) quantifi es the magnifying eff ect of the associates’ income on Nestlé’s own margins. 
Where the “Nestlé-only” entity really earned 9.39 percent on every sales dollar, inclusion of the as-
sociates’ income in net profi t infl ates the net profi t margins by 12.67 percent (112.67% × 9.39% = 
10.58%); a level that is not representative of what the Nestlé-only entity is capable of producing. 

  EXHIBIT   6      Expanded DuPont Analysis 

 2007  2006  2005 
Tax burden (ex-associates) 74.73% 72.80% 74.47%
× Interest burden 93.65% 94.67% 94.64%
× EBIT margin 13.42% 12.99% 12.02%
= Net profi t margin (ex-associates) 9.39% 8.95% 8.47%
× Associates’ eff ect on net profi t margin 112.67% 111.78% 111.43%
 = Net Profi t Margin  10.58%  10.00%  9.44% 
Total asset turnover (ex-associates) 1.080 1.042 1.020
Eff ect of associates investments on turnover (0.086) (0.079) (0.065)
 × Total Asset Turnover  0.994  0.963  0.955 
= Return on assets 10.52% 9.63% 9.02%
 × Leverage  2.02  2.01  2.16 
 = Return on Equity  21.25%  19.36%  19.48% 
 Traditional ROE Calculation: 
Net income / 11,382 9,849 8,604
Average stockholders’ equity 53,541 50,958 44,093
 = Return on Equity  21.26%  19.33%  19.51% 
(Diff erences in ROE calculations due to rounding)
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 A similar picture of the net profi t margin over time emerges from the DuPont analysis 
after neutralizing the eff ect of the associates’ earnings. Th e margin would be greater in each 
year if the associates’ earnings were included in net profi t, as compared to looking at Nestlé 
alone. While Nestlé showed a consistent upward trend in the three years, the analysis excluding 
associates’ earnings shows that the company’s profi t margins are not necessarily as large without 
the boost from associates’ earnings. 

 To calculate a “Nestlé-only” total asset turnover, the asset base also needs to be neutral-
ized for the amount of the investment in associates. In 2007, the adjusted total assets were 
CHF 105,723 (CHF 114,659 – 8,936 = 105,723); for 2006, the adjusted total assets were 
CHF 93,375 (CHF 101,805 – 8,430 = 93,375). Dividing the average of the two fi gures into 
2007’s sales yields a “Nestlé-only” total asset turnover rate of 1.080 (CHF 107,552/[(CHF 
105,723 + 93,375)/2] = 1.080). Calculating the total asset turnover from the consolidated 
fi nancial statements with amounts unadjusted for investments in associates yields a measure 
of 0.994 (CHF 107,552/[(CHF 114,659 + 101,805)/2] = 0.994). Th e diff erence between the 
asset turnover based on unadjusted fi nancial statement amounts and the “Nestlé-only” asset 
turnover reveals the eff ect on total asset turnover of the investment in associates: a decrease 
of 0.087 in 2007. 

 Th e adjustments thus far have isolated the operational aspects of Nestlé performance 
and the assets that produced them from non-Nestlé operations. Th e resulting return on asset 
signal from the DuPont analysis is free from bias introduced by the affi  liates’ results, and 
the contribution to the overall return on assets from the non-Nestlé components is clearly 
identifi ed. 

 Th e fi nancial leverage ratio has not been adjusted by the analyst in similar fashion 
to profi t margins and asset turnover. Th e DuPont components, profi t margins and asset 
turnover, function fairly discretely: Nestlé assets produce a certain pretax return, as do 
the non-Nestlé assets. In the DuPont analysis, the assets are isolated from each other and 
it is possible to see the contributions of each to the aggregate performance. It might be 
tempting to likewise adjust the fi nancial leverage ratio by subtracting the investment in 
associates from total assets and equity, but it would not improve the DuPont analysis. 
Without knowledge of how the investment in associates was fi nanced—all debt, all from 
internally generated cash fl ow, or a blend—it would be arbitrary to erase the investment 
amount from the asset base and equity base to arrive at an adjusted fi nancial leverage 
fi gure. If such information was available, the analyst might calculate separate fi nancial 
leverage components as well. In Nestlé’s case, such information is unavailable, and the an-
alyst simply considers the investment to be part of the total assets supported by common 
equity. Th e inherent assumption is that a similar capital structure fi nances the associates’ 
assets and the Nestlé-only assets. 

 From  Exhibit 6 , multiplying the three conventionally calculated (including the eff ect 
of the associates) ROE components yields the return on equity shown in the top row of 
 Exhibit 7 . Th e return on equity exhibits a smooth, steadily increasing trend when exam-
ined without adjusting for investment in associates; however, the analyst wants to see the 
ROE for Nestlé alone and compare it to the aggregate ROE. Calculating the ROE on a 
“Nestlé-only” basis is done by multiplying the net profi t margin ex-associates’ investment 
by the total asset turnover ex-associates’ investment by the fi nancial leverage. For 2007, the 
Nestlé-only ROE was 20.48 percent (9.39% × 1.080 × 2.02 = 20.48%).  Exhibit 7  shows 
the ROE prepared on the two bases and the contribution of the associates’ investment to 
ROE. Th e trend is similar for the two ROE calculations, but the magnitudes of the ROE 
based on Nestlé only are lower. 
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  EXHIBIT   7      ROE Performance Due to Investment in Associates 

 2007 (%)  2006 (%)  2005 (%) 

Return on equity 21.25 19.36 19.48

Nestlé-only ROE 20.48 18.75 18.66

Associates’ contribution to ROE  0.77  0.61  0.82

 Although the analyst is satisfi ed with the trend and magnitude of the Nestlé return on 
equity, he is now aware that a signifi cant amount of Nestlé’s profi tability is attributable to the 
investments in associates. He is convinced that in order to completely understand Nestlé’s 
earnings drivers, he needs to understand these investments as well. He is somewhat concerned 
that the spread between “Nestlé-only” profi t margins and the aggregate profi t margins has 
widened over the past three years: Referring to  Exhibit 6 , the spread was 1.19 percent in 2007, 
higher than the 1.05 percent in 2006, which was higher than the 0.97 percent spread in 2005. 
In fact, the associate income for the past two years has made all the diff erence between dou-
ble-digit net profi t margins and single-digit profi t margins. Th e analyst makes note to investi-
gate the valuation aspects of the investment holdings later. For now, he is interested in learning 
more about the drivers of Nestlé’s growth and revenues.   

 2.3.2. Asset Base Composition 
 Th e analyst examines the composition of the balance sheet over time, as shown in  Exhibit 8 . 

  EXHIBIT   8      Asset Composition as a Percentage of Total Assets 

 2007  2006  2005  2004 

Cash and equivalents 5.8 5.2 4.5 5.6

Short-term investments 2.5 6.1 12.4 11.8

Trade and other receivables 13.4 14.3 13.9 13.4

Inventory 8.1 7.9 7.9 8.0

Other current 1.4 1.2 1.9 1.3

 Total Current  31.2  34.7  40.6  40.1 

PP&E, net 19.2 19.9 18.5 19.5

Intangibles 35.4 31.7 29.1 29.3

Other non-current 14.1 13.7 11.8 11.1

 Total  99.9*  100.0  100.0  100.0 

 *Does not add to 100 percent due to rounding.   

 While he expected signifi cant investments in current assets, inventory, and physical plant 
assets—given that Nestlé is a food manufacturer and marketer—he is surprised to see so much 
investment in intangible assets, indicating that Nestlé’s success may be due in part to successful 
acquisitions. Th e increasing proportion of the asset mix in intangibles and the reduction in 
short-term investments are consistent with growth through acquisition. Th e investing section 
of the statement of cash fl ows,  Exhibit 9 , supports this fact: 
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  EXHIBIT   9      Nestlé Investing Activity, 2004–2007 (in Millions of CHF)  

 Investing Activities  Total  2007  2006  2005  2004 

Capital expenditure (15,841) (4,971) (4,200) (3,375) (3,295)

Expenditure on intangible assets (2,802) (619) (689) (758) (736)

Sale of property, plant and 
equipment 887 323 98 220 246

Acquisition of businesses (19,329) (11,232) (6,469) (995) (633)

Disposal of businesses 1,362 456 447 193 266

Cash fl ows with associates 1,047 264 323 259 201

Other investing cash fl ows (229) 26 (30) (202) (23)

Total investing cash fl ow (34,905) (15,753) (10,520) (4,658) (3,974)

Acquisitions % of total 
investing activities 55.4% 71.3% 61.5% 21.4% 15.9%

 For the four-year period, the acquisition of businesses was a signifi cant part of the total 
resources dedicated to investment activities—over half for the entire time frame. In the largest 
acquisition year, 2007, Nestlé acquired Gerber and Novartis Medical Nutrition; the two pur-
chases accounted for 85 percent (CHF 9,535/11,232) of the total cash invested in 2007 for 
business acquisitions.   

 2.3.3. Capital Structure Analysis 
 Th e analyst then examined Nestlé’s long-term capital structure by constructing a chart on a 
common-size basis, displayed in  Exhibit 10  below. 

 Although the DuPont analysis indicated that the company had de-leveraged somewhat 
over the last three years—fi nancial leverage decreased from 2.16 in 2005 to 2.02 in 2007—the 
leverage ratio alone does not show much about the  nature  of the leverage. For example, the 
fi nancial burden imposed by bond debt is more onerous and bears more consequences in the 
event of default than does restructuring provisions or employee benefi t plan obligations. A 
look at  Exhibit 10  reveals that Nestlé has been making its capital structure substantially less 
fi nancially risky over the last fi ve years. Not only is the proportion of the less risky equity 
fi nancing rising—from 66.2 percent in 2004 to 76.0 percent in 2007—the more risky long-
term fi nancial liabilities have become a signifi cantly smaller part of the capital mix, dropping 
to 8.6 percent in 2007 from 18.4 percent in 2004. Meanwhile, the “other long-term liabilities” 
(primarily employee benefi t plan obligations and provisions) have remained at nearly the same 
proportion of the fi nancing mix over the period. 

  EXHIBIT   10      Percent of Long-Term Capital Structure 

 2007  2006  2005  2004 

Long-term fi nancial liabilities 8.6 10.0 12.4 18.4

Other long-term liabilities 15.4 13.7 14.2 15.3

Total equity 76.0 76.2 73.4 66.2

 Total long-term capital  100.0  99.9*  100.0  99.9* 

 *Does not add to 100 percent due to rounding.   
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 Given the de-leveraging occurring in the long-term capital structure, the analyst wonders 
if there has been any off setting change in the company’s working capital accounts. He decides 
to examine Nestlé’s liquidity situation; and from the fi nancial statements in  Exhibits 2  and  3 , 
he constructs the table shown in  Exhibit 11 . 

    EXHIBIT 11      Nestlé Working Capital Accounts and Ratios, 2004–2007 

 2007  2006  2005  2004 

Current ratio 0.83 1.09 1.16 1.21

Quick ratio 0.58 0.80 0.88 0.93

Defensive interval ratio* 100.7 114.4 149.4

Days’ sales outstanding (DSO) 50.9 53.5 52.3

Days on hand of inventory (DOH) 70.1 72.6 73.1

Number of days payables –105.5 –106.5 –94.4

Cash conversion cycle 15.5 19.6 31.0

 *For 2007, the daily cash expenditure = [45,037 + 9,104 + 36,512 + 1,875 – 3,211 + (590 – 482) + 
(1492 – 576)]/365 = 247.5. Th e defensive interval ratio is 24,917/247.5 = 100.7.   

 A signifi cant increase in the current portion of the fi nancial liabilities is responsible for 
the current ratio’s deterioration between 2006 and 2007. He notes that the company’s quick 
ratio and defensive interval ratio have also deteriorated in the last few years. Th e company 
seems to be responding by more aggressively managing its receivables and inventories; both 
receivables DSOs and inventory DOHs have improved in 2007 over 2006. While the de-
cline in the actual working capital ratios is a concern, it is mitigated by the improvement 
in the management of receivables, inventory, and payables. Th ose improvements provide 
evidence that the company’s managers are moving in the right direction on the management 
of working capital.   

 2.3.4. Segment Analysis/Capital Allocation 
 To understand any geopolitical investment risks, as well as the economies in which Nestlé 
operates, the analyst wants to know which geographic areas are of the greatest importance 
to the company. One issue the analyst confronts is the fact that Nestlé reports segment 
information by management responsibility and geographical area (hereafter referred to as 
“segment”), not by segments based exclusively on geographic areas. From the segment in-
formation in  Exhibit 12 , he notes that the European business, while still growing, is a 
lesser part of the revenue stream than two years ago; Nestlé Americas and Asia, Oceania, 
and Africa sectors show a similar decline as a percentage of revenues. All of the geographic 
sectors are growing in terms of absolute amount of revenues and EBIT, but they appear 
proportionally smaller each year because of the way Nestlé displays its Waters, Nutrition, 
and Other Food and Beverage segments: Th eir operations are not segmented geographi-
cally, but are shown on a global basis. Not only are they not included in the geographic 
information, they have also grown signifi cantly in the last several years through acquisition: 
As pointed out earlier, the company acquired Gerber and Novartis Medical Nutrition in 
2007. Th ose acquisitions, included into the non-geographic categories, make the three 
geographic categories look less material in the aggregate, from year to year. Nevertheless, 
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the Americas sector appears to be the single most signifi cant segment in terms of size and 
growth of both sales and EBIT. 

 Because of a realignment of segments in 2006 and the lack of complete restated data, the 
analyst cannot make meaningful comparisons to years before 2005. 

 Th e analyst is curious about the company’s capital allocation decisions based on the ge-
ographic segments.  Exhibit 13  shows the segment information regarding Nestlé’s capital ex-
penditures and assets. 

  EXHIBIT   12      Sales and EBIT by Segment (in Millions of CHF)  

 Year-to-Year  
    % Change 

 Sales  2007  % total  2006  % total  2005  % total  2007  2006 

Europe 28,464 26.5 26,652 27.1 25,599 28.1 6.8 4.1

Americas 32,917 30.6 31,287 31.8 28,956 31.8 5.2 8.1

Asia, Oceania, and Africa 16,556 15.4 15,504 15.7 14,296 15.7 6.8 8.4

Nestlé Waters 10,404 9.7 9,636 9.8 8,787 9.6 8.0 9.7

Nestlé Nutrition 8,434 7.8 5,964 6.1 5,270 5.8 41.4 13.2

Other Food and Beverage 3,458 3.2 2,728 2.8 2,245 2.5 26.8 21.5

Pharma 7,319 6.8 6,687 6.7 5,962 6.5 9.5 12.2

107,552 98,458 91,115

 EBIT 

Europe 3,412 22.7 3,109 23.4 3,082 26.0 9.7 0.9

Americas 5,359 35.7 4,946 37.2 4,364 36.7 8.4 13.3

Asia, Oceania, and Africa 2,697 18.0 2,571 19.3 2,334 19.7 4.9 10.2

Nestlé Waters 851 5.7 834 6.3 709 6.0 2.0 17.6

Nestlé Nutrition 1,447 9.6 1,009 7.6 932 7.8 43.4 8.3

Other Food and Beverage 548 3.6 371 2.8 273 2.3 47.4 35.9

Pharma 2,435 16.2 2,136 16.0 1,833 15.4 14.0 16.5

Unallocated Items (1,725) –11.5 (1,674) –12.6 (1,651) –13.9

15,024 13,302 11,876

 Using the information from  Exhibit 12  to calculate EBIT margins, and using the in-
formation about the asset and capital expenditure distribution from  Exhibit 13 , the analyst 
constructs the table in  Exhibit 14 , ranked by descending order of EBIT profi tability. 

 Although the segmentation is not purely geographical, the analyst can still make some 
judgments about the allocation of capital. On the premise that the largest investments in assets 
will require a similar proportion of capital expenditures, he calculates a ratio of capital expendi-
tures proportion to total asset proportion for the last three years, and compares them to the 
current EBIT profi tability ranking. Th e resulting table is shown in  Exhibit 15 . 
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  EXHIBIT   13      Asset and Capital Expenditure Segment Information (in Millions of CHF)  

 Assets*  Capital Expenditures 

 2007  2006  2005  2007  2006  2005 

Europe 15,794 15,566 14,387 932 812 797

Americas 19,503 19,191 19,228 1,371 1,125 908

Asia, Oceania, and Africa 9,153 8,741 8,153 675 588 546

Nestlé Waters 9,298 8,884 8,468 1,043 923 601

Nestlé Nutrition 13,990 3,774 2,577 271 194 134

Other Food and Beverage 1,792 1,473 1,011 269 141 86

Pharma 7,120 6,028 4,978 276 286 209

76,650 63,657 58,802 4,837 4,069 3,281

 *Assets do not equal total assets on the balance sheet due to unallocated and non-segment assets.   

  EXHIBIT   14      EBIT Margins, Asset, and Capital Expenditure Proportions by Segment 

 EBIT Margins  % of Total Assets  % of Total Cap Ex 

 2007  2006  2005  2007  2006  2005  2007  2006  2005 

Pharma 33.27 31.94 30.74 9.3 9.5 8.5 5.7 7.0 6.4

Nestlé Nutrition 17.16 16.92 17.69 18.3 5.9 4.4 5.6 4.8 4.1

Asia, Oceania, and Africa 16.29 16.58 16.33 11.9 13.7 13.9 14.0 14.5 16.6

Americas 16.28 15.81 15.07 25.4 30.1 32.7 28.3 27.6 27.7

Other Food and Beverage 15.85 13.60 12.16 2.3 2.3 1.7 5.6 3.5 2.6

Europe 11.99 11.67 12.04 20.6 24.5 24.5 19.3 20.0 24.3

Nestlé Waters 8.18 8.66 8.07 12.1 14.0 14.4 21.6 22.7 18.3

100.0 100.0 100.0 100.0 100.0 100.0

  EXHIBIT   15      Ratio of Capital Expenditures Percent to Total Asset Percent Ranked by EBIT Margin 

 2007 EBIT  2007  2006  2005 

Pharma 33.27 0.61 0.74 0.75

Nestlé Nutrition 17.16 0.31 0.81 0.93

Asia, Oceania, and Africa 16.29 1.18 1.06 1.19

Americas 16.28 1.11 0.92 0.85

Other Food and Beverage 15.85 2.43 1.52 1.53

Europe 11.99 0.94 0.82 0.99

Nestlé Waters 8.18 1.79 1.62 1.27

 A ratio of 1 indicates that the segment’s proportion of capital expenditures is the same 
as its proportion of total assets. A ratio  below  1 indicates that the segment is being allocated a 
lesser proportion of capital expenditures than its proportion of total assets; if a trend develops, 
the segment will become less signifi cant over time. A ratio  above  1 indicates the company is 
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growing the segment. Comparing the ratio to the EBIT margin percentage gives the analyst an 
idea of whether the company is investing its capital in the most profi table segments. 

 Pharma, by the nature of the business, has signifi cant research and development expenses 
and yet has the highest margins. It requires little in the way of invested assets and mainte-
nance capital expenditures. Nutrition has similar characteristics, but to a lesser degree. Th e 
two are the highest EBIT margin segments, yet Nestlé has invested in both of them at a less 
aggressive rate, judging by the ratio of capital expenditures proportions to total assets propor-
tions. Th e Nutrition segment, however, received signifi cant investment in 2007 through the 
acquisition of Novartis Medical Nutrition and Gerber. Th e Pharma segment, consisting largely 
of US eye care company Alcon, is extremely profi table but is an outlier in terms of Nestlé’s 
current portfolio. Given the diff erences in the food and pharmaceutical businesses, it would 
seem unlikely that the world’s largest food company would elect to seriously grow the pharma-
ceutical segment. However, investment in Pharma is consistent with the objective stated in the 
management report to be recognized as a leader in Nutrition, Health, and Wellness. It was the 
strategy of transformation that initially appealed to the portfolio manager. 

 Investments in the Asia, Oceania, and Africa and the Americas segments have typically been 
in “growth” mode over the last three years; the proportion of capital expenditures to the propor-
tion of total assets in each of these two segments is typically slightly above 1 annually. Given that 
these are large and well-margined segments, the capital allocation decisions appear reasonable. 

 Th e Other Food and Beverage segment appears problematic: While its EBIT margin is 
on almost the same level as the Asia, Oceania, and Africa and Americas segments, it is still the 
third lowest segment in terms of profi tability. Yet the capital expenditures devoted to it over the 
last three years are in a rapid growth mode. It may be that the segment is a catch-all, or it may 
be the development of another line of business that will become more visible in the future; for 
now, the analyst notes that while it could be a problem or a promise, it is a small part of Nestlé’s 
asset base, revenues, and EBIT and thus not of great concern at this time. 

 Th e Nestlé Waters segment is a much greater concern to the analyst. Its EBIT margin is 
about two-thirds of the next highest-ranked segment; and at 8.18 percent, it is well below the 
13.42 percent company-wide EBIT margin (see  Exhibit 6 ). Even after allowing for the fact that 
the Waters segment was charged with a CHF 210 million goodwill write-down in 2007, the seg-
ment’s EBIT margin was only 10.20 percent—still well below the other segments. Th e fact that 
the Waters segment was the source of a goodwill write-down is also a sign that operating weak-
nesses might be present; otherwise, the cash fl ow assumptions used in the goodwill testing might 
have been high enough to prevent the write-down. Nestlé Waters is a signifi cant part of the asset 
base at 12.1 percent in 2007, and it appears to be a high-maintenance operation. In each of the 
last three years, the ratio of capital expenditures proportion to total assets proportion shows the 
segment to be in a growth mode, with a ratio of 1.79, 1.62, and 1.27 in 2007, 2006, and 2005, 
respectively. In 2007 and 2006, the only segment to have greater absolute dollar capital expendi-
tures was the more highly profi table Americas segment; in 2005, Nestlé Waters was outranked in 
terms of capital expenditures only by the Americas and Europe segments. In a worst-case scenar-
io, if the company were to continue to allocate capital towards the lowest-margined businesses, 
the overall Nestlé-only returns might be impacted negatively. As a result, Nestlé might become 
more dependent on its investment in associates to sustain performance. 

 Th e analyst decides to look at Nestlé from a product group standpoint as well. Th e sales 
and EBIT information are shown in  Exhibit 16 . 

 To further examine capital allocation decisions, the analyst garners the asset and cap-
ital expenditure information by product group from the fi nancial statements, as shown in 
 Exhibit 17 . Th e total assets and capital expenditures diff er between the presentations by 



960 International Financial Statement Analysis

segment and product group. Nestlé presents its assets for the product groups on an  average  
basis rather than on a year-end basis as it does for the segment reporting. Further, a signifi cant 
amount of assets is unallocated to segments, but there is no unallocated amount by product 
groups. Capital expenditures by segment and product group represent additional investments 
in PP&E during the year, but the unallocated amount of capital expenditures is far greater by 
product group. 

  EXHIBIT   16      Sales and EBIT Segment Information by Product Group (in Millions of CHF)  

 % of 
Total 

 % of 
Total 

 % of 
Total 

 Year to Year 
% Change 

 Sales  2007  2006  2005  2007  2006 

Beverages 28,245 26.3 25,882 26.3 23,842 26.2 9.1 8.6

Milk Products, 
Nutrition, and Ice cream 29,106 27.1 25,435 25.8 23,275 25.5 14.4 9.3

Prepared Dishes and 
Cooking Aids 18,504 17.2 17,635 17.9 16,673 18.3 4.9 5.8

Confectionery 12,248 11.4 11,399 11.6 10,794 11.8 7.4 5.6

Pet Care 12,130 11.3 11,420 11.6 10,569 11.6 6.2 8.1

Pharmaceutical Products 7,319 6.8 6,687 6.8 5,962 6.5 9.5 12.2

107,552 100.0 98,458 100.0 91,115 100.0 9.2 8.1

 EBIT 

Beverages 4,854 32.3 4,475 33.6 4,131 34.8 8.5 8.3

Milk Products, 
Nutrition, and Ice cream 3,744 24.9 3,003 22.6 2,598 21.9 24.7 15.6

Prepared Dishes and 
Cooking Aids 2,414 16.1 2,323 17.5 2,176 18.3 3.9 6.8

Confectionery 1,426 9.5 1,309 9.8 1,257 10.6 8.9 4.1

Pet Care 1,876 12.5 1,730 13.0 1,532 12.9 8.4 12.9

Pharmaceutical Products 2,435 16.2 2,136 16.1 1,833 15.4 14.0 16.5

16,749 111.5 14,976 112.6 13,527 113.9 11.8 10.7

Unallocated Items (1,725) –11.5 (1,674) –12.6 (1,651) –13.9

15,024 100.0 13,302 100.0 11,876 100.0

  EXHIBIT   17      Asset and Capital Expenditure Segment Information by Product Group (in Millions 
of CHF)  

 Assets  Capital Expenditures 

 2007  2006  2005  2007  2006  2005 

Beverages 17,937 16,640 15,105 1,409 1,105 752

Milk Products, Nutrition, and Ice 
cream 23,047 17,970 15,516 933 702 689

Prepared Dishes and Cooking Aids 10,959 10,553 9,386 305 272 261
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 Assets  Capital Expenditures 

 2007  2006  2005  2007  2006  2005 

Confectionery 6,663 6,319 5,745 316 258 194

Pet Care 15,652 15,763 15,030 402 345 274

Pharmaceutical Products 6,704 5,492 4,538 155 122 97

80,962 72,737 65,320 3,520 2,804 2,267

 Using the information from  Exhibit 16  to calculate EBIT margins and the information 
about the asset and capital expenditure distribution from  Exhibit 17 , the analyst constructs the 
table in  Exhibit 18 , ranked by descending order of EBIT profi tability in 2007. 

  EXHIBIT   18      EBIT Margins, Assets, and Capital Expenditures Proportions by Product Group 

 EBIT Margins  % of Total Assets  % of Cap Ex 

 2007  2006  2005  2007  2006  2005  2007  2006  2005 

Pharmaceutical Products 33.27 31.94 30.74 8.3 7.6 6.9 4.4 4.4 4.3

Beverages 17.19 17.29 17.33 22.2 22.9 23.1 40.0 39.4 33.2

Pet Care 15.47 15.15 14.50 19.3 21.7 23.0 11.4 12.3 12.1

Prepared Dishes and 
Cooking Aids 13.05 13.17 13.05 13.5 14.5 14.4 8.7 9.7 11.5

Milk Products, 
Nutrition, and Ice cream 12.86 11.81 11.16 28.5 24.7 23.8 26.5 25.0 30.4

Confectionery 11.64 11.48 11.65 8.2 8.7 8.8 9.0 9.2 8.6

100.0 100.0 100.0 100.0 100.0 100.0

 He again prepares a schedule of the proportions of capital expenditures and the propor-
tion of total assets for each of the product groups, and calculates the ratio of capital expend-
iture proportions to total asset proportions, ranked by the 2007 EBIT margin. Th e resulting 
table is shown in  Exhibit 19 . 

  EXHIBIT   19      Ratio of Capital Expenditures Percent to Total Asset Percent Ranked by EBIT 
Margin 

 2007  
    EBIT Margin  2007  2006  2005 

Pharmaceutical Products 33.27 0.53 0.58 0.62

Beverages 17.19 1.80 1.72 1.44

Pet Care 15.47 0.59 0.57 0.53

Prepared Dishes and Cooking Aids 13.05 0.64 0.67 0.80

Milk Products, Nutrition, and Ice cream 12.86 0.93 1.01 1.28

Confectionery 11.64 1.10 1.06 0.98

EXHIBIT 17 (Continued)
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  EXHIBIT   20      EBIT Margin of Beverages with and without Waters (Millions of CHF)  

 Beverages  Waters  Beverages ex-Waters 

Total Beverage Sales 28,245 10,404 17,841

EBIT 4,854 851 4,003

EBIT % 17.19% 8.18% 22.44%

  EXHIBIT   21      Ratio of Capital Expenditures Percent to Total Asset Percent Ex-Nestlé Waters, 
Ranked by EBIT Margin 

 2007  
    EBIT Marg in  2007  2006  2005 

Pharmaceutical Products 33.27 0.67 0.76 0.73

Beverages 22.44 1.22 0.81 0.78

Pet Care 15.47 0.74 0.74 0.62

Prepared Dishes and Cooking Aids 13.05 0.80 0.88 0.95

Milk Products, Nutrition, and Ice cream 12.86 1.17 1.33 1.52

Confectionery 11.64 1.38 1.38 1.15

 Th e analyst uses this information to make some important observations:  

•    Th e Beverages product group has a signifi cantly higher EBIT margin than Nestlé Waters 
EBIT margin of 8.18 percent. Because Nestlé Waters is contained within the Beverages 
product group, the EBIT margins of the other products within the product group catego-
ry—primarily soluble coff ee, according to Nestlé’s 2007 Management Report—must be 
much greater. Th e analyst removes the Waters sales and EBIT from the total product group 
( Exhibit 20 ) and fi nds that the remaining business is by far the most profi table segment after 
pharmaceuticals.  

•    Th e analyst reworks the ratios presented in  Exhibit 19  excluding the assets and capital ex-
penditures for the Nestlé Waters segment. Th e result in  Exhibit 21  shows that management 
is allocating its capital expenditures to the Beverages business on a growth basis the last 
year but at a lower rate than for Beverages with Waters. Given the margins of the product 
group without Waters, this is a favorable discovery, but the amount allocated to Waters is 
problematic.  

•    Less favorable to note under either the original or revised exhibits: Th e two lowest-ranked 
product groups—Milk Products, Nutrition, and Ice cream and Confectionery—have been 
allocated capital expenditures at a “growth mode” rate for each of the last three years. If the 
trend continues and margins in these segments do not grow, Nestlé’s company-wide mar-
gins could suff er. Further, the allocation to Pharmaceutical Products, the most profi table 
segment, is cause for concern.     

 2.3.5. Accruals and Earnings Quality 
 Th e consistent profi tability exhibited by Nestlé is a desirable attribute, as hoped for and expect-
ed of a company operating primarily in the food industry where the demand for the product is 
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typically not cyclical. However, the analyst wants to understand how important a role accruals 
may play in the company’s performance; he is concerned in case the consistency is a result of 
earnings management. He decides to examine the balance-sheet-based accruals and cash-fl ow-
based accruals over the last few years. From the Nestlé fi nancial statements, he assembles the 
information and intermediate calculations shown in  Exhibit 22 . 

  EXHIBIT   22      Selected Balance Sheet and Statement of Cash Flows Information (in Millions of CHF)  

 2007  2006  2005  2004  2003 

 Balance Sheet Accrual Info: 

Total assets 114,659 101,805 102,718 88,187 89,561

Cash and short-term investments 9,496 11,475 17,393 15,282 15,128

Operating assets (A) 105,163 90,330 85,325 72,905 74,433

Total liabilities 60,425 48,957 53,650 49,070 51,738

Long-term debt 6,129 6,952 8,277 10,891 15,419

Debt in current liabilities 24,541 15,494 18,841 14,722 14,064

Operating liabilities (B) 29,755 26,511 26,532 23,457 22,255

Net Operating Assets (A) – (B) 75,408 63,819 58,793 49,448 52,178

Balance-sheet-based aggregate 
accruals (YTY Δ in NOA) 11,589 5,026 9,345 (2,730) 1,587

Average net operating assets 69,614 61,306 54,121 50,813 51,385

 Statement of Cash Flows Accrual Info: 

Profi t from continuing operations 11,382 9,775 8,618 7,031 6,593

Operating cash fl ow (13,439) (11,676) (10,205) (10,412) (10,125)

Investing cash fl ow 15,753 10,520 4,658 3,974 4,728

Cash-fl ow-based aggregate accruals 13,696 8,619 3,071 593 1,196

 Th e accruals ratios for the last fi ve years are shown in  Exhibit 23 . 

  EXHIBIT   23      Accruals Ratios (in Millions of CHF)  

 2007  2006  2005  2004  2003 

B/S aggregate accruals (YTY Δ in NOA) 11,589 5,026 9,345 (2,730) 1,587

Divided by: Average net operating assets 69,614 61,306 54,121 50,813 51,385

Balance-sheet-based accruals ratio  16.6%  8.20%  17.3%  –5.4%  3.1% 

Cash-fl ow-based aggregate accruals 13,696 8,619 3,071 593 1,196

Divided by: Average net operating assets 69,614 61,306 54,632 51,324 51,385

CF accruals ratio  19.7%  14.1%  5.6%  1.2%  2.3% 
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 Th e analyst notes that the absolute level of accruals present in the balance sheet is not ex-
tremely high, but it is much higher in the most recent year than in the earlier years. Furthermore, 
the balance-sheet-based accruals ratio has fl uctuated signifi cantly. Th e analyst’s concern with the 
accruals ratio fl uctuations is that they could indicate the use of accruals to “time” earnings. 

 A slightly diff erent, but no less concerning, trend exists for the cash-fl ow-based accrual 
ratio. Th e accruals ratio is low in the early years of the analysis and increases steadily over time. 
In 2007 and 2006, they are signifi cantly higher than in the earlier years, indicating a higher 
degree of accruals present in the company’s earnings.   

 2.3.6. Cash Flow Relationships 
 Given his concerns about the possible use of accruals to manage earnings, the analyst decides to 
study the company’s cash fl ow and its relationship to net income. He begins his analysis with 
the compilation of Nestlé’s statements of cash fl ows shown in  Exhibit 24 . 

  EXHIBIT   24      Nestlé Statements of Cash Flows, 2003–2007 (in Millions of CHF)  

 2007  2006  2005  2004  2003 

Operating activities:

Profi t from continuing operations 11,382 9,775 8,618 7,031 6,593

Less share of results of associates (1,280) (963) (896) (1,588) (593)

Depreciation of property, plant, and equipment 2,620 2,581 2,382 2,506 2,408

Impairment of property, plant, and equipment 225 96 360 130 148

Amortisation of goodwill NA NA NA 1,599 1,571

Impairment of goodwill 251 38 218 0 0

Depreciation of intangible assets 591 480 346 278 255

Impairment of intangible assets 6 0 30 0 74

Increase/(decrease) in provisions and deferred taxes 162 (338) (526) 55 312

Decrease/(increase) in working capital 82 348 (315) 227 (688)

Other operating cash fl ows (600) (341) (12) 174 45

 Operating cash fl ow 13,439 11,676 10,205 10,412 10,125

Investing activities:

Capital expenditure (4,971) (4,200) (3,375) (3,295) (3,337)

Expenditure on intangible assets (619) (689) (758) (736) (682)

Sale of property, plant and equipment 323 98 220 246 244

Acquisition of businesses (11,232) (6,469) (995) (633) (1,950)

Disposal of businesses 456 447 193 266 725

Cash fl ows with associates 264 323 259 201 208

Other investing cash fl ows 26 (30) (202) (23) 64

 Investing cash fl ow (15,753) (10,520) (4,658) (3,974) (4,728)
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 2007  2006  2005  2004  2003 

Financing activities:

Dividend paid to shareholders of the parent (4,004) (3,471) (3,114) (2,800) (2,705)

Purchase of treasury shares (5,455) (2,788) (1,553) (715) (318)

Sale of treasury shares 980 906 1,295 573 660

Cash fl ows with minority interests (205) (191) 5 (189) (197)

Bonds issued 2,023 1,625 1,617 558 2,305

Bonds repaid (2,780) (2,331) (2,443) (903) (693)

Increase in other non-current fi nancial liabilities 348 134 279 162 0

Decrease in other non-current fi nancial liabilities (99) (289) (207) (845) (134)

Increase/(decrease) in current fi nancial liabilities 9,851 (14) (492) (1,204) (2,930)

Decrease/(increase) in short-term investments 3,238 6,393 (1,910) (2,564) (2)

Other fi nancing cash fl ows 0 (4) 2 0 0

 Financing cash fl ow 3,897 (30) (6,521) (7,927) (4,014)

Translation diff erences on fl ows (64) (360) 336 (494) (457)

 Increase/(decrease) in cash and cash equivalents 1,519 766 (638) (1,983) 926

Cash and cash equivalents at beginning of year 5,278 4,658 4,902 7,074 6,338

Eff ects of exchange rate changes on opening balance (203) (146) 394 (189) (190)

 Cash and cash equivalents retranslated at 
beginning of year 5,075 4,512 5,296 6,885 6,148

 Cash and cash equivalents at end of period 6,594 5,278 4,658 4,902 7,074

Cash interest paid 788 599 437 578 532

Cash taxes paid 3,072 2,811 2,540 2,523 2,267

 Th e analyst’s most pressing concern: Are Nestlé’s operating earnings backed by cash 
fl ow, or does the pattern presented by the accrual measures above indicate that the operating 
earnings may be more of an accounting result? To convince himself of the genuineness of the 
Nestlé earnings, he fi rst compares the operating cash fl ow before interest and taxes to the op-
erating income, adjusted for accounting changes as shown in  Exhibit 25 . 

  EXHIBIT   25      Operating Cash Flow to Operating Income, 2003–2007 (in Millions of CHF)  

 2007  2006  2005  2004  2003 

Operating cash fl ow 13,439 11,676 10,205 10,412 10,125

Cash interest paid 788 599 437 578 532

Cash taxes paid 3,072 2,811 2,540 2,523 2,267

Operating cash fl ow before interest and taxes 17,299 15,086 13,182 13,513 12,924

EXHIBIT 24 (Continued)

(continued)
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 2007  2006  2005  2004  2003 

 Operating income, equalized: 

Profi t before interest and taxes 14,434 12,786 10,956 8,487 8,901

Amortisation of goodwill — — — 1,599 1,571

Operating income, adjusted for accounting 
changes 14,434 12,786 10,956 10,086 10,472

 Operating cash fl ow before interest and 
taxes/Operating income  1.20  1.18  1.20  1.34  1.23 

 To keep the comparisons between cash fl ow and earnings symmetrical, the analyst added 
the cash paid for interest and taxes to the operating cash fl ow. Th e resulting operating cash fl ow 
before interest and taxes is the relevant operating cash fl ow for comparison to the operating 
income. Th is revision makes the cash from operations more directly comparable to accrual basis 
operating income; it is eff ectively the operating income (profi t before interest and taxes or EBIT) 
on a cash basis. In another adjustment to make all comparisons analogous, the analyst added 
goodwill amortisation to the 2003 and 2004 operating income amounts. International Finan-
cial Reporting Standard 3, “Business Combinations,” suspended the amortisation of goodwill 
after 31 March 2004; to subtract the amortisation in just two years of operating earnings would 
result in a misleading trend in the ratio of the relevant operating cash fl ow to operating earnings. 

 Th e analyst is encouraged by the fact that the operating cash fl ow before interest and taxes 
substantially exceeded the operating earnings in 2007, and in fact, for each of the last fi ve years. 
With the exception of 2004, the ratio of the relevant operating cash fl ow to operating earnings 
has consistently been around 1.20. 

 Knowing that Nestlé has made a number of acquisitions, the analyst decides to examine 
the relationship between operating cash fl ow and total assets. Th e total assets refl ect the sum 
total of management’s resource allocations. Th e relationship is shown in  Exhibit 26 . 

  EXHIBIT   26      Operating Cash Flow to Total Assets, 2003–2007     (in Millions of CHF)  

 2007  2006  2005  2004  2003 

Operating cash fl ow 13,439 11,676 10,205 10,412 10,125

Average total assets 108,232 102,262 95,453 88,874 88,457

Cash return on total assets 12.4% 11.4% 10.7% 11.7% 11.4%

 Th e 2007 cash return on total assets is the highest in the fi ve-year span and fairly consist-
ent during the entire period. A similar pattern of returns, albeit of a higher magnitude, results 
if operating cash fl ow before interest and taxes is used. Nevertheless, the analyst is encouraged 
to do more cash fl ow analysis due to the results of the accruals analysis, coupled with the slight 
volatility in the relationship between operating cash fl ow and operating income. He decides to 
compare cash fl ow to reinvestment, debt, and debt-servicing capacity, as shown in  Exhibit 27 . 

 Th e current cash fl ow measures for each metric are strong: Reinvestment needs have been 
covered by cash fl ow by a factor of 2.40 in 2007 and 2.39 in 2006, indicating ample resources 

EXHIBIT 25 (Continued)
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for the company’s reinvestment program. Th ose two measures are only slightly lower than the 
cash fl ow reinvestment coverage of the prior three years. Th e decrease is the result of higher 
amounts of capital expenditures in the recent years compared to the earlier years. 

 Th e 2007 cash fl ow to total debt ratio of 55.5 percent indicates that the company is not 
highly leveraged. Th e ratio is high enough to indicate additional borrowing could be arranged 
should an investment opportunity arise. Further, the analyst notes that Nestlé has the capacity 
to pay off  its debt in approximately four years even while maintaining its current reinvestment 
policy [31,147/(13,439 – 5,590)]. 

  EXHIBIT   27      Operating Cash Flow to Reinvestment, Debt, and Debt-Servicing Capacity, 2003–
2007 (in Millions of CHF)  

 2007  2006  2005  2004  2003 

 Cash fl ow to reinvestment: 

Operating cash fl ow 13,439 11,676 10,205 10,412 10,125

Capital expenditures 4,971 4,200 3,375 3,295 3,337

Expenditures on intangible assets 619 689 758 736 682

5,590 4,889 4,133 4,031 4,019

Cash fl ow to reinvestment  2.40  2.39  2.47  2.58  2.52 

 Cash fl ow to total debt: 

Operating cash fl ow before 
interest and taxes 17,299 15,086 13,182 13,513 12,924

Current debt (Short-term fi nancial 
liabilities) 24,541 15,494 18,841 14,722 15,419

Current derivative liabilities 477 470 922 856 846

Long-term debt (Long-term 
fi nancial liabilities) 6,129 6,952 8,277 10,891 14,064

31,147 22,916 28,040 26,469 30,329

Cash fl ow to total debt  55.5%  65.8%  47.0%  51.1%  42.6% 

 Cash fl ow interest coverage: 

Operating cash fl ow before 
interest and taxes 17,299 15,086 13,182 13,513 12,924

Interest paid 788 599 437 578 532

Cash fl ow interest coverage  22.0  25.2  30.2  23.4  24.3 

 Finally, the cash fl ow interest coverage ratio indicates more than satisfactory fi nancial 
strength in the current year, with cash fl ow 22.0 times the interest paid. Like the cash fl ow to 
total debt ratio, it indicates that the company actually has plenty of fi nancial capacity to add 
more debt if there is an investment reason. However, the current cash fl ow to interest is much 
lower than it was only two years ago at 30.2 times. Th e analyst is not overly concerned given 
the recent acquisitions by Nestlé.   
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 2.3.7. Decomposition and Analysis of the Company’s Valuation 
 At this point, the analyst believes he has obtained suffi  cient information about the company’s 
sources of earnings and returns on shareholder equity, its capital structure, the results of its 
capital allocation decisions, and its earnings quality. Before he makes his report to the port-
folio manager, he wants to study the company’s market valuation. During his reading of the 
annual report, he noted that Nestlé owns signifi cant equity stakes in Alcon (NYSE:ACL), a 
US ophthalmic products company (77.4 percent), and L’Oreal (Paris exchange: OR), a French 
cosmetics company (30.0 percent). By virtue of majority ownership in Alcon, Nestlé consol-
idates the company in its own fi nancial statements, while L’Oreal is handled in the fi nancial 
statements as an investment, because Nestlé’s ownership stake does not give it control. While 
these companies contribute to the earnings of Nestlé as a whole, they also are valued in the 
public markets separately and their discrete valuations may be very diff erent from a pure Nestlé 
valuation. To determine the value that the market is placing solely on Nestlé operations, the 
analyst fi rst removes the value of the Alcon and L’Oreal holdings from the Nestlé market value, 
as shown in  Exhibit 28 . 

  EXHIBIT   28      Nestlé Market Value without Alcon and L’Oreal as of 31 December 2007 (Currency 
in Millions, except Share Prices)  

 L’Oreal Value: 

12/31/2007 share price €97.98

Shares held by Nestlé (millions) 178.381

L’Oreal holding value €17,478

12/31 euro: CHF rate 1.657

 L’Oreal holding value in Swiss francs CHF 28,961

 Alcon Value: 

12/31/2007 share price $140.78

Shares held by Nestlé (millions) 230.250

Alcon holding value $32,415

12/31 USD: CHF rate 1.126

 Alcon holding value in Swiss francs CHF 36,499

 Nestlé Market Value, with and without holdings 

Nestlé 12/31/2007 share price CHF 497.77

Shares outstanding (millions) 393.073

Nestlé market capitalization CHF 195,661

Value of L’Oreal holding (28,961)

Value of Alcon holding (36,499)

 Implied value of Nestlé operations CHF 130,201

 Pro rata market value: 

L’Oreal 14.8%

Alcon 18.7%

Nestlé 66.5%

100.0%
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 Th e value of the L’Oreal and Alcon holdings is approximately one-third of the value of 
Nestlé’s market capitalization. Th e analyst now wants to remove their earnings from the earn-
ings of the combined entity ( Exhibit 29 ) so as to make price/earnings comparison for Nestlé 
earnings alone. For L’Oreal, this is simple: L’Oreal and Nestlé both report on an IFRS basis 
and Nestlé discloses in its annual report that L’Oreal has contributed CHF 1,302 to the current 
year earnings. 

 It is a more complicated, and less precise, exercise to remove the Alcon earnings from the 
consolidated whole. Alcon’s fi nancial statements are fi led in the United States and are prepared 
on a US GAAP basis. Although Alcon is responsible for providing Nestlé with information 
on an IFRS basis, there is no publicly available reconciliation showing diff erences in reported 
earnings. Th e analyst can only estimate the amount of Alcon net earnings embedded in Nestlé’s 
earnings on an IFRS basis. In reading the 2007 Management Review of Nestlé, he noted a 
mention of Alcon’s sales and EBIT for 2007: CHF 6,700 and 2,300, respectively. Referencing 
the 2007 consolidated statement of earnings found in the US 20-F fi ling, he retrieves the other 
post-EBIT items and converts them into Swiss franc amounts using the average rate for 2007, 
found in the Nestlé 2007 fi nancial statements. Th ose amounts are then combined with the 
EBIT; the resulting pretax fi gure is taxed at the Nestlé eff ective rate. 

 Th e estimate is crude, because it implicitly assumes the four non-EBIT item amounts, 
pulled from the US fi nancial statements, would be the same under IFRS. Th e analyst does 
note, however, that the revenues on an IFRS basis were nearly the same amount as on a US 
basis, when converted into Swiss francs at the average 2007 exchange rate. Th e Management 
Review mentioned that Alcon had 2007 revenues of CHF 6,700 million; converted into US 
dollars at an average rate of 1.196, the dollar equivalent revenues are $5,602 million compared 
to the $5,599 million presented in the Alcon 20-F. Apparently, no signifi cant diff erence exists 
between the revenues on an IFRS basis or US GAAP basis. Applying the same exercise to the 
IFRS-based EBIT of CHF 2,300 million mentioned in the Management Review, the US dol-
lar equivalent is $1,923 million, compared to the 20-F amount of $1,892 million. Th e analyst 
excludes the US GAAP charge for in-process R&D from the 20-F EBIT amount; in-process 
R&D is capitalized under IFRS. Th e diff erence in the EBIT fi gures is minor, only about 2 
percent, giving the analyst some comfort that the two bases of accounting produce much the 
same results for a large part of the reported Alcon earnings. 

 After isolating the diff erent earnings sources, the analyst prepares the table shown in 
 Exhibit 30 , which compares the diff erent market values and price/earnings ratios. 

  EXHIBIT   29      Calculation of Nestlé Earnings without Alcon and L’Oreal as of 12/31/2007 (All 
Currency in Millions)  

 In US $  In CHF 

  Calculation of Alcon estimated IFRS earnings:  

EBIT 2,300.0

Gain from foreign currency, net $11.2 13.4

Interest income 69.3 82.9

Interest expense (50.0) (59.8)

Other, net 15.4 18.4

Total after-EBIT items 54.9

Earnings before income taxes 2,354.9
(continued)
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 In US $  In CHF 

Income taxes at 25.3% (Nestlé’s eff ective tax rate) 595.8

Estimated Alcon contribution to net income 1,759.1

Minority interest percentage: (1–77.4%) 22.6%

Portion allocable to minority interest 397.6

Portion allocable to Nestlé group shareholders 1,361.5

  Calculation of non-Alcon minority interest:  

Reported profi t attributable to minority interests 733.0

Less: Alcon-related portion (397.6)

Non-Alcon minority interest 335.4

  Calculation of Nestlé stand-alone earnings:  

Nestlé consolidated earnings 11,382.0

Less: L’Oreal earnings (1,302.0)

Less: Estimated Alcon contribution to net income (1,759.1)

Nestlé stand-alone earnings 8,320.9

Non-Alcon minority interest (335.4)

Nestlé stand-alone earnings to shareholders 7,985.5

 From Alcon 20-F, Restated into CHF at Average 2007 CHF/USD Exchange Rate of 1.196   

 At the time of the analysis (early 2008), Nestlé’s common stock traded at a price/earnings 
multiple of 18.4 based on its year-end stock price and trailing earnings: a discount of 17 per-
cent to the price/earnings multiple of 22.2 for the S&P 500 at year end 2007. Yet once earn-
ings and available market value of the non-Nestlé holdings are taken out of the price/earnings 
valuation, the shares of the “Nestlé-only” company are selling on an even more discounted 
basis: at 16.3 times earnings, the discount to the overall market’s price/earnings multiple was a 
steeper 27 percent. Th e analyst believes the discount is inappropriate for a company with the 
demonstrated cash fl ow and low fi nancial leverage of Nestlé; it also seems severe in terms of 
the company’s returns on equity. Th e analyst concludes that Nestlé shares may be undervalued 
relative to the market. 

 At this time, the analyst believes that he has processed and analyzed the data suffi  ciently 
to pull together his fi ndings and make his report to the portfolio manager. 

  EXHIBIT   30      Comparison of Decomposed Nestlé Earnings and Price/Earnings Ratios (CHF in 
Millions)  

 Market Values 
 Earnings (Group 

Shareholder Level)  Respective P/Es: 

Alcon 36,499 1,361.5 26.8

L’Oreal 28,961 1,302.0 22.2

Implied Nestlé-only 130,201 7,985.5 16.3

Actual 195,661 10,649.0 18.4

EXHIBIT 29 (Continued)
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 Recap in %:  Market Value (%)  Earnings (%) 

L’Oreal 14.8 12.8

Alcon 18.7 12.2

Nestlé 66.5 75.0

100.0 100.0

 2.4. Phase 5: Develop and Communicate Conclusions and Recommendations 
(e.g., with an Analysis Report) 

 As a result of the analyses performed, the analyst has gathered suffi  cient evidence regarding 
many of the operational and fi nancial characteristics of Nestlé and believes he is able to address 
the concerns initially expressed by the portfolio manager. Summary points he will cover in his 
report are divided into two classes: support for an investment in Nestlé shares and causes for 
concern.  

 2.4.1. Support for an Investment in Nestlé Shares  
•    Nestlé’s earnings growth and returns have come from its own operations, acquisitions, and 

investments in associates. Nestlé has the fi nancial stability to fund growth in its existing 
operations and carry out its growth-by-acquisition strategy. Th e company’s current liquidity 
and cash fl ows are more than adequate for future operating and investment purposes. Th e 
company has low leverage, and the capital structure is capable of supporting future opera-
tions and strategic plans.  

•    Th e company’s margins and ROE have been consistently positive and generally have ex-
hibited an upward trend. Th e disaggregation of the eff ects of income from associates on 
margins and ROE indicates that the investment in associates has improved ROE and mar-
gins but has not been the primary driver of ROE or margins. Nestlé’s performance appears 
sustainable.  

•    Th e operating cash fl ows have consistently exceeded the operating earnings. Th e ratio of 
operating cash to operating income has been fairly consistent, approximately 1.20, and gives 
confi dence in the quality of the earnings. Measures comparing cash fl ows to reinvestment, 
debt, and debt-servicing capacity indicate strength in fi nancial capacity.  

•    Nestlé has been increasing its size by acquisitions, evidenced by the growth of goodwill in 
its asset mix, and its cash return on assets has been increasing over the last three years. Th e 
current cash return on total assets is the highest in the fi ve-year span. Th e acquisitions appear 
to be generating the required cash to justify the acquisitions.  

•    Decomposing the earnings into Nestlé-only, L’Oreal, and Alcon and considering the re-
spective P/Es, it appears that the implied Nestlé-only portion is undervalued. Th e implied 
Nestlé-only portion has a far lower P/E than Alcon, L’Oreal, or the market. Th is should 
be considered an opportunity, given Nestlé’s demonstrated cash fl ows and low fi nancial 
leverage.     

 2.4.2. Causes for Concern  
•    Th e increases in balance-sheet-based and cash fl ow accrual ratios raised the possible issue of 

earnings management. However, this concern was alleviated by the comparison of operating 
cash fl ows with various measures as noted above.  
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•    Th e company has some unusual priorities in the allocation of capital expenditures. Th e 
low-margined Waters business seems to be taking in an inordinate amount of the company’s 
capital expenditures. Th is will be an area of constant monitoring if the company makes an 
investment in Nestlé common stock.  

•    Th e research department’s monitoring cost, in terms of time and eff ort, for an investment 
in Nestlé common stock may require an analyst to follow two additional companies. While 
Nestlé is viewed by the market as just one company, the presence of Alcon and L’Oreal are 
important separable components that refl ect considerably on the aggregate Nestlé perfor-
mance. If an investment in Nestlé stock requires an analyst to follow two additional compa-
nies, there is less analytical capacity available for other investments to be evaluated or to be 
monitored on a continuing basis.   

 Th e analyst concludes that Nestlé represents a good investment opportunity and recommends 
it as such.    

 2.5. Phase 6: Follow-up 

 Because of the discounted value of Nestlé shares and the fi nancial strength and stability of 
the company, the portfolio manager decides to commit the pension fund to a core invest-
ment holding of Nestlé common stock. Th e portfolio manager is somewhat troubled with 
the resource allocation within the company, and wants to continually re-evaluate the holding. 
Unproductive capital spending may be a trigger for eliminating the holding. Th e analyst is 
charged with updating his fi ndings in the initial research report at each reporting period, 
with a particular emphasis on the company’s progress and continued investment in the Waters 
segment; the quality measures expressed by the accruals tests; and the cash fl ow support of 
earnings, with particular regard to returns on assets.     

 3. CASE STUDY 2: OFF-BALANCE SHEET LEVERAGE FROM 
OPERATING LEASES 

 Th e quantitative analyst for a large equity mutual fund has become concerned that the fund’s 
research analysts may not be looking for off -balance sheet fi nancing as much as they should. 
While the fund’s investment philosophy has always been rooted in understanding the fun-
damentals of an investee company, the accounting scandals of the early 2000s and the more 
recent credit crisis in the United States has convinced the quantitative analyst the fund should 
be focusing more eff orts on determining the unseen fi nancial leverage that companies may be 
employing. Due to the nature of the fund’s investments in service industries, there has been 
little concern with unseen fi nancial leverage. 

 Th e fund’s investment philosophy has always led them to invest in service industries, 
with little operating leverage or inventory risk, and to avoid industries with high fi nancial and 
operating leverage, such as the airline and retail industries. Th e companies in the latter indus-
tries are capital-intensive and typically have highly leveraged balance sheets, and also employ 
off -balance sheet leverage in the form of operating leases. Investors in those industries, as a 
result, are inclined to look for off -balance sheet fi nancing. However, because the fund invests 
in service industries, off -balance sheet fi nancing is assumed to be a nonissue. Th e quantitative 
analyst wonders if this is in fact true.  
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 3.1. Phase 1: Defi ne a Purpose for the Analysis 

 As a result of this concern, the quantitative analyst decides to look for companies in the fund’s 
holdings where off -balance sheet fi nancing may be an issue. He decides to focus on identifying 
companies with potentially unrecorded capital leases. Th e objective is not to come up with a 
point estimate of unrecorded leases or other sources of off -balance sheet fi nancing, but rather 
to discover any companies in the fund’s portfolio that might have hidden leverage and, if in 
fact such leverage exists, to analyze the impact of the leverage.   

 3.2. Phase 2: Collect Input Data 

 To identify companies with potentially unrecorded leases, the quantitative analyst fi lters the 
fund’s holdings using a fi nancial database. He compares the ratio of 7.4 times the current rent 
(operating lease) expense to total assets with a threshold percentage of 5 percent. 7.4 is the 
present value factor on a ten-year constant payment discounted at 6 percent; multiplying 7.4 
times the rental expense generates an estimate of the incremental assets and debt under a ten-
year capital lease discounted at 6 percent. While there is no way of knowing the actual terms 
of all the leases held by companies in the fund’s holdings, the analyst assumes a ten-year lease 
is representative of current-lease terms. 

 Th e ratio of the estimated incremental assets and liabilities to total assets is compared to 5 
percent. Th e quantitative analyst is only concerned with major understatements of assets and 
liabilities due to off -balance sheet treatment of operating leases and selects a 5 percent under-
statement threshold for further investigation of portfolio companies. If the ratio of “hidden” 
assets to total assets exceeds 5 percent for any of the companies in the fund’s holdings, that 
company’s information will be subjected to further analysis to see if in fact there are signifi cant 
assets and liabilities that could be justifi ably capitalized on the balance sheet.   

 3.3. Phase 3: Process Data/Phase 4: Analyze/Interpret the Processed Data 

 Th e screening process, shown in  Exhibit 31 , identifi es a company that surprises the quanti-
tative analyst: French advertising company Publicis Groupe (Euronext Paris: PUB). 

  EXHIBIT   31      Publicis Groupe: Operating Lease Expense Capitalized at 7.4 Times 

2007 lease expense €189.0

Lease multiplier 7.40

Estimated incremental assets and debt € 1,398.6

2007 total assets €12,244.0

Estimated incremental assets to total reported assets 11%

 Th e quantitative analyst is puzzled: Not only does the company lack heavy machinery or 
retail outlets to fi nance invisibly through operating leases, but even for a service company it is 
highly people-intensive. According to the Publicis Groupe annual report, there were 43,808 
employees at the end of 2007; it has large offi  ce space needs to accommodate those employees. 
Publicis Groupe does business in virtually every country in the world and owns few offi  ces, 
primarily leasing. 

 At 11 percent of total reported assets, the situation demands closer investigation by the 
analyst responsible for covering Publicis Groupe (the PG analyst). Th e PG analyst consults the 
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2007 annual report and fi nds that Publicis Groupe has signifi cant long-term lease obligations 
through 2012, with another €455 million beyond that. He assumes that the post-2012 lease 
payments will be the same amount as in 2012, extinguishing the entire amount of the €455 
million by 2016. From a scan of the company’s debt schedule, he sees that the company has 
issued a Eurobond due in 2012 with an eff ective interest rate of 4.3 percent. He then assumes 
that the lease borrowing rate that Publicis Groupe would bear on the operating leases if they 
were capitalized might approximate 4.5 percent. From the payment schedule, he constructs the 
estimated present value of discounted lease payments shown in  Exhibit 32 . 

  EXHIBIT   32      Publicis Groupe: Operating Lease Payments and Present Value (in Millions)  

 Operating 
Lease Payments  At 12/31/2007  PMT PV 

2008 €215 €206

2009 186 170

2010 160 140

2011 141 118

2012 136 109

2013 136 104

2014 136 100

2015 136 96

2016 47 32

€1,293 €1,075

 With the refi ned estimate of incremental asset basis and debt, the PG analyst revises 
balance sheet amounts and ratios with the new information on a pro forma basis, as shown in 
 Exhibit 33 . 

 Regardless of the leverage measure under scrutiny, Publicis Groupe becomes signifi cantly 
more leveraged in the capitalization of the operating lease pro forma scenario than under the 
present operating lease reporting. In  Exhibit 34 , the analyst examines the impact on interest 
coverage if the operating leases are capitalized. 

 While Publicis Groupe still has ample interest coverage, the ratio presents a far diff erent 
picture of fi nancial strength than the as-reported fi gures. Th e PG analyst consults with the mu-
tual fund’s internal strategist, who is forecasting an economic slowdown. Th e PG analyst con-
cludes that this will reduce advertising spending, which will adversely aff ect Publicis Groupe. 

  EXHIBIT   33      Publicis Groupe: 2007 Leverage Ratios after Capitalizing Operating Leases 

 As Reported  Pro Forma 

 Financial leverage: 

Total assets €12,244

Total assets including estimated incremental 
assets based on capitalizing operating leases €13,319

Total equity €2,225 €2,225

Financial leverage  5.50  5.99 



Chapter 18 Integration of Financial Statement Analysis Techniques 975

 As Reported  Pro Forma 

 Debt to equity: 
Estimated incremental liability based on 
capitalizing operating leases — €1,075
Long-term fi nancial debt 1,293 1,293
Total long-term fi nancial debt €1,293 €2,368
Long-term fi nancial debt to equity:  58.1%  106.4% 
 Debt to long-term capital: 
Long-term fi nancial debt €1,293 €2,368
Total equity 2,225 2,225
Long-term capital (L-T fi nancial debt + equity) €3,518 €4,593
Long-term fi nancial debt to long-term capital  36.8%  51.6% 

  EXHIBIT   34      Publicis Groupe: 2007 Interest Coverage Ratio without and with Capitalizing 
Operating Leases 

 As Reported  Pro Forma 

Earnings before interest and taxes €746 €746
Average rent expense (2007 and 2006) 191
Estimated depreciation expense on 
newly recognized assets (€1,075.3M/9 
years, the estimated lease term) (119)
Revised EBIT  €818 
Average interest rate on debt 4.5%
Interest expense as reported €73.0 €73.0
Assumed interest expense on leases 
(4.5% × 1075.3) 48.4
Adjusted interest expense  €121.4 
Interest coverage  10.2  6.7 

 3.4. Phase 5: Develop and Communicate Conclusions and Recommendations (e.g., 
with an Analysis Report) 

 Th e fi nancial strength of the company, as evidenced by the debt and interest coverage ratios, 
does not appear as great when the operating leases are capitalized. Further, the PG analyst is 
concerned with the possible market response to a change in accounting for operating leases. 
In the most recent update of their Memorandum of Understanding for achieving accounting 
standard convergence, completed 11 September 2008, the FASB and the IASB agreed to devel-
op a new lease standard by 2011. One likely reform is that all leases, including those currently 
defi ned as operating leases, might be required to be capitalized. 

 If Publicis Groupe was required to capitalize its lease obligations, then the balance sheet 
of Publicis Groupe would show far less available capacity for adding debt than currently. Th e 
ratios would deteriorate as shown by the pro forma information. While it is possible that 

EXHIBIT 33 (Continued)
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bankers, bond investors, and shareholders make such adjustments in their lending decisions 
and in valuing the equity, the PG analyst is not convinced of the market’s effi  ciency and is 
concerned with a decline in value when the hidden leverage is shown on the balance sheet. 
Given the signifi cant hidden leverage within Publicis Groupe and a negative macroeconomic 
outlook, the PG analyst recommends that the fund decrease its holding in Publicis Groupe.   

 3.5. Phase 6: Follow-up 

 Th e quantitative analyst and PG analyst will continue to observe the value of Publicis Groupe 
to get feedback on the decision. Accounting pronouncements and changes will be monitored 
for potential impact on fi nancial statements. Th ey are both watching for and ready to assess 
the impact of a change in the accounting treatment of operating leases, should it occur, on the 
value of companies with signifi cant hidden leverage.     

 4. CASE STUDY 3: ANTICIPATING EFFECTS OF CHANGES IN 
ACCOUNTING STANDARDS 

 Th e quantitative analyst of the large equity mutual fund, consistent with his mandate to mon-
itor accounting pronouncements and changes, decides to look further at the technical plans on 
the websites of the International Accounting Standards Board and the Financial Accounting 
Standards Board.  3    In looking at the websites, he becomes aware of some very near-term eff orts 
at the FASB in the United States to change the accounting for securitizations. 

 Currently under Statement 140, a company can remove fi nancial assets from its balance 
sheet by placing them into a qualifi ed special purpose entity, which then issues securities repre-
senting interests in those assets. If carried out in accordance with Statement 140 accounting, this 
transaction results in the recognition of a sale of the assets and their elimination from the bal-
ance sheet. Th e qualifi ed special purpose entity, and the securities issued by it, does not appear 
on the seller’s balance sheet. Th e combination of asset removal and non-recognition of liabilities 
may have a powerfully benefi cial eff ect on fi nancial leverage presented in the balance sheet. 

 Th e FASB has considered eliminating the concept of a “qualifi ed” special purpose entity 
from the securitization accounting contained in Statement 140, and requiring consideration 
of such vehicles under the accounting requirements of FASB Interpretation 46, Revised (FIN 
46(R)). Th e revised accounting standards would make a sale treatment of fi nancial instru-
ments—such as mortgage loans, accounts receivable, or credit card receivables—through a secu-
ritization much less likely. Companies could still securitize fi nancial assets, but they would not 
be as easily removed from the balance sheet as under Statement 140. Liabilities issued in connec-
tion with the securitizations would also be likely to be shown on the company’s balance sheet. 

 If the FASB’s plans come to pass, then the United States accounting for securitizations 
would be closer to the accounting contained in International Accounting Standard 39, Finan-
cial Instruments: Recognition and Measurement. If the proposed accounting changes are to be 
applied to  existing  securitization transactions, it will probably cause companies to reconsolidate 
assets onto their balance sheets, along with associated liabilities, that had previously been ac-
counted for as being sold. Th at could cause drastic changes in the leverage of companies that 
had been securitizing fi nancial assets. 

  3     www.iasb.org/Current+Projects/IASB+Projects/IASB+Work+Plan.htm  and  www.fasb.org/project/ , res-
pectively. 
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 Knowing that the mutual fund has holdings in several fi nancial institutions that frequent-
ly securitize assets, the quantitative analyst contacted the fi nancial analyst responsible for the 
fi nancial institutions and advised him to look into the potential changes.  

 4.1. Phase 1: Defi ne a Purpose for the Analysis 

 Th e fi nancial analyst’s objective is to identify fi nancial institutions with securitizations 
that might be susceptible to the potential new accounting treatment, to analyze the eff ect 
this would have on reported leverage, and to consider the consequences of the reported 
leverage. 

 Th e fi nancial analyst realized that the mutual fund’s large holding in Discover Financial 
Services (NYSE: DFS) could be at risk from the possible accounting changes. She knows that 
the SEC requires companies to disclose the anticipated eff ects of new accounting pronounce-
ments in the Management’s Discussion and Analysis (MD&A) section of the 10-K fi ling. 
However, this disclosure does not occur until after a standard had been issued, and occurs with 
varying degrees of diligence by companies aff ected by a particular accounting pronouncement. 
Rather than waiting for the FASB to issue the pronouncement, and perhaps fi nding adequate 
disclosure of the eff ects of it in the 2008 10-K issued in early 2009, she decides to use existing 
disclosures to estimate the impact of the FASB’s intended changes in securitization account-
ing. She considers it far more important to estimate the direction of changes in balance sheet 
leverage now, rather than wait for an exact amount.   

 4.2. Phase 2: Collect Input Data 

 She obtains the current 2008 10-Q fi lings and the 2007 10-K fi ling for Discover Financial Ser-
vices (Discover Financial), and notices that the MD&A section and the segment information 
footnote presents certain fi nancial data on a “managed basis.” On this basis, the information 
is presented as if Discover Financial’s sale treatment of credit card receivables had never oc-
curred; instead the fi nancial data is shown as if the securitization had been treated as a secured 
borrowing, with the assets remaining on the balance sheet and also including the securitization 
liabilities on the balance sheet.   

 4.3. Phase 3: Process Data/Phase 4: Analyze/Interpret the Processed Data 

 Using the balance sheets and the “managed basis” data related to securitization adjustments, 
she revises the reported balance sheet as of year end 30 November 2007 to a managed basis as 
shown in  Exhibit 35 . 

  EXHIBIT   35      Discover Financial Services: Removing Eff ects of “Sale” Treatment Securitizations 
($ in Th ousands)  

 Assets  Reported 
 Securitization 
Adjustments 

 Managed 
Basis 

Cash and cash equivalents $8,787,095 $8,787,095

Available-for-sale securities 420,837 420,837

Held-to-maturity securities 104,602 104,602

(continued)
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 Assets  Reported 
 Securitization 
Adjustments 

 Managed 
Basis 

Loans receivable:

   Loan portfolio:

      Credit card 23,468,965 $28,599,309 52,068,274

      Commercial loans 234,136 234,136

      Other consumer loans 251,194 251,194

         Total loan portfolio 23,954,295 52,553,604

   Total loan receivables 23,954,295 $28,599,309 52,553,604

   Allowance for loan losses (916,844) (916,844)

      Net loan receivables 23,037,451 51,636,760

Accrued interest receivable 139,414 139,414

Amounts due from asset securitization 3,093,472 3,093,472

Premises and equipment, net 658,492 658,492

Goodwill 255,421 255,421

Intangible assets, net 98,043 98,043

Other assets 781,278 781,278

Assets of discontinued operations 0 0

Total assets $37,376,105 $28,599,309 $65,975,414

 Liabilities and Stockholders’ Equity 

Total liabilities $31,776,683 $28,599,309 $60,375,992

Total stockholders’ equity 5,599,422 5,599,422

Total liabilities and equity $37,376,105 $28,599,309 $65,975,414

 Th e managed basis information indicates that loan receivables and total assets have increased 
by $28.6 billion; the analyst assumes that the increase relates solely to the credit card loan port-
folio. No additional information is provided that describes how the short-term and long-term 
liabilities would be aff ected by the inclusion of the securities resulting from the application of the 
managed basis. Th erefore, the analyst adjusts for the impact under the heading of “total liabilities,” 
implicitly assuming that the liabilities recognized would be the same as the assets recognized. 

 Th e adjustments have a signifi cant impact on the balance sheet. Total assets increase 77 
percent; total liabilities increase 90 percent. She then applies the same adjustment to the bal-
ance sheets as of 29 February 2008 and 31 May 2008 using information from the respective 
MD&A sections of the fi lings, and produces the schedule shown in  Exhibit 36 . Th e presenta-
tion shows 30 November 2007 on the left and 31 May 2008 on the right.  

 On an as-reported basis, the company appears to have become less leveraged over the last 
six months. Financial leverage (total assets divided by total equity) was 6.67 at 30 November 
2007 and decreased to 5.85 by 31 May 2008. Discover Financial’s application of Statement 
140 treated its securitizations of receivables as if they were asset sales instead of secured borrow-
ings. Th is has the eff ect of decreasing overall leverage. When calculating the fi nancial leverage 
ratio on a pro forma managed basis—as if the securitized receivables were still the assets of the 

EXHIBIT 35 (Continued)
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company—Discover Financial shows higher leverage but similar improvement over the same 
period. On a managed basis, the fi nancial leverage was 11.78 at 30 November 2007 and de-
creased to 10.53 by 31 May 2008. Th e Statement 140 sale treatment understated leverage by 
43 percent (11/30/07), 43 percent (2/29/08), and 44 percent (5/31/08) in the three respective 
periods. 

 Another measure of fi nancial leverage, liabilities as a percentage of total assets, shows the 
as-reported liabilities would be 82.9 percent of total capital at 31 May 2008. Th at proportion 
is 90.5 percent in a calculation based on managed basis fi gures. While fi nancial leverage on 
either basis (as-reported or managed) shows a lessening of leverage over the six-month period, 
that decline is less on a managed basis. Further, the absolute level of leverage would be signifi -
cantly increased in a standard change like the one contemplated by the FASB. 

 Th e fi nancial analyst then looks to the MD&A for information on the eff ects the managed 
basis would have on the income statement. While net interest income, provision for loan loss-
es, and other income would change, the net income would be unaff ected. It appears that the 
balance sheet impacts are those of concern.   

 4.4. Phase 5: Develop and Communicate Conclusions and Recommendations (e.g., 
with an Analysis Report) 

 Th e balance sheet eff ects concern the fi nancial analyst on several levels. First, she is concerned 
that the current accounting treatment for securitizations masks the company’s true leverage. 
Second, she is concerned that expected changes by standard setters will force Discover Finan-
cial to present a balance sheet that is more highly leveraged than investors have come to expect. 
Th at may raise concerns among other market participants about the company’s fi nancial stand-
ing, possibly weakening the company’s valuation. Th ird, she is concerned that the company 
may try to off set the eff ects of the anticipated accounting change by raising equity, which 
would dilute the company’s ownership and also possibly weaken the company’s valuation. 

 She believes it is highly probable that the FASB will act on the project to change State-
ment 140 accounting and that it can only portend negative eff ects for the company’s holding 
in Discover Financial Services. She recommends that the company reduce its holdings in Dis-
cover Financial Services.   

 4.5. Phase 6: Follow-up 

 Specifi cally, the quantitative analyst and fi nancial analyst will continue to observe the value of 
Discover Financial Services to get feedback on the decision. Generally, accounting pronounce-
ments and changes will be monitored for potential impact on fi nancial statements and on 
company valuation.    

 5. SUMMARY 

 Th e three case studies demonstrate the use of fi nancial analysis in decision making. Each case 
is set in a diff erent type of industry: manufacturing, service, and fi nancial service. Th e diff erent 
focus, purpose, and context for each analysis result in diff erent techniques and tools being 
applied to the analysis. However, each case demonstrates the use of a common fi nancial state-
ment analysis framework. In each case, an economic decision is arrived at; this is consistent 
with the primary reason for performing fi nancial analysis: to facilitate an economic decision.   
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                                   PROBLEMS       

  Th e following information relates to Questions 1–8 

 Sergei Leenid, CFA, is a long-only fi xed income portfolio manager for the Parliament Funds. 
He has developed a quantitative model, based on fi nancial statement data, to predict changes 
in the credit ratings assigned to corporate bond issues. Before applying the model, Leenid fi rst 
performs a screening process to exclude bonds that fail to meet certain criteria relative to their 
credit rating. Existing holdings that fail to pass the initial screen are individually reviewed for 
potential disposition. Bonds that pass the screening process are evaluated using the quanti-
tative model to identify potential rating changes. 

 Leenid is concerned that a pending change in accounting rules could aff ect the results of 
the initial screening process. One current screen excludes bonds when the fi nancial leverage ra-
tio (equity multiplier) exceeds a given level and/or the interest coverage ratio falls below a given 
level for a given bond rating. For example, any “A” rated bond of a company with a fi nan-
cial leverage ratio exceeding 2.0 or an interest coverage ratio below 6.0 would fail the initial 
screening. Th e failing bonds are eliminated from further analysis using the quantitative model. 

 Th e new accounting rule would require substantially all leases to be capitalized on a com-
pany’s balance sheets. To test whether the change in accounting rules will aff ect the output 
of the screening process, Leenid collects a random sample of “A” rated bonds issued by com-
panies in the retail industry, which he believes will be among the industries most aff ected by 
the change. 

 Two of the companies, Silk Road Stores and Colorful Concepts, recently issued bonds 
with similar terms and interest rates. Leenid decides to thoroughly analyze the potential eff ects 
of the change on these two companies and begins by gathering information from their most 
recent annual fi nancial statements (Exhibit 1). 

 After examining lease disclosures, Leenid estimates the average lease term for each company 
at 8 years with a fairly consistent lease expense over that time. He believes the leases should be 
capitalized using 6.5 percent, the rate at which both companies recently issued bonds. 

    EXHIBIT 1       Selected Financial Data for Silk Road Stores and Colorful Concepts 

 Silk Road  Colorful Concepts 

Revenue 3,945 7,049

EBIT 318 865

Interest expense 21 35

Income taxes 121 302

Net income 176 528

Average total assets 2,075 3,844

Average total equity 1,156 2,562

Lease expense 213 406

 While examining the balance sheet for Colorful Concepts, Leenid also discovers that 
the company has a 204 ending asset balance (188 beginning) for investments in associates, 
primarily due to its 20 percent interest in the equity of Exotic Imports. Exotic Imports is a 
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specialty retail chain and in the most recent year reported 1,230 in sales, 105 in net income, 
and had average total assets of 620.  

   1  .     If the accounting rules were to change, Silk Road’s assets would increase by ap-
proximately:  
  A  .     1,297.  
  B  .     1,576.  
  C  .     1,704.    

   2  .     If the accounting rules were to change, Silk Road’s interest coverage ratio would be  closest  
to:  
  A  .     3.03.  
  B  .     3.50.  
  C  .     5.04.    

   3  .     If the accounting rules were to change, Silk Road’s fi nancial leverage ratio would be 
 closest  to:  
  A  .     1.37.  
  B  .     1.79.  
  C  .     2.92.    

   4  .     Will the change in accounting rules impact the result of the initial screening process for 
Colorful Concepts?  
  A  .     It passes the screens now, but will not pass if the accounting rules change.  
  B  .     It passes the screens now and will continue to pass if the accounting rules 

change.  
  C  .     It fails the screens now and will continue to fail if the accounting rules change.    

   5  .     Based on Leenid’s analysis of the results of the initial screening, relative to Colorful Con-
cepts the bond rating of Silk Road should be:  
  A  .     lower.  
  B  .     higher.  
  C  .     the same.    

   6  .     Ignoring the potential impact of any accounting change and excluding the investment in 
associates, the net profi t margin for Colorful Concepts would be  closest  to:  
  A  .     6.0%.  
  B  .     7.2%.  
  C  .     7.5%.    

   7  .     Ignoring the impact of any accounting change, the asset turnover ratio for Colorful Con-
cepts excluding the investments in associates would:  
  A  .     stay the same.  
  B  .     increase by 0.10.  
  C  .     decrease by 0.10.    

   8  .     Excluding the investments in associates would result in the interest coverage ratio for 
Colorful Concepts being:  
  A  .     lower.  
  B  .     higher.  
  C  .     the same.           
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  Th e following information relates to Questions 9–15 

 Quentin Abay, CFA, is an analyst for a private equity fi rm interested in purchasing Bickchip 
Enterprises, a conglomerate. His fi rst task is to determine the trends in ROE and the main 
drivers of the trends using DuPont analysis. To do so he gathers the data in Exhibit 1. 

    EXHIBIT 1       Selected Financial Data for Bickchip Enterprises (€ Th ousands)  

 2009  2008  2007 

Revenue 72,448 66,487 55,781

Earnings before interest and tax 6,270 4,710 3,609

Earnings before tax 5,101 4,114 3,168

Net income 4,038 3,345 2,576

Asset turnover 0.79 0.76 0.68

Assets/Equity 3.09 3.38 3.43

 After conducting the DuPont analysis, Abay believes that his fi rm could increase the ROE 
without operational changes. Further, Abay thinks that ROE could improve if the company 
divested segments that were generating the lowest returns on capital employed (total assets less 
non-interest-bearing liabilities). Segment EBIT margins in 2009 were 11 percent for Automa-
tion Equipment, 5 percent for Power and Industrial, and 8 percent for Medical Equipment. 
Other relevant segment information is presented in Exhibit 2. 

    EXHIBIT 2       Segment Data for Bickchip Enterprises (€ Th ousands)  

 Capital Employed 
 Capital Expenditures 

(Excluding Acquisitions) 

 Operating Segments  2009  2008  2007  2009  2008  2007 

Automation Equipment 10,705 6,384 5,647 700 743 616

Power and Industrial 15,805 13,195 12,100 900 849 634

Medical Equipment 22,870 22,985 22,587 908 824 749

49,380 42,564 40,334 2,508 2,416 1,999

 Abay is also concerned with earnings quality, so he intends to calculate Bickchip’s 
cash-fl ow-based accruals ratio and the ratio of operating cash fl ow before interest and taxes to 
operating income. To do so, he prepares the information in Exhibit 3. 

    EXHIBIT 3       Earnings Quality Data for Bickchip Enterprises (€ Th ousands)  

 2009  2008  2007 

Net income 4,038 3,345 2,576

Net cash fl ow provided by (used in) operating activity a 9,822 5,003 3,198

Net cash fl ow provided by (used in) investing activity (10,068) (4,315) (5,052)

(continued)
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 2009  2008  2007 

Net cash fl ow provided by (used in) fi nancing activity b (5,792) 1,540 (2,241)

Average net operating assets 43,192 45,373 40,421

 a  includes cash paid for taxes of: (1,930) (1,191) (1,093)

 b  includes cash paid for interest of: (1,169) (596) (441)

   9  .     Over the three-year period presented in Exhibit 1, Bickchip’s return on equity is  best  de-
scribed as:   
  A  .     stable.  
  B  .     trending lower.  
  C  .     trending higher.    

   10  .     Based on the DuPont analysis, Abay’s belief regarding ROE is  most likely  based on:  
  A  .     leverage.  
  B  .     profi t margins.  
  C  .     asset turnover.    

  11  .     Based on Abay’s criteria, the business segment  best  suited for divestiture is:  
  A  .     medical equipment.  
  B  .     power and industrial.  
  C  .     automation equipment.    

  12  .     Bickchip’s cash-fl ow-based accruals ratio in 2009 is  closest  to:  
  A  .     9.9%.  
  B  .     13.4%.  
  C  .     23.3%.    

   13  .     Th e cash-fl ow-based accruals ratios from 2007 to 2009 indicate:  
  A  .     improving earnings quality.  
  B  .     deteriorating earnings quality.  
  C  .     no change in earnings quality.    

   14  .     Th e ratio of operating cash fl ow before interest and taxes to operating income for Bickchip 
for 2009 is  closest  to:  
  A  .     1.6.  
  B  .     1.9.  
  C  .     2.1.    

   15  .     Based on the ratios for operating cash fl ow before interest and taxes to operating income, 
Abay should conclude that:  
  A  .     Bickchip’s earnings are backed by cash fl ow.  
  B  .     Bickchip’s earnings are not backed by cash fl ow.  
  C  .     Abay can draw no conclusion due to the changes in the ratios over time.           

  Th e following information relates to Questions 16–21 

 Michael Wetstone is an equity analyst covering the software industry for a public pension 
fund. Prior to comparing the fi nancial results of Software Services Inc. and PDQ GmbH, 
Wetstone discovers the need to make adjustments to their respective fi nancial statements. Th e 

EXHIBIT 3 (Continued)
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issues preventing comparability, using the fi nancial statements as reported, are the sale of re-
ceivables and the impact of minority interests. 

 Software Services sold $267.5 million of fi nance receivables to a special purpose entity. 
PDQ does not securitize fi nance receivables. An abbreviated balance sheet for Software Servic-
es is presented in Exhibit 1. 

    EXHIBIT 1       Abbreviated Balance Sheet for Software Services ($ 000)  

 Year Ending:  31 December 2009 

Total current assets 1,412,900

Total assets 3,610,600

Total current liabilities 1,276,300

Total liabilities 2,634,100

Total equity 976,500

 A signifi cant portion of PDQ’s net income is explained by its 20 percent minority interest 
in Astana Systems. Wetstone collects certain data (Exhibit 2) related to both PDQ and Astana 
in order to estimate the fi nancials of PDQ on a stand-alone basis. 

    EXHIBIT 2       Selected Financial Data Related to PDQ and Astana Systems 

 PDQ (€ in 000)  Astana ($ in 000) 

Earnings before tax (2009) 41,730 15,300

Income taxes (2009) 13,562 5,355

Net income (2009) 28,168 9,945

Market capitalization (recent) 563,355 298,350

Average $/€ exchange rate in 2009 1.55

Current $/€ exchange rate 1.62

   16  .     Compared to holding securitized fi nance receivables on the balance sheet, treating them 
as sold had the eff ect of reducing Software Services’ reported fi nancial leverage by:  
  A  .     6.8%.  
  B  .     7.4%.  
  C  .     9.2%.    

   17  .     Had the securitized fi nance receivables been held on the balance sheet, Software Services’ 
ratio of liabilities to total capital would have been  closest  to:  
  A  .     73.0%.  
  B  .     74.8%.  
  C  .     80.4%.    

  18  .     How much of PDQ’s value can be explained by its equity stake in Astana?  
  A  .     6.5%.  
  B  .     10.6%.  
  C  .     20.0%.    
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  19  .     On a “solo” basis, PDQ’s P/E ratio is  closest  to:  
  A  .     19.6.  
  B  .     21.0.  
  C  .     24.5.    

  20  .     Th e adjusted fi nancial statements were created during which phase of the fi nancial analy-
sis process?  
  A  .     Data collection.  
  B  .     Data processing.  
  C  .     Data interpretation.    

  21  .     Th e estimate of PDQ’s solo value is crude because of:  
  A  .     the potential diff erences in accounting standards used by PDQ and Astana.  
  B  .     the diff ering risk characteristics of PDQ and Astana.  
  C  .     diff erences in liquidity and market effi  ciency where PDQ and Astana trade.       
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    GLOSSARY    

 Accelerated methods      Depreciation methods that allocate a relatively large proportion of the cost of an 
asset to the early years of the asset’s useful life.    

 Account      With the accounting systems, a formal record of increases and decreases in a specifi c asset, 
liability, component of owners’ equity, revenue, or expense.    

 Accounting profi t      Income as reported on the income statement, in accordance with prevailing ac-
counting standards, before the provisions for income tax expense. Also called  income before taxes  or 
 pretax income .    

 Accounts payable      Amounts that a business owes to its vendors for goods and services that were pur-
chased from them but which have not yet been paid.    

 Accounts receivable      Amounts customers owe the company for products that have been sold as well as 
amounts that may be due from suppliers (such as for returns of merchandise). Also called  commercial 
receivables  or  trade receivables .    

 Accrued expenses      Liabilities related to expenses that have been incurred but not yet paid as of the end 
of an accounting period—an example of an accrued expense is rent that has been incurred but not 
yet paid, resulting in a liability “rent payable.” Also called  accrued liabilities .    

 Accrued revenue      Revenue that has been earned but not yet billed to customers as of the end of an 
accounting period.    

Accumulated benefi t obligation (from Chapter 14 page 701)
 Accumulated depreciation      An off set to property, plant, and equipment (PPE) refl ecting the amount 

of the cost of PPE that has been allocated to current and previous accounting periods.    
Acquisition method (from Chapter 9 page 428)
 Activity ratios      Ratios that measure how effi  ciently a company performs day-to-day tasks, such as the 

collection of receivables and management of inventory. Also called  asset utilization ratios  or  operating 
effi  ciency ratios .    

 Allowance for bad debts      An off set to accounts receivable for the amount of accounts receivable that 
are estimated to be uncollectible.    

 Amortisation      Th e process of allocating the cost of intangible long-term assets having a fi nite useful life 
to accounting periods; the allocation of the amount of a bond premium or discount to the periods 
remaining until bond maturity.    

 Amortised cost      Th e historical cost (initially recognised cost) of an asset, adjusted for amortisation and 
impairment.    

 Antidilutive      With reference to a transaction or a security, one that would increase earnings per share 
(EPS) or result in EPS higher than the company’s basic EPS—antidilutive securities are not includ-
ed in the calculation of diluted EPS.    

 Assets      Resources controlled by an enterprise as a result of past events and from which future economic 
benefi ts to the enterprise are expected to fl ow.  

 Asset utilization ratios      Ratios that measure how effi  ciently a company performs day-to-day tasks, such 
as the collection of receivables and management of inventory.      

 Available-for-sale      Debt and equity securities not classifi ed as either held-to-maturity or held-for-trad-
ing securities. Th e investor is willing to sell but not actively planning to sell. In general, availa-
ble-for-sale securities are reported at fair value on the balance sheet.  
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 Available-for-sale investments      Debt and equity securities not classifi ed as either held-to-maturity or 
fair value through profi t or loss securities. Th e investor is willing to sell but not actively planning to 
sell. In general, available-for-sale securities are reported at fair value on the balance sheet.      

 Back-testing      With reference to portfolio strategies, the application of a strategy’s portfolio selection 
rules to historical data to assess what would have been the strategy’s historical performance.    

 Balance sheet      Th e fi nancial statement that presents an entity’s current fi nancial position by disclosing 
resources the entity controls (its assets) and the claims on those resources (its liabilities and equity 
claims), as of a particular point in time (the date of the balance sheet). Also called  statement of fi nan-
cial position  or  statement of fi nancial condition .  

 Balance sheet ratios      Financial ratios involving balance sheet items only.      
 Basic EPS      Net earnings available to common shareholders (i.e., net income minus preferred dividends) 

divided by the weighted average number of common shares outstanding.    
 Bottom-up analysis      With reference to investment selection processes, an approach that involves selec-

tion from all securities within a specifi ed investment universe, i.e., without prior narrowing of the 
universe on the basis of macroeconomic or overall market considerations.    

 Capital lease      See  fi nance lease .    
 Capital structure      Th e mix of debt and equity that a company uses to fi nance its business; a company’s 

specifi c mixture of long-term fi nancing.    
 Carrying amount      Th e amount at which an asset or liability is valued according to accounting principles.    
 Cash      In accounting contexts, cash on hand (e.g., petty cash and cash not yet deposited to the bank) 

and demand deposits held in banks and similar accounts that can be used in payment of obligations.  
 Cash conversion cycle      A fi nancial metric that measures the length of time required for a company to con-

vert cash invested in its operations to cash received as a result of its operations; equal to days of inven-
tory on hand + days of sales outstanding – number of days of payables. Also called  net operating cycle .    

 Cash equivalents      Very liquid short-term investments, usually maturing in 90 days or less.    
 Cash fl ow from operations      Th e net amount of cash provided from operating activities.    
 Cash fl ow from operating activities      Th e net amount of cash provided from operating activities.      
 Chart of accounts      A list of accounts used in an entity’s accounting system.    
 Classifi ed balance sheet      A balance sheet organized so as to group together the various assets and liabil-

ities into subcategories (e.g., current and noncurrent).    
 Commercial receivables      Amounts customers owe the company for products that have been sold as 

well as amounts that may be due from suppliers (such as for returns of merchandise). Also called 
 trade receivables  or  accounts receivable .    

 Common shares      A type of security that represent an ownership interest in a company.    
 Common-size analysis      Th e restatement of fi nancial statement items using a common denominator 

or reference item that allows one to identify trends and major diff erences; an example is an income 
statement in which all items are expressed as a percent of revenue.  

 Common stock      See  common shares .      
 Completed contract      A method of revenue recognition in which the company does not recognize any 

revenue until the contract is completed; used particularly in long-term construction contracts.    
 Comprehensive income      Th e change in equity of a business enterprise during a period from nonowner 

sources; includes all changes in equity during a period except those resulting from investments by 
owners and distributions to owners; comprehensive income equals net income plus other compre-
hensive income.    

 Contra account      An account that off sets another account.    
 Cost of goods sold      For a given period, equal to beginning inventory minus ending inventory plus the 

cost of goods acquired or produced during the period.    
 Cost recovery method      A method of revenue recognition in which the seller does not report any profi t 

until the cash amounts paid by the buyer—including principal and interest on any fi nancing from 
the seller—are greater than all the seller’s costs for the merchandise sold.    

 Coupon rate      Th e interest rate promised in a contract; this is the rate used to calculate the periodic 
interest payments.    
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 Credit      With respect to double-entry accounting, a credit records increases in liability, owners’ equity, 
and revenue accounts or decreases in asset accounts; with respect to borrowing, the willingness and 
ability of the borrower to make promised payments on the borrowing.  

 Credit analysis      Th e evaluation of credit risk; the evaluation of the creditworthiness of a borrower or 
counterparty.    

 Credit risk      Th e risk of loss caused by a counterparty’s or debtor’s failure to make a promised payment. 
Also called  default risk .      

 Cross-sectional analysis      Analysis that involves comparisons across individuals in a group over a given 
time period or at a given point in time.    

 Current assets      Assets that are expected to be consumed or converted into cash in the near future, typ-
ically one year or less. Also called  liquid assets .    

 Current cost      With reference to assets, the amount of cash or cash equivalents that would have to be 
paid to buy the same or an equivalent asset today; with reference to liabilities, the undiscounted 
amount of cash or cash equivalents that would be required to settle the obligation today.    

 Current exchange rate      For accounting purposes, the spot exchange rate on the balance sheet date.    
 Current liabilities      Short-term obligations, such as accounts payable, wages payable, or accrued liabili-

ties, that are expected to be settled in the near future, typically one year or less.    
 Current rate method      Approach to translating foreign currency fi nancial statements for consolidation 

in which all assets and liabilities are translated at the current exchange rate. Th e current rate method 
is the prevalent method of translation.    

Days of inventory on hand (from Chapter 8, page 394)
Days of sales outstanding (from Chapter 7, page 314)
 Dealing securities      Securities held by banks or other fi nancial intermediaries for trading purposes.    
 Debit      With respect to double-entry accounting, a debit records increases of asset and expense accounts 

or decreases in liability and owners’ equity accounts.    
 Debt-to-assets ratio      A solvency ratio calculated as total debt divided by total assets.    
 Debt-to-capital ratio      A solvency ratio calculated as total debt divided by total debt plus total share-

holders’ equity.    
 Debt-to-equity ratio      A solvency ratio calculated as total debt divided by total shareholders’ equity.    
 Defensive interval ratio      A liquidity ratio that estimates the number of days that an entity could meet 

cash needs from liquid assets; calculated as (cash + short-term marketable investments + receivables) 
divided by daily cash expenditures.    

 Deferred income      A liability account for money that has been collected for goods or services that have 
not yet been delivered; payment received in advance of providing a good or service.    

 Deferred revenue      A liability account for money that has been collected for goods or services that have 
not yet been delivered; payment received in advance of providing a good or service.    

 Deferred tax assets      A balance sheet asset that arises when an excess amount is paid for income taxes 
relative to accounting profi t. Th e taxable income is higher than accounting profi t and income tax 
payable exceeds tax expense. Th e company expects to recover the diff erence during the course of 
future operations when tax expense exceeds income tax payable.    

 Deferred tax liabilities      A balance sheet liability that arises when a defi cit amount is paid for income 
taxes relative to accounting profi t. Th e taxable income is less than the accounting profi t and income 
tax payable is less than tax expense. Th e company expects to eliminate the liability over the course 
of future operations when income tax payable exceeds tax expense.    

 Defi ned-benefi t plan      A pension plan that specifi es the plan sponsor’s obligations in terms of the ben-
efi t to plan participants.    

 Defi ned-contribution plan      A pension plan that specifi es the sponsor’s obligations in terms of contri-
butions to the pension fund rather than benefi ts to plan participants.    

 Depreciation      Th e process of systematically allocating the cost of long-lived (tangible) assets to the 
periods during which the assets are expected to provide economic benefi ts.    

 Derivatives      A fi nancial instrument whose value depends on the value of some underlying asset or 
factor (e.g., a stock price, an interest rate, or exchange rate).    
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 Diluted EPS      Th e EPS that would result if all dilutive securities were converted into common shares.    
 Diluted shares      Th e number of shares that would be outstanding if all potentially dilutive claims on 

common shares (e.g., convertible debt, convertible preferred stock, and employee stock options) 
were exercised.    

 Diminishing balance method      An accelerated depreciation method, i.e., one that allocates a relatively 
large proportion of the cost of an asset to the early years of the asset’s useful life.    

 Direct fi nancing leases      A type of fi nance lease, from a lessor perspective, where the present value of 
the lease payments (less receivable) equals the carrying value of the leased asset. Th e revenues earned 
by the lessor are fi nancing in nature.    

 Direct format      With reference to the cash fl ow statement, a format for the presentation of the statement 
in which cash fl ow from operating activities is shown as operating cash receipts less operating cash 
disbursements. Also called  direct method .    

 Direct method      See  direct format .    
 Direct write-off  method      An approach to recognizing credit losses on customer receivables in which 

the company waits until such time as a customer has defaulted and only then recognizes the loss.    
 Dividend payout ratio      Th e ratio of cash dividends paid to earnings for a period.    
 Double declining balance depreciation      An accelerated depreciation method that involves depreciat-

ing the asset at double the straight-line rate. Th is rate is multiplied by the book value of the asset at 
the beginning of the period (a declining balance) to calculate depreciation expense.    

 Double-entry accounting      Th e accounting system of recording transactions in which every recorded 
transaction aff ects at least two accounts so as to keep the basic accounting equation (assets = liabil-
ities + owners’ equity) in balance.    

 Downstream      A transaction between two related companies, an investor company (or a parent compa-
ny) and an associate company (or a subsidiary) such that the investor company records a profi t on 
its income statement. An example is a sale of inventory by the investor company to the associate or 
by a parent to a subsidiary company.    

 DuPont analysis      An approach to decomposing return on investment, e.g., return on equity, as the 
product of other fi nancial ratios.    

 Earnings per share      Th e amount of income earned during a period per share of common stock.    
 Eff ective interest rate      Th e borrowing rate or market rate that a company incurs at the time of issuance 

of a bond.    
 Equity      Assets less liabilities; the residual interest in the assets after subtracting the liabilities.    
Exercise date (from Chapter 14, page 730)
 Expenses      Outfl ows of economic resources or increases in liabilities that result in decreases in equity 

(other than decreases because of distributions to owners); reductions in net assets associated with 
the creation of revenues.    

 Exposure to foreign exchange risk      Th e risk of a change in value of an asset or liability denominated 
in a foreign currency due to a change in exchange rates.    

 Face value      Th e amount of cash payable by a company to the bondholders when the bonds mature; the 
promised payment at maturity separate from any coupon payment.    

 Fair value      Th e amount at which an asset could be exchanged, or a liability settled, between knowledge-
able, willing parties in an arm’s-length transaction; the price that would be received to sell an asset 
or paid to transfer a liability in an orderly transaction between market participants.    

 FIFO method      Th e fi rst in, fi rst out, method of accounting for inventory, which matches sales against 
the costs of items of inventory in the order in which they were placed in inventory.    

 Finance lease      Essentially, the purchase of some asset by the buyer (lessee) that is directly fi nanced by 
the seller (lessor). Also called  capital lease .    

 Financial fl exibility      Th e ability to react and adapt to fi nancial adversities and opportunities.    
 Financial leverage      Th e extent to which a company can eff ect, through the use of debt, a proportional 

change in the return on common equity that is greater than a given proportional change in operat-
ing income; also, short for the fi nancial leverage ratio.  

 Financial leverage ratio      A measure of fi nancial leverage calculated as average total assets divided by 
average total equity.      
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 Financing activities      Activities related to obtaining or repaying capital to be used in the business (e.g., 
equity and long-term debt).    

Fixed asset turnover (from Chapter 7, page 315)
 Fixed charge coverage      A solvency ratio measuring the number of times interest and lease payments are 

covered by operating income, calculated as (EBIT + lease payments) divided by (interest payments 
+ lease payments).    

 Fixed costs      Costs that remain at the same level regardless of a company’s level of production and sales.    
 Foreign currency transactions      Transactions that are denominated in a currency other than a compa-

ny’s functional currency.    
 Free cash fl ow      Th e actual cash that would be available to the company’s investors after making all in-

vestments necessary to maintain the company as an ongoing enterprise (also referred to as free cash 
fl ow to the fi rm); the internally generated funds that can be distributed to the company’s investors 
(e.g., shareholders and bondholders) without impairing the value of the company.    

 Functional currency      Th e currency of the primary economic environment in which an entity operates.    
 Gains      Asset infl ows not directly related to the ordinary activities of the business.    
 Goodwill      An intangible asset that represents the excess of the purchase price of an acquired company 

over the value of the net assets acquired.    
Grant date (from Chapter 14, p. 730)
 Gross margin      Sales minus the cost of sales (i.e., the cost of goods sold for a manufacturing company).    
 Gross profi t      Sales minus the cost of sales (i.e., the cost of goods sold for a manufacturing company).  
 Gross profi t margin      Th e ratio of gross profi t to revenues.      
 Grouping by function      With reference to the presentation of expenses in an income statement, the 

grouping together of expenses serving the same function, e.g., all items that are costs of goods sold.    
 Grouping by nature      With reference to the presentation of expenses in an income statement, the 

grouping together of expenses by similar nature, e.g., all depreciation expenses.    
 Growth investors      With reference to equity investors, investors who seek to invest in high-earnings-

growth companies.    
 Held for trading      Debt or equity fi nancial assets bought with the intention to sell them in the near 

term, usually less than three months; securities that a company intends to trade. Also called  trading 
securities .  

 Held for trading investments      Debt or equity securities acquired with the intent to sell them in the 
near term.      

 Held-to-maturity      Debt (fi xed-income) securities that a company intends to hold to maturity; these are 
presented at their original cost, updated for any amortization of discounts or premiums.  

 Held-to-maturity investments      Debt (fi xed-income) securities that a company intends to hold to 
maturity; these are presented at their original cost, updated for any amortization of discounts or 
premiums.      

 Historical cost      In reference to assets, the amount paid to purchase an asset, including any costs of 
acquisition and/or preparation; with reference to liabilities, the amount of proceeds received in 
exchange for issuing the liability.    

 Historical exchange rates      For accounting purposes, the exchange rates that existed when the assets and 
liabilities were initially recorded.    

 Horizontal analysis      Common-size analysis that involves comparing a specifi c fi nancial statement with that 
statement in prior or future time periods; also, cross-sectional analysis of one company with another.    

 If-converted method      A method for accounting for the eff ect of convertible securities on earnings per 
share (EPS) that specifi es what EPS would have been if the convertible securities had been converted 
at the beginning of the period, taking account of the eff ects of conversion on net income and the 
weighted average number of shares outstanding.    

 Income      Increases in economic benefi ts in the form of infl ows or enhancements of assets, or decreases 
of liabilities that result in an increase in equity (other than increases resulting from contributions 
by owners).  

 Income statement      A fi nancial statement that provides information about a company’s profi tability 
over a stated period of time. Also called  statement of operations  or  profi t and loss statement .    
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 Income tax paid      Th e actual amount paid for income taxes in the period; not a provision, but the actual 
cash outfl ow.    

 Income tax payable      Th e income tax owed by the company on the basis of taxable income.      
 Indirect format      With reference to cash fl ow statements, a format for the presentation of the statement 

which, in the operating cash fl ow section, begins with net income then shows additions and sub-
tractions to arrive at operating cash fl ow. Also called  indirect method .    

 Indirect method      See  indirect format .    
 Installment method      With respect to revenue recognition, a method that specifi es that the portion of 

the total profi t of the sale that is recognized in each period is determined by the percentage of the 
total sales price for which the seller has received cash.    

 Installment sales      With respect to revenue recognition, a method that specifi es that the portion of the 
total profi t of the sale that is recognized in each period is determined by the percentage of the total 
sales price for which the seller has received cash.    

 Intangible assets      Assets lacking physical substance, such as patents and trademarks.    
 Interest coverage      A solvency ratio calculated as EBIT divided by interest payments.    
 Inventory      Th e unsold units of product on hand.  
Inventory turnover (from Chapter 8, page 394)  
 Investing activities      Activities which are associated with the acquisition and disposal of property, plant, 

and equipment; intangible assets; other long-term assets; and both long-term and short-term invest-
ments in the equity and debt (bonds and loans) issued by other companies.    

 Investment property      Property used to earn rental income or capital appreciation (or both).    
 Lessee      Th e party obtaining the use of an asset through a lease.    
 Lessor      Th e owner of an asset that grants the right to use the asset to another party.    
 Liabilities      Present obligations of an enterprise arising from past events, the settlement of which is 

expected to result in an outfl ow of resources embodying economic benefi ts; creditors’ claims on the 
resources of a company.    

 LIFO layer liquidation      With respect to the application of the LIFO inventory method, the liqui-
dation of old, relatively low-priced inventory; happens when the volume of sales rises above the 
volume of recent purchases so that some sales are made from relatively old, low-priced inventory. 
Also called  LIFO liquidation .    

 LIFO method      Th e last in, fi rst out, method of accounting for inventory, which matches sales against 
the costs of items of inventory in the reverse order the items were placed in inventory (i.e., inventory 
produced or acquired last are assumed to be sold fi rst).    

LIFO reserve (from Chapter 8, page 375-376)
   Liquidity      Th e ability to purchase or sell an asset quickly and easily at a price close to fair market value. 

Th e ability to meet short-term obligations using assets that are the most readily converted into cash.    
 Liquidity ratios      Financial ratios measuring the company’s ability to meet its short-term obligations.  
 Local currency      Th e currency of the country where a company is located.    
 Long-lived assets      Assets that are expected to provide economic benefi ts over a future period of time, 

typically greater than one year. Also called  long-term assets .    
 Long-term contract      A contract that spans a number of accounting periods.    
 Losses      Asset outfl ows not directly related to the ordinary activities of the business.    
 Mark to market      Th e revaluation of a fi nancial asset or liability to its current market value or fair value.    
 Market-oriented investors      With reference to equity investors, investors whose investment disciplines 

cannot be clearly categorized as value or growth.  
 Market rate of interest      Th e rate demanded by purchases of bonds, given the risks associated with 

future cash payment obligations of the particular bond issue.      
 Matching principle      Th e accounting principle that expenses should be recognized when the associated 

revenue is recognized.    
 Monetary assets and liabilities      Assets and liabilities with value equal to the amount of currency contract-

ed for, a fi xed amount of currency. Examples are cash, accounts receivable, accounts payable, bonds 
payable, and mortgages payable. Inventory is not a monetary asset. Most liabilities are monetary.    
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 Monetary/non-monetary method      Approach to translating foreign currency fi nancial statements for 
consolidation in which monetary assets and liabilities are translated at the current exchange rate. 
Non-monetary assets and liabilities are translated at historical exchange rates (the exchange rates 
that existed when the assets and liabilities were acquired).    

 Multi-step format      With respect to the format of the income statement, a format that presents a sub-
total for gross profi t (revenue minus cost of goods sold).    

 Net asset balance sheet exposure      When assets translated at the current exchange rate are greater in 
amount than liabilities translated at the current exchange rate. Assets exposed to translation gains or 
losses exceed the exposed liabilities.    

 Net book value      Th e remaining (undepreciated) balance of an asset’s purchase cost. For liabilities, the 
face value of a bond minus any unamortized discount, or plus any unamortized premium.    

 Net income      Th e diff erence between revenue and expenses; what remains after subtracting all expenses 
(including depreciation, interest, and taxes) from revenue.    

 Net liability balance sheet exposure      When liabilities translated at the current exchange rate are greater 
than assets translated at the current exchange rate. Liabilities exposed to translation gains or losses 
exceed the exposed assets.    

 Net profi t margin      An indicator of profi tability, calculated as net income divided by revenue; indicates 
how much of each dollar of revenues is left after all costs and expenses. Also called  profi t margin  or 
 return on sales .    

Net realizable value (from Chapter 8, page 387)
 Net revenue      Revenue after adjustments (e.g., for estimated returns or for amounts unlikely to be col-

lected).    
 Non-current assets      Assets that are expected to benefi t the company over an extended period of time 

(usually more than one year).    
 Non-current liabilities      Obligations that broadly represent a probable sacrifi ce of economic benefi ts in 

periods generally greater than one year in the future.    
   Non-monetary assets and liabilities      Assets and liabilities that are not monetary assets and liabilities. 

Non-monetary assets include inventory, fi xed assets, and intangibles, and non-monetary liabilities 
include deferred revenue.    

   Notes payable      Amounts owed by a business to creditors as a result of borrowings that are evidenced by 
(short-term) loan agreements.    

Number of days of payables (from Chapter 7, page 314)
 Operating activities      Activities that are part of the day-to-day business functioning of an entity, such as 

selling inventory and providing services.    
 Operating cash fl ow      Th e net amount of cash provided from operating activities.    
 Operating effi  ciency ratios      Ratios that measure how effi  ciently a company performs day-to-day tasks, 

such as the collection of receivables and management of inventory.    
 Operating lease      An agreement allowing the lessee to use some asset for a period of time; essentially a 

rental.    
 Operating leverage      Th e use of fi xed costs in operations.    
 Operating profi t      A company’s profi ts on its usual business activities before deducting taxes. Also called 

 operating income .  
 Operating profi t margin      A profi tability ratio calculated as operating income (i.e., income before in-

terest and taxes) divided by revenue. Also called  operating margin .      
 Ordinary shares      Equity shares that are subordinate to all other types of equity (e.g., preferred equity). 

Also called  common stock  or  common shares .    
 Other comprehensive income      Items of comprehensive income that are not reported on the income 

statement; comprehensive income minus net income.    
 Other post-employment benefi ts (from Chapter 14, page 700): 
 Other receivables      Amounts owed to the company from parties other than customers.    
 Owners’ equity      Th e excess of assets over liabilities; the residual interest of shareholders in the assets of 

an entity after deducting the entity’s liabilities. Also called  shareholders’ equity .    
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Payables turnover (from Chapter 7, page 314)
Pension obligation (from Chapter 14, page 701)
 Percentage-of-completion      A method of revenue recognition in which, in each accounting period, the 

company estimates what percentage of the contract is complete and then reports that percentage of 
the total contract revenue in its income statement.    

 Period costs      Costs (e.g., executives’ salaries) that cannot be directly matched with the timing of reve-
nues and which are thus expensed immediately.    

 Permanent diff erences      Diff erences between tax and fi nancial reporting of revenue (expenses) that will 
not be reversed at some future date. Th ese result in a diff erence between the company’s eff ective tax 
rate and statutory tax rate and do not result in a deferred tax item.    

 Pooling of interests method      A method of accounting in which combined companies were portrayed 
as if they had always operated as a single economic entity. Called pooling of interests under US 
GAAP and uniting of interests under IFRS. (No longer allowed under US GAAP or IFRS.)    

 Prepaid expense      A normal operating expense that has been paid in advance of when it is due.    
 Present value (PV)      Th e present discounted value of future cash fl ows: For assets, the present dis-

counted value of the future net cash infl ows that the asset is expected to generate; for liabilities, the 
present discounted value of the future net cash outfl ows that are expected to be required to settle 
the liabilities.    

 Presentation currency      Th e currency in which fi nancial statement amounts are presented.    
 Pretax margin      A profi tability ratio calculated as earnings before taxes divided by revenue.    
 Price to book value      A valuation ratio calculated as price per share divided by book value per share.    
 Price to cash fl ow      A valuation ratio calculated as price per share divided by cash fl ow per share.    
 Price to earnings ratio      (P/E ratio or P/E) Th e ratio of share price to earnings per share.    
 Price to sales      A valuation ratio calculated as price per share divided by sales per share.    
 Profi t and loss (P&L) statement      A fi nancial statement that provides information about a company’s 

profi tability over a stated period of time.    
 Profi tability ratios      Ratios that measure a company’s ability to generate profi table sales from its re-

sources (assets).  
 Profi t margin      An indicator of profi tability, calculated as net income divided by revenue; indicates how 

much of each dollar of revenues is left after all costs and expenses.      
 Property, plant, and equipment      Tangible assets that are expected to be used for more than one period 

in either the production or supply of goods or services, or for administrative purposes.    
 Purchasing power gain      A gain in value caused by changes in price levels. Monetary liabilities experi-

ence purchasing power gains during periods of infl ation.    
 Purchasing power loss      A loss in value caused by changes in price levels. Monetary assets experience 

purchasing power loss during periods of infl ation.    
 Realizable (settlement) value      With reference to assets, the amount of cash or cash equivalents that 

could currently be obtained by selling the asset in an orderly disposal; with reference to liabilities, 
the undiscounted amount of cash or cash equivalents expected to be paid to satisfy the liabilities in 
the normal course of business.    

Receivables turnover (from Chapter 7, page 314)
 Residual claim      Th e owners’ remaining claim on the company’s assets after the liabilities are deducted.    
 Retail method      An inventory accounting method in which the sales value of an item is reduced by the 

gross margin to calculate the item’s cost.    
 Return on assets (ROA)      A profi tability ratio calculated as net income divided by average total assets; 

indicates a company’s net profi t generated per dollar invested in total assets.    
 Return on equity (ROE)      A profi tability ratio calculated as net income divided by average shareholders’ 

equity.    
 Return on sales      An indicator of profi tability, calculated as net income divided by revenue; indicates 

how much of each dollar of revenues is left after all costs and expenses.    
 Return on total capital      A profi tability ratio calculated as EBIT divided by the sum of short- and long-

term debt and equity.    
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Revaluation model (from Chapter 9, page 441)
 Revenue      Th e amount charged for the delivery of goods or services in the ordinary activities of a busi-

ness over a stated period; the infl ows of economic resources to a company over a stated period.      
 Sales returns and allowances      An off set to revenue refl ecting any cash refunds, credits on account, and 

discounts from sales prices given to customers who purchased defective or unsatisfactory items.    
 Sales-type leases      A type of fi nance lease, from a lessor perspective, where the present value of the lease 

payments (less receivable) exceeds the carrying value of the leased asset. Th e revenues earned by the 
lessor are operating (the profi t on the sale) and fi nancing (interest) in nature.    

 Sales      Generally, a synonym for revenue; “sales” is generally understood to refer to the sale of goods, 
whereas “revenue” is understood to include the sale of goods or services.    

 Salvage value      Th e amount the company estimates that it can sell the asset for at the end of its useful 
life. Also called  residual value .    

 Scenario analysis      Analysis that shows the changes in key fi nancial quantities that result from given 
(economic) events, such as the loss of customers, the loss of a supply source, or a catastrophic event; 
a risk management technique involving examination of the performance of a portfolio under spec-
ifi ed situations. Closely related to stress testing.    

 Screening      Th e application of a set of criteria to reduce a set of potential investments to a smaller set 
having certain desired characteristics.    

 Sensitivity analysis      Analysis that shows the range of possible outcomes as specifi c assumptions are changed.    
Service period (Chapter 14, p. 730)
 Shareholders’ equity      Assets less liabilities; the residual interest in the assets after subtracting the liabilities.    
 Simulation      Computer-generated sensitivity or scenario analysis that is based on probability models for 

the factors that drive outcomes.    
 Single-step format      With respect to the format of the income statement, a format that does not subto-

tal for gross profi t (revenue minus cost of goods sold).    
 Solvency      With respect to fi nancial statement analysis, the ability of a company to fulfi ll its long-term 

obligations.  
 Solvency ratios      Ratios that measure a company’s ability to meet its long-term obligations.      
 Specifi c identifi cation method      An inventory accounting method that identifi es which specifi c inven-

tory items were sold and which remained in inventory to be carried over to later periods.    
 Standard cost      With respect to inventory accounting, the planned or target unit cost of inventory items 

or services.    
 Statement of cash fl ows      A fi nancial statement that reconciles beginning-of-period and end-of-period 

balance sheet values of cash; provides information about an entity’s cash infl ows and cash outfl ows 
as they pertain to operating, investing, and fi nancing activities. Also called  cash fl ow statement .    

 Statement of changes in equity      (statement of owners’ equity) A fi nancial statement that reconciles 
the beginning-of-period and end-of-period balance sheet values of shareholders’ equity; provides 
information about all factors aff ecting shareholders’ equity. Also called  statement of owners’ equity .    

 Statement of fi nancial condition      Th e fi nancial statement that presents an entity’s current fi nancial 
position by disclosing resources the entity controls (its assets) and the claims on those resources (its 
liabilities and equity claims), as of a particular point in time (the date of the balance sheet).    

 Statement of fi nancial position      Th e fi nancial statement that presents an entity’s current fi nancial po-
sition by disclosing resources the entity controls (its assets) and the claims on those resources (its 
liabilities and equity claims), as of a particular point in time (the date of the balance sheet).    

 Statement of operations      A fi nancial statement that provides information about a company’s profi ta-
bility over a stated period of time.    

 Statement of owners’ equity      A fi nancial statement that reconciles the beginning-of-period and 
end-of-period balance sheet values of shareholders’ equity; provides information about all factors 
aff ecting shareholders’ equity. Also called  statement of changes in shareholders’ equity .    

 Statement of retained earnings      A fi nancial statement that reconciles beginning-of-period and 
end-of-period balance sheet values of retained income; shows the linkage between the balance sheet 
and income statement.    



996 Glossary

 Straight-line method      A depreciation method that allocates evenly the cost of a long-lived asset less its 
estimated residual value over the estimated useful life of the asset.    

 Sustainable growth rate      Th e rate of dividend (and earnings) growth that can be sustained over time 
for a given level of return on equity, keeping the capital structure constant and without issuing 
additional common stock.    

Synthetic lease (from Chapter 9, page 472)
 Taxable income      Th e portion of an entity’s income that is subject to income taxes under the tax laws 

of its jurisdiction.   
 Taxable temporary diff erences      Temporary diff erences that result in a taxable amount in a future peri-

od when determining the taxable profi t as the balance sheet item is recovered or settled.   
 Tax base      Th e amount at which an asset or liability is valued for tax purposes.    
 Tax expense      An aggregate of an entity’s income tax payable (or recoverable in the case of a tax 

benefi t) and any changes in deferred tax assets and liabilities. It is essentially the income tax 
payable or recoverable if these had been determined based on accounting profi t rather than 
taxable income.    

 Tax loss carry forward      A taxable loss in the current period that may be used to reduce future taxable 
income.      

 Temporal method      A variation of the monetary/non-monetary translation method that requires not 
only monetary assets and liabilities, but also non-monetary assets and liabilities that are measured at 
their current value on the balance sheet date to be translated at the current exchange rate. Assets and 
liabilities are translated at rates consistent with the timing of their measurement value. Th is method 
is typically used when the functional currency is other than the local currency.    

 Top-down analysis      With reference to investment selection processes, an approach that starts with 
macro selection (i.e., identifying attractive geographic segments and/or industry segments) and then 
addresses selection of the most attractive investments within those segments.    

Total asset turnover (from Chapter 7, page 315)
 Total comprehensive income      Th e change in equity during a period resulting from transaction and 

other events, other than those changes resulting from transactions with owners in their capacity as 
owners.    

 Total invested capital      Th e sum of market value of common equity, book value of preferred equity, and 
face value of debt.    

 Trade payables      Amounts that a business owes to its vendors for goods and services that were purchased 
from them but which have not yet been paid.    

 Trade receivables      Amounts customers owe the company for products that have been sold as well as 
amounts that may be due from suppliers (such as for returns of merchandise). Also called  commercial 
receivables  or  accounts receivable .    

 Trading securities      Securities held by a company with the intent to trade them. Also called  held-for-
trading securities .    

 Transaction exposure      Th e risk of a change in value between the transaction date and the settlement 
date of an asset or liability denominated in a foreign currency.    

 Treasury stock method      A method for accounting for the eff ect of options (and warrants) on earnings 
per share (EPS) that specifi es what EPS would have been if the options and warrants had been exer-
cised and the company had used the proceeds to repurchase common stock.    

 Unbilled revenue      Revenue that has been earned but not yet billed to customers as of the end of an 
accounting period. Also called  accrued revenue .    

 Unclassifi ed balance sheet      A balance sheet that does not show subtotals for current assets and current 
liabilities.    

 Unearned fees      Unearned fees are recognized when a company receives cash payment for fees prior to 
earning them.    

 Unearned revenue      A liability account for money that has been collected for goods or services that 
have not yet been delivered; payment received in advance of providing a good or service. Also called 
 deferred revenue  or  deferred income .    
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 Uniting of interests method      A method of accounting in which combined companies were portrayed 
as if they had always operated as a single economic entity. Called pooling of interests under US 
GAAP and uniting of interests under IFRS. (No longer allowed under US GAAP or IFRS.)    

Units-of-production method (from Chapter 9, page 441)
 Upstream      A transaction between two related companies, an investor company (or a parent company) 

and an associate company (or a subsidiary company) such that the associate company records a 
profi t on its income statement. An example is a sale of inventory by the associate to the investor 
company or by a subsidiary to a parent company.    

 Valuation allowance      A reserve created against deferred tax assets, based on the likelihood of realizing 
the deferred tax assets in future accounting periods.    

 Valuation ratios      Ratios that measure the quantity of an asset or fl ow (e.g., earnings) in relation to the 
price associated with a specifi ed claim (e.g., a share or ownership of the enterprise).    

 Value investors      With reference to equity investors, investors who are focused on paying a relatively low 
share price in relation to earnings or assets per share.    

 Variable costs      Costs that fl uctuate with the level of production and sales.    
 Vertical analysis      Common-size analysis using only one reporting period or one base fi nancial state-

ment; for example, an income statement in which all items are stated as percentages of sales.    
Vested benefi t obligation (from Chapter 14, page 701)
Vesting date (from Chapter 14, p. 730)
 Weighted average cost method      An inventory accounting method that averages the total cost of avail-

able inventory items over the total units available for sale.    
 Working capital      Th e diff erence between current assets and current liabilities.       
Working capital turnover (from Chapter 7, page 315)





999

 ABOUT THE EDITORS 
AND AUTHORS

Th omas R. Robinson, PhD, CFA, is managing director of the Americas at CFA Institute. He 
leads a cross-functional team that participates in developing global strategy, implements the 
global strategy regionally, and engages with stakeholders regionally. He also has direct respon-
sibility for Member and Candidate Services and the Future of Finance Initiative globally. Pre-
viously, Dr. Robinson served as managing director of education at CFA Institute, providing 
vision and leadership for a 100-member global team producing and delivering educational 
content for candidates, members, and other investment professionals. 

Prior to joining CFA Institute, Dr. Robinson had a 25-year career in fi nancial services and 
education, having served as a tenured faculty member at the University of Miami, managing 
director of a private wealth investment advisory fi rm, and director of tax and consulting servic-
es at a public accounting fi rm. He has published regularly in professional journals and has au-
thored or co-authored many books on fi nancial analysis, valuation, and wealth management. 
He is a CFA charterholder, a Certifi ed Public Accountant (CPA) (Ohio), a Certifi ed Financial 
Planner (CFP®), and a Chartered Alternative Investment Analyst (CAIA). He holds a bach-
elor’s degree in economics from the University of Pennsylvania and a master’s and doctorate 
from Case Western Reserve University. 

Elaine Henry, PhD, CFA, is a Clinical Associate Professor of Accounting at Fordham Uni-
versity. Previously, she taught at the University of Miami from 2005 to 2012. Courses have 
included fi nancial accounting, fi nancial statement analysis, international fi nancial reporting 
standards, and equity valuation. Dr. Henry’s research areas include international accounting, 
computational linguistics in fi nancial analysis, restatements, and related party transactions. She 
has published articles in a number of journals, including Journal of International Accounting 
Research, Journal of Emerging Technologies in Accounting, Accounting Horizons, and the Journal of 
Business Finance & Accounting. Dr. Henry served as project team leader for the PCAOB (Public 
Company Accounting Oversight Board) research synthesis project on Related Party Transac-
tions in 2006 and 2007. She serves on the editorial board of the Financial Analysts Journal.

Prior to her academic career, Dr. Henry worked in corporate fi nance at Lehman Brothers, 
strategy consulting at McKinsey & Company, and corporate banking at Citibank (Athens, 
London, and New York). She received her BA and BBA from Millsaps College, her MBA with 
high distinction from the Harvard Business School, and her PhD from Rutgers University. 
Dr. Henry has been an active volunteer at CFA Institute, CFA Society Miami, the Harvard 
Business School Club of London, and the American Accounting Association.

Wendy L. Pirie, PhD, CFA, is Director, Curriculum Projects, in the Education Division at 
CFA Institute and served as editor for this book. While her contributions to the writing of 



1000 About the Editors and Authors

chapters were signifi cant, she is not specifi cally listed as a co-author on any chapter. Prior to 
joining CFA Institute in 2008, Dr. Pirie taught for over 20 years at a broad range of insti-
tutions: large public universities; small, private, religiously affi  liated colleges; and a military 
academy. She primarily taught fi nance courses but also taught accounting, taxation, business 
law, marketing, and statistics courses. Dr. Pirie’s work has been published in the Journal of 
Financial Research, Journal of Economics and Finance, Educational Innovation in Economics and 
Business, and Managerial Finance.

Prior to entering academia, she was an auditor with Deloitte & Touche in Toronto, 
Canada. She is a Chartered Accountant (Ontario) and Certifi ed Public Accountant (Virginia). 
She completed the ICAEW’s Certifi cate in International Financial Reporting Standards. She 
holds a PhD in accounting and fi nance from Queen’s University at Kingston, Ontario, and 
MBAs from the Universities of Toronto and Calgary. She is a member of CFA Institute, New 
York Society of Security Analysts, and CFA Society Chicago.

Michael A. Broihahn, CFA, is Associate Professor of Accounting at Barry University in Miami 
Shores, Florida. Mr. Broihahn received his BS, MBA, and MS degrees from the University of 
Wisconsin, majoring in accounting and fi nance. He is licensed as a Certifi ed Public Account-
ant in Florida and Wisconsin and also holds the professional credentials of Certifi ed Internal 
Auditor, Certifi ed Management Accountant, Certifi ed in Financial Management, Certifi ed 
Financial Planner, and Certifi ed Fund Specialist. 

Mr. Broihahn began his business career in 1976 with Price Waterhouse in Milwaukee, 
Wisconsin, where he worked on the audits of Fortune 500 manufacturing companies. He has 
worked with Fox & Carskadon Financial Corporation in San Mateo, California, as a portfo-
lio controller and with ComputerLand Corporation as Corporate Controller and Director of 
Financial Reporting. In 1985, he returned to Milwaukee as the CFO for ComputerBay, also 
a franchisor of computer retail stores. In 1988 he joined the faculty of the Andreas School 
of Business at Barry University, where he presently teaches courses in fi nancial accounting, 
auditing, and fi nancial statement analysis. He has been a CFA charterholder since 1990 and 
currently serves CFA Institute in a number of capacities.

Jack T. Ciesielski, CFA, CPA, is the owner of R.G. Associates, Inc., an investment research 
and management fi rm in Baltimore, Maryland. He is the publisher of Th e Analyst’s Account-
ing Observer, which is an accounting advisory service for security analysts. Before founding 
R.G. Associates in 1992, he was a security analyst with the Legg Mason Value Trust. He has 
published articles in journals such as Strategic Finance and Journal of Corporate Accounting & 
Finance and served as a member of the Financial Accounting Standards Advisory Council, 
the Accounting Standards Executive Committee of the AICPA, the FASB’s Emerging Issues 
Task Force, and the FASB’s Investors Technical Advisory Committee. As a member of CFA 
Institute, he served on their Financial Accounting Policy Committee from 1993 to 1996 and 
is currently a member of the Corporate Disclosure Policy Committee. Mr. Ciesielski has been 
a CPA since 1978 and a CFA charterholder since 1988 and is a member of the American In-
stitute of CPAs and CFA Society Baltimore.

Timothy S. Doupnik, PhD, is Professor of Accounting at the University of South Carolina. 
He received his PhD from the University of Illinois and joined the University of South Caro-
lina faculty in 1982. He teaches courses in fi nancial accounting, international accounting, and 
fi nancial statement analysis. Dr. Doupnik is co-author of two textbooks: Advanced Accounting 
and International Accounting. He is a past president of the International Accounting Section 



About the Editors and Authors 1001

of the American Accounting Association and has served as editor of Advances in International 
Accounting and associate editor of Journal of International Accounting Research. His research has 
been published in a variety of academic journals including Abacus, Accounting Organizations 
and Society, Accounting Review, International Journal of Accounting, Journal of Accounting Liter-
ature, and Journal of International Business Studies.

  Elizabeth A. Gordon is an Associate Professor of Accounting at Temple University, and Merves 
Fellow. She specializes in the areas of international accounting and corporate governance, inves-
tigating topics such as international fi nancial reporting standards, corporate communications, 
executive compensation, related party transactions, accounting restatements, market develop-
ment and corporate disclosure. Her research is published in top journals in her fi eld including 
the Journal of Accounting Research, the Journal of Accounting, Auditing and Finance, the Journal of 
Accounting and Public Policy, and Th e Accounting Review. She serves as an associate editor for the 
Journal of International Accounting Research and the Journal of International Financial Manage-
ment and Accounting. Dr. Gordon has taught courses in fi nancial accounting and international 
accounting at the graduate and undergraduate levels, receiving a number of teaching awards. 
Dr. Gordon was an auditor with PwC and interned at the Offi  ce of Management and Budget 
before entering academia. She received her Doctorate from Columbia University, Master in 
Business Administration from Yale University and Bachelor of Science in accounting with high-
est distinction from Indiana University. Dr. Gordon was licensed as a CPA in Maryland. She has 
been on the faculty of the Graduate School of Business at the University of Chicago, the Rutgers 
Business School, and a visiting professor at the University of Pennsylvania.

Elbie Louw, CFA, is a senior lecturer in Investment Management in the Department of 
Financial Management at the University of Pretoria located in Pretoria, South Africa. She also 
acts as program coordinator of undergraduate CFA Institute Program Partners, BCom(Invest-
ment Management) at the University of Pretoria. Ms. Louw joined the University of Pretoria 
in 2002 after gaining experience in private practice with a portfolio management and export 
company, respectively. She received her BCom, BCom (Hons), and MCom degrees in Finan-
cial Management Sciences from the University of Pretoria in 1999, 2001, and 2011, respec-
tively, and was awarded the CFA charter in 2004. From 2007 to 2010 she was a board member 
of CFA South Africa, the local society of CFA Institute.

Karen O’Connor Rubsam, CPA, CFA, has over 20 years’ experience in the public accounting/
fi nance and insurance industries. She holds a BBA in accounting, with honors, from the Uni-
versity of Notre Dame and a Master in Banking and Financial Management from Boston 
University. Since 1999, she has been a private investor and independent business/fi nancial 
consultant. Her clients include legal and hedge fund fi rms. She has also served as an adjunct 
accounting instructor for Chandler Gilbert Community College. Prior to moving to Arizona, 
Ms. O’Connor Rubsam was the Chief Financial Offi  cer for PartnerRe Ltd., a reinsurer traded 
on the NYSE. From 1993 to 1997, she was part of the fi nancial management team at another 
public reinsurer, Zurich Reinsurance Centre Holdings, serving fi rst as the corporate controller 
and later as the CFO. Her other experience includes roles as a senior manager at Coopers & 
Lybrand (now part of PriceWaterhouseCoopers), an internal auditor (NAC Re Corporation), 
and a research analyst for Paulsen, Dowling Securities, Inc.

Th omas I. Selling, PhD, CPA, is publisher and principal author of Th e Accounting Onion, 
a weblog dedicated to commentary on fi nancial reporting issues aff ecting public companies. 



1002 About the Editors and Authors

Selling holds a PhD in Accounting from Th e Ohio State University and has served on the 
faculties of Dartmouth, MIT, Wake Forest, and Th underbird School of Global Management. 
While an academic, Dr. Selling’s work was published in numerous outlets, including Th e Ac-
counting Review, Accounting Horizons, and Financial Analysts Journal. He also co-authored two 
editions of the textbook International Financial Reporting and Analysis: A Contextual Emphasis.

Since serving as the Academic Accounting Fellow at the SEC in 1992, Selling has led 
numerous management and professional education programs in 15 countries. He serves as 
a consultant to public companies and their advisors on matters including SEC compliance, 
U.S. GAAP, IFRS, operational and strategic decision making, and control of international 
operations. Selling currently serves on the PCAOB’s Standing Advisory Group; the AICPA’s 
Financial Accounting and Reporting Subcommittee for the CPA Examination; and the Advi-
sory Board of the Association of Audit Committee Members, Inc.

Hennie van Greuning, CFA, is a non-executive director on the audit and risk committees 
of FirstRand Bank in South Africa and Bank Islam in Brunei. He was previously a partner 
at Deloitte, head of bank supervision at the South African Reserve Bank, and retired from 
the World Bank Treasury at the end of 2009, where he was Senior Advisor. He managed the 
World Bank/IFC in-house preparation program for CFA candidates and focused on risk-based 
management information, securities accounting, operational risk, and international reserve 
management capacity building for central banks. 

Dr. van Greuning majored in Accounting at Stellenbosch University and completed a 
Doctorate in Economics as well as a Doctorate in Accounting Science. He qualifi ed as a char-
tered accountant in both South Africa and Canada and is a CFA charterholder. His World 
Bank publication on International Financial Reporting Standards has appeared in six editions. 
He also co-authored two banking publications: Analyzing and Managing Banking Risk and Risk 
Analysis for Islamic Banks. Th e books have been translated into several languages.

Susan Perry Williams, PhD, is the KPMG Professor of Accounting at the McIntire School of 
Commerce, University of Virginia. Professor Williams earned her PhD from the University of 
Wisconsin-Madison in 1990. She currently teaches Advanced Financial Accounting, Account-
ing for Mergers and Acquisitions, and Strategic Cost Management at the McIntire School. 
She has published in a number of academic accounting journals. Professor Williams serves on 
the audit committee of the McIntire School of Commerce Foundation and the Charlottesville 
Albemarle Airport. She has also served on various committees of the American Accounting 
Association and holds both CPA and CMA certifi cates.



1003

ABOUT THE
CFA PROGRAM

Th e Chartered Financial Analyst® designation (CFA®) is a globally recognized standard of 
excellence for measuring the competence and integrity of investment professionals. To earn 
the CFA charter, candidates must successfully pass through the CFA Program, a global 
graduate-level self-study program that combines a broad curriculum with professional conduct 
requirements as preparation for a wide range of investment specialties.

Anchored by a practice-based curriculum, the CFA Program is focused on the knowledge 
identifi ed by professionals as essential to the investment decision-making process. Th is body 
of knowledge maintains current relevance through a regular, extensive survey of practicing 
CFA charterholders across the globe. Th e curriculum covers 10 general topic areas, ranging 
from equity and fi xed-income analysis to portfolio management to corporate fi nance, all with 
a heavy emphasis on the application of ethics in professional practice. Known for its rigor and 
breadth, the CFA Program curriculum highlights principles common to every market so that 
professionals who earn the CFA designation have a thoroughly global investment perspective 
and a profound understanding of the global marketplace.

www.cfainstitute.org





1005

Page numbers followed by italic e refer to exhibits.

A
Abarbanell, J. S., 346
ABG Fass Supply LLC, 599
AbitibiBowater Inc., 466–469, 467e
ABO (accumulated benefi t obligation), 701n.5
Accelerated methods (of depreciation), 159, 161, 

441
Accounts, in fi nancial reporting, 40–42, 40e–41e
Accounting charges, 401n.18
Accounting choices:

alternative, and ratios, 303
biased, 560–567, 561e–564e, 873
discussed in fi nancial notes, 22
for earnings management, 567
and fi nancial reporting quality, 586–603, 590e, 

592e, 594e–596e, 598e, 601e–603e
motivation for poor, 575
opportunity for poor, 574–575
rationalization of poor, 575

Accounting equations, 42–47, 43e–45e
Accounting goodwill, 215
Accounting policies:

changes in, see Changes, in accounting policies
Accounting process, 47–64, 48e, 51e, 59e–63e
Accounting profi t, 661–667
Accounting Quality Model (of SEC), 894
Accounting Regulatory Committee (European 

Union), 103
Accounting standards:

conservatism in, 569–572
on foreign currency transaction gains/losses, 

807
Accounting Standards Board of Japan, 105
Accounting standards boards, 96–98
Accounting Standards Codifi cation™ (FASB), 98
Accounting systems:

developing, 49–50
and fi nancial reporting, 67–69, 68e

Accounts payable, 66–67, 207. See also Trade 
payables

Accounts receivable, 40
as current asset, 42
as current assets, 201–202
foreign currency in, 800
and revenue recognition, 901
tax base for, 668–669
temporary diff erences due to, 675

Accruals:
in fi nancial reporting, 65–67, 65e
in Nestlé S.A. analysis, 962–964, 963e
screening for abnormal, 894

Accrual accounting, 112, 589
Accrual basis, 116
Accrued expenses, 66–67, 207–208
Accrued revenue, 66. See also Unbilled revenue
Accumulated benefi t obligation (ABO), 701n.5
Accumulated depreciation, 40
Accumulated other comprehensive income, 224
Acer, Inc., 297–299, 297e
Acquisition:

as business combination, 768e
cash fl ow increased with, 880

Acquisition method:
accounting choices for, 597
for business combinations, 768–775
and goodwill amortization, 582
for intangible assets, 428

Activities:
business, 38–39, 39e
fi nancing, see Financing activities
investing, see Investing activities
operating, see Operating activities
primary, 140
secondary, 140

Activity ratios, 313e
evaluation of, 320
in fi nancial analysis, 314–320, 314e–315e, 318e

Actual return, on plan assets, 722
Actuarial gains/losses, 707–715, 714e
Adebonojo, Enitan, 870
Adjusted trial balances, 68e
Adjusting entries, 68e

INDEX



1006 Index

Adjustments:
foreign currency translation, 183
in inventories, 386–393, 389e–391e
in translation of foreign currency, 816, 818, 829
valuation, 67

Adverse audit opinion, 26
Africa, 107e
Aggregation, under IFRS, 116
Aggressive accounting, 873

conservative vs., 560, 569–573, 570e, 873
with non-GAAP fi nancial measures, 563
to obscure poor performance, 566

Alcatel-Lucent, 328–329, 401–406, 401e–404e
Alcon, 968–970, 968e–971e
Allou Health & Beauty Care, Inc., 894–896, 

895e
Allowance for bad debts, 40
Alternative reporting systems, 121–123, 122e
Altman, E., 349
Altman model, 910–911
Altria Group, Inc., 457, 457e–458e
American Institute of Certifi ed Public 

Accountants, 164
AmeriServe Food Distribution Inc., 892e
Amortization:

of excess purchase price, 761–762
and expense recognition, 157, 161
of intangible assets, 212

Amortization expense, 449–450
Amortization methods, 449–450
Amortized cost:

for fi nancial assets, 217–218
of fi nancial assets, 200
as measurement tool, 113
of property, plant, and equipment, 211

AMR Corporation, 649–651, 650e
Analysis. See also specifi c analyses

of balance sheets, 227–237, 228e–229e, 
231e–232e, 235e

of cash fl ow statements, 273–285, 275e–276e
computations vs., 294–296
of deferred revenue, 208–209
of income statements, 178–183, 179e–182e
of inventories, 204–205
of investments in associates and joint ventures, 

767
Analysts:

adjustments by, 640–656, 650e, 652e, 654e, 
655e

interest of, in income statements, 134
role of, 3

Andersen, Arthur, 907

Anheuser-Busch, 429, 429e
Anheuser-Busch InBev, 626–628
Annual reports, 101
Antidilutive securities, 177–178
Apple, 4e–5e, 151–152

accounting policy change at, 166–167
analysis of, 295–296
balance sheet of, 195, 196, 196e
cash fl ow analysis of, 284–285
cross-sectional analysis of, 233–235
current assets of, 201–203, 206e–207e
current liabilities of, 207–209, 207e
deferred tax assets of, 205
equity of, 224, 225e, 226, 226e–227e
non-current assets of, 210e, 211, 220
non-current liabilities of, 220, 221e, 222
strategy change in, 615–618, 616e–617e
war chest of, 619e

Arngrove Group Holdings, 164e
Asahi Breweries, 619e
Asia, 106e–107e
Asset(s):

on balance sheets, 8
contingent, 788
current, see Current assets
determining tax base of, 668–669
excess purchase price allocated to, 761
fi nancial, see Financial assets
and fi nancial position, 5
in fi nancial position, 194
as fi nancial statement elements, 39, 112
fi xed, 632
identifi able intangible, 213, 770, 880
indemnifi cation, 771
long-lived, see Long-lived assets
manipulation of, 69
monetary, 815–817, 823
net pension, 545, 721
non-current, see Non-current assets
non-monetary, 815–816
securitization of, 786–788
unbiased measurement of, 922

Asset age ratios, 465–466
Asset base composition, 954–955, 954e, 955e
Asset utilization ratios, 314. See also Activity 

ratios
Associates, 677
Assumed discount rates, 716, 716e, 717
Assumptions:

about trends in US health care costs, 718–720, 
719e

disclosure of, 715–716



Index 1007

eff ect of, on post-employment benefi t costs, 
707–715, 714e

eff ects of changes in, 712–714
for pension obligations, 702
for stock options, 729–730, 730e

AT&T, 582
Auditing requirements, of fi nancial statements, 577
Audit opinion(s), 577–579, 578e

going-concern, 926
on internal control systems, 27
negative, 926
qualifi ed, 25–26
unqualifi ed, 25

Auditors, 577–579, 578e
Auditor’s opinions, 925–929, 926e–928e
Auditor’s reports, 24–27, 26e–27e
Audit reports, 25
Autonomy Corporation, 934, 934e–936e
Available-for-sale securities:

as comprehensive income, 184
as fi nancial assets, 218, 744–745
impairment of, 748, 749
reclassifi cation of, 746, 747

Average age of depreciable assets, 466–469, 467e

B
Back-testing, in screening, 638–639
Baidu, 625–626
Baker, N. L., 638–639
Balance sheet(s), 193–239

accounting choices and estimates aff ecting, 
587–597, 590e, 592e, 594e–596e

accounting equations for, 42, 43, 43e, 44e
in accounting process, 55–58, 62–63, 63e, 64
acquisitions aff ecting, 880
analysis of, 227–237, 228e–229e, 231e–232e, 

235e, 309e
common-size analysis of, 305, 305e
components of, 194–198, 195e, 196e, 198e
current assets on, 199–206, 199e–200e
current liabilities on, 206–209, 206e, 207e
in debit/credit accounting system, 72
equity on, 223–226, 225e–227e
expenses under-reported on, 908
fi nance and operating leases on, 543e–544e
in fi nancial statement analysis, 8–13, 9e–13e
investment properties on, 471
linked to income statements and cash fl ow 

statements, 258–260
non-controlling interests on, 775–778
non-current assets on, 209–220, 210e, 219e
non-current liabilities on, 220–222, 221e

post-employment benefi ts on, 703–704
quality of, 921–925, 923e–924e
reclassifi cations aff ecting, 876–877
requirements for, 116, 116e–117e
and translation in hyperinfl ationary economies, 

842
Balance sheet dates, 802–805
Balance sheet exposure:

and current rate method, 836
and temporal method, 833–836
in translation of foreign currency, 818

Balance sheet quality, 921–925, 923e–924e
Balance sheet ratios, 235–237, 235e
Bankruptcy prediction models, 910–911
Barron’s, 616
Barters, 149
Basel Accords, 96
Basel Committee on Banking Supervision, 96
BASF AG, 808–809, 809e–810e, 848
BASF Group, 531–533
Basic accounting equation, 42
Basic earnings per share (EPS), 169–171, 343
Basu, Sudipta, 569
Beaver, W., 349
Benchmarks, 898
Benefi cial interest, 784
Beneish, Messod D., 886
Beneish model, 886–889, 888e
Bharath, Sreedhar T., 911
B+H Ocean Carriers, 518–522
BHP Billiton, 625–626
Bias, in accounting standard application, 

572–573
Biased accounting choices, 560–567, 561e–564e, 

873
Big bath accounting, 573
Bill-and-hold transactions, 900, 903
Bliss, James Harris, 569
BMW AG, 814, 859, 859e–860e, 860
Bond amortization, 510–515
Bond issuance, 506–510
Bond(s) payable, 506–525

and bond amortization, 510–515
and bond issuance, 506–510
and debt covenants, 520–522
and derecognition of debt, 517–520
fair value reporting option for, 515–517
presentation and disclosure of, 522–525

Book value:
of investments in associates and joint ventures, 

759–761
net, 160



1008 Index

Borden, 892e
Borrowing costs, 425–426
“Bottom line,” 137
Bottom-up analysis, 637
Branches, 677
Bushee, B. J., 346
Business activities, 38–39, 39e
Business combinations:

accounting treatments for, 741e–742e
and deferred taxes, 677
disclosures for, 216
and fi nancial reporting quality, 880
intangible assets acquired in, 428–429, 429e
as intercorporate investments, 767–789, 768e

Business Week, 616
Buy vs. lease decision, 472–475

C
Canada, 95
Canon, 45–46
Capital:

changes in working, 270
contributed by owners, 223
issued, 223
total invested, 623n.4

Capital allocation, 956–962, 957e–958e, 
960e–962e

Capitalization:
accounting choices and estimate aff ecting, 602e
accounting choices for, 596–597, 599–600
of borrowing costs, 425–426
constructive, 921
and fi nancial reporting quality, 605
of interest costs of long-lived assets, 434–437, 

435e, 436e
of internal development costs of long-lived 

assets, 437–440, 437e
by WorldCom Corp., 907–908, 908e

Capitalizing costs, 429–434, 431e
Capital leases, 472. See also Finance leases
Capital structure:

and balance sheet analysis, 229
complex vs. simple, 169–170
in Nestlé S.A. analysis, 955–956, 955e, 956e

Carpenter Technology Corporation, 642–643, 
642e

Carrying amount:
in business combinations, 779
of deferred tax assets and liabilities, 678
disclosures of, 459
in goodwill impairment, 779
and income taxes, 663

of long-lived assets, 441
and revaluation model, 451–453

Case studies, 943–980
of anticipating changes in accounting standards, 

976–980
of long-term investment, 945–972
of off -balance sheet leverage, 972–976

Cash:
on cash fl ow statements, 258–259
as current asset, 42, 200
evaluation of sources and uses of, 274–277, 

275e–276e
paid for income taxes, 266
paid for interest, 265–266
paid for operating expenses, 265
paid to employees, 264
paid to suppliers, 263–264
received from customers, 261–262
received from sale of equipment, 267–268

Cash conversion cycle:
as liquidity ratio, 321, 323
measuring liquidity with, 323–324
in ratio analysis, 324–325

Cash equivalents, 42, 200
Cash fl ow(s):

acquisitions increasing, 880
from business activities, 19
classifi cation of, 245–247
eff ect of interest costs on, 436
and fi nancial reporting quality, 874
in Nestlé S.A. analysis, 964–967, 964e–967e
and net income, 605–606
from operating activities, 248–249
and post-employment benefi ts, 724–725
profi t vs., 3–4
retained, 634

Cash fl ow quality:
evaluation of, 913–921, 913e–920e
indicators of, 912

Cash fl ow ratios, 283–285, 283e–284e
Cash fl ow statements, 243–286

accounting choices and estimates aff ecting, 
597–600, 598e, 601e

in accounting process, 63e, 64
analysis of, 273–285, 275e–276e
cash fl ow ratios for, 283–285, 283e–284e
classifi cation issues with, 878
classifi cation of cash fl ows, 245–247
common-size analysis of, 277–281, 278e, 279e
converting indirect to direct, 272, 273e
direct, 252–254, 252e–253e
fi nance and operating leases on, 543e–544e



Index 1009

in fi nancial statement analysis, 19–21, 19e–20e
free cash fl ow on, 282–283
IFRS vs. US GAAP standards for, 247, 

247e–248e, 248
income statements and balance sheets linked to, 

258–260
indirect, 249–252, 249e–251e
interest on bonds in, 515
preparation of, 260–272, 260e, 261e, 269e
preparation with indirect method, 269–272, 

270e, 271e
prepared under US GAAP, 254–258, 254e–258e

Cash-generating units, 779
Cash ratio, 322
Caterpillar Inc.:

assumptions about health care trends by, 
718–720, 719e

converting from LIFO to FIFO by, 376–382, 
377e–378e

inventory valuation method of, 396–399
CBS Records, 607
CEC Entertainment, Inc., 482–486, 484e, 485e
Central America, 106e
CESR (Committee of European Securities 

Regulators), 104, 936–937
CFA Institute, 32

on cash fl ow statements, 249
and fi nancial reporting standards, 124–125

Changes:
in accounting estimates, 167
in accounting policies, 127, 127e–128e, 128, 

165–168
anticipating, in accounting standards, 976–980

Channel stuffi  ng, 900
Chanos, James, 870, 937
Charges, accounting, 401n.18
Charles Schwab Corporation, 647–649
Chart of accounts, 40
Chevron Corporation, 847, 851–853
China Construction Bank, 198, 198e
China Petroleum & Chemical Corporation, 525
Cisco Systems, 204–205
Classifi cation shifting, 892, 918–921, 919e–920e
Clean audit opinions, 925–926
Clean-surplus accounting, 853
CNH Global N.V., 718–720, 719e
Coca Cola, Inc., 731
Colgate Palmolive, 854–855
Columbia Pictures, 607
Commercial receivables, 42
Committee of European Securities Regulators 

(CESR), 104, 936–937

Commodity inventories, 572
Common shares, 169, 223
Common-size analysis, 304–311, 305e–307e, 

309e
of balance sheets, 227–235, 228e–229e, 

231e–232e
of cash fl ow statements, 277–281, 278e, 279e
of income statements, 178–180, 179e–181e

Common-size fi nancial data, 31
Common stock, 169

as equity, 223
as fi nancing activity, 268

Communication, of analysis conclusions, 32
Company disclosures, 125–128
Comparability:

in business combinations, 788–789
of fi nancial reports, 110
in fi nancial statement analysis, 22
standards to increase, 94

Comparative fi nancial statement analysis, 647
Comparative growth information, 310–311
Comparative information, 116
Completed contract method, 144, 146–147
Complex capital structure, 169–170
Component method (of depreciation), 447–448
A Comprehensive Business Reporting Model (CFA 

Institute), 124–125
Comprehensive income:

and accounting equations, 42n.4
and equity, 224n.22
and fi nancial assets, 220
in fi nancial statement analysis, 13–17, 14e, 

16e–17e
on income statements, 183–186

Comprehensiveness, in fi nancial reporting, 119
Computations, 294–296
ConAgra Foods, Inc., 590, 590e
Conceptual Framework for Financial Reporting 

2010 (IASB), 92–93, 107–119, 558, 559, 
872n.3

Conservative accounting:
aggressive vs., 560, 569–573, 570e, 873
under IFRS vs. US GAAP, 572
manipulating fi nancial reports with, 566

Consistency:
in fi nancial reporting, 119
under IFRS, 116

Consolidated income statements, 13–14
Consolidated segment operating income (CSOI), 

583–586, 584e–585e
Consolidation, as business combination, 768e
Consolidation process, 775–781



1010 Index

Constructive capitalization, 921
Contingent assets, 788
Contingent consideration, 772, 788–789
Contingent liabilities, 321, 788

in business combinations, 770–771
and fi nancial reporting quality, 874, 880

Contingent losses, 929n.23
Contra accounts, 40, 201
Control, in business combinations, 769
Controlling interest investments, 767. See also 

Business combinations
Convertible debt:

as complex instrument, 524
and diluted EPS, 173–174

Convertible preferred stock, 172–173
Cookie jar reserve accounting, 573
Correction of and error for a prior period, 167–168
Corridor approach, 705
Cost, of inventories, 365–366
Cost capitalization, 907–908, 908e
Cost fl ow assumption, 587–588
Cost model:

for intangible assets, 212
for investment property, 212
for property, plant, and equipment, 158, 211
revaluation model vs., 450

Costs of conversion, 365
Cost of goods sold, 57

as activity ratio, 315
and historical exchange rates, 822
and inventories, 203–204

Costs of purchase, 365, 375
Cost of sales method, 138

and inventory valuation, 368–370
and LIFO method, 376

Cost recovery method, 148
Coupon rate, 506–507
Coverage ratios:

for non-current liabilities, 547–548
and operating lease adjustments, 655

CRA International, 138, 139, 139e
Credits, in accounting systems, 69
Credit analysis, 292, 347–349, 348e–349e

defi ned, 633
fi nancial position in, 5–6
projections in, 629
and rating agency, 5–6

Credit failures, 300
Credit rating process, 347–348, 348e–349e, 

436–437
Credit risk:

assessment of, 633–637

and credit analysis, 347
and debt repayment, 6

“Critical Accounting Estimates” (SEC), 573
Cross sectional analysis, 307, 307e

and balance sheets, 230, 233–235
consistency for, 94
of past fi nancial performance, 614–615
vertical common-size analysis in, 180

CSOI (consolidated segment operating income), 
583–586, 584e–585e

Culture, corporate, 607–609
Current assets:

on balance sheets, 199–206, 199e–200e
defi ned, 10n.3, 42
and long-lived assets, 422n.1
non-current vs., 197–198
reclassifi cation of, 877

Current cost, 113
Current exchange rate:

items translated at, 823
restate for infl ation using, 827
in translation of foreign currency, 815–817

Current liabilities:
on balance sheets, 206–209, 206e, 207e
defi ned, 10n.4
non-current vs., 197–198

Current rate method:
and balance sheet exposure, 836
eff ect of exchange rate change on, 837–839, 842e
for translation of foreign currency, 819, 821, 826

Current ratio:
in converting LIFO to FIFO, 381, 643–645
in fi nancial analysis, 404
as liquidity ratio, 322

Current tax assets, 663–664
Current tax liabilities, 663–664
Customers, cash received from, 261–262

D
Daejan Holdings PLC, 470–471, 470e
Daimler AG, 332–333
DaimlerChrysler, 142, 142e
Data:

analyzing, from fi nancial statements, 31
collecting, from fi nancial statements, 30–31
processing, from fi nancial statements, 31

Databases, 303
Data-snooping bias, 639
Days of inventory on hand (DOH):

as activity ratio, 315–317, 320
in converting LIFO to FIFO, 381
in integrated fi nancial ratio analysis, 334



Index 1011

as inventory ratio, 394–395
and inventory write-downs, 393
measuring liquidity with, 323–324

Days of sales outstanding (DSO):
as activity ratio, 317–318, 320
in integrated fi nancial ratio analysis, 334
measuring liquidity with, 323–324
and revenue recognition, 901, 902

DB pension plans, see Defi ned benefi t pension plans
DBS, 881–882
DC pension plans, see Defi ned contribution 

pension plans
Debits, in accounting systems, 69
Debit/credit accounting system, 71–87, 72e–74e, 

83e–87e
Debt, derecognition of, 517–520
Debt covenants, 520–522, 574
Debt extinguishment disclosure, 518–520
Debt forgiveness, 164e
Debt repayment, 6
Debt-to-assets ratio, 327, 547–548
Debt-to-capital ratio, 327, 548
Debt-to-equity ratio:

in fi nancial analysis, 404
with leases, 538
for non-current liabilities, 548
as solvency ratio, 327

Decision-useful information, 872
Declining balance method (of depreciation), 441
Deductible temporary diff erences, 673–676, 674e
Defensive interval ratio, 321–323
Deferred costs, 605
Deferred income, 208
Deferred revenue, 66, 208–209. See also Deferred 

income; Unearned revenue
Deferred taxes, 446–447
Deferred tax assets:

as current assets, 205–206
defi ned, 663
estimates of, 591, 592e
and taxable income, 664–665

Deferred tax liabilities:
defi ned, 663
as non-current liabilities, 222
and taxable income, 664–665

Defi ned benefi t (DB) pension plans, 184, 
547–548, 699–701, 701e, 703–707

Defi ned contribution (DC) pension plans, 547, 
699, 700e, 703

Dell:
analysis of, 295–296
cash fl ow analysis of, 284–285

cash fl ow statement of, 280, 280e–281e, 281
cross-sectional analysis of, 233–235
ratio analysis of, 323–324

Depletion, 441n.12
Depreciable costs, 441
Depreciation:

accounting choices and estimate aff ecting, 602e
accounting choices for, 592–596, 594e–596e
accounting fl exibility for, 22
in accounting process, 53
analyst adjustments related to, 645–646
and deferred tax assets and liabilities, 665
and expense recognition, 157–161
of property, plant, and equipment, 211

Depreciation methods:
and fi nancial reporting quality, 606
for long-lived assets, 441–449

Derecognition:
of debt, 517–520
of long-lived assets, 456–457, 457e–458e

Derivatives, 217
Derivatives contracts, 184
Designated at fair value, 744
Deutsche Bank:

disclosures by, 766
impairment losses of, 748, 748e–749e
investments in associates by, 757, 757e–759e

Development costs:
of intangible assets, 427
tax base for, 668–669
temporary diff erences due to, 675

Digilog, 881–882
Diluted earnings per share (EPS), 171–178

calculated for income statements, 15
defi ned, 169
in equity analysis, 343–344

Diluted shares, 15
Diminishing balance method (of depreciation), 

159–161
Direct fi nancing leases, 487–491, 539
Direct-format cash fl ow statements, 249, 

252–254, 252e–253e
accounting choices aff ecting, 598
converting indirect to, 272, 273e

Direct method:
for cash fl ows, 63
for cash fl ow statements, 248, 268–269, 269e
for fi nancing activities, 268
for investing activities, 266–268
for operating activities, 261–266

Direct write-off  method, 157
Dirty-surplus accounting, 853



1012 Index

Discipline, of fi nancial reporting quality, 575–580
Disclaimer of opinions, 26
Disclosure(s):

of assumptions, 715–716
for business combinations, 216
by companies, 125–128
of debt covenants, 521–522
and fi nancial reporting quality, 607
on foreign currency eff ects, 856–860, 856e, 

859e–860e
of income taxes, 682–687, 682e–685e
inventory-related, 394
for investment property, 470–471, 470e
of investments in associates and joint ventures, 

766–767
of leases, 531–538
for long-lived assets, 458–469, 460e–462e, 467e
for long-term debt, 522–525, 523e
of non-IFRS measures used, 564
pension-related, 546–547
of post-employment benefi ts, 715–725, 716e, 

719e
reconciliation, 121, 122
regarding changes in accounting policies, 127, 

127e–128e, 128
related to accounting policies, 125–126, 126e
related to foreign currency transactions, 

808–813, 809e–812e
related to foreign exchange risk, 859, 

859e–860e, 860
related to sales growth and foreign currency, 

856–858
related to translation methods, 847–853
required, 936–937
required, and fi nancial reporting quality, 

936–937
required by IFRS, 117e
requirements of, 576–577
of revenue recognition policies, 142
risk-related, 929–933
of software development costs, 437, 437e

Discontinued operations, 163
Discount, bonds issued at, 509–510, 512–513
Discount rate(s):

assumed, 716, 716e, 717
of lease payments, 651, 652, 652e
for pension obligations, 702

Discover Financial Services, 977–980, 977e–979e
Dividends:

as fi nancing activity, 268
tax base for, 668–669
temporary diff erences due to, 675

Dividend payout ratio, 344
DOH, see Days of inventory on hand
Donations:

tax base for, 670
temporary diff erences due to, 676

Double declining balance method (of 
depreciation), 159, 442–446, 592–593, 
594e–596e, 595

Double-entry accounting, 45
Doubtful accounts:

accounting choices and estimate aff ecting, 602e
on balance sheets, 201
and cash fl ow quality, 915
and expense recognition, 156–157

Downstream transactions, 764–766
DSO, see Days of sales outstanding
Dunlap, Al “Chainsaw,” 899
DuPont analysis, 335–341, 339e

of Nestlé S.A., 946–955, 947e–952e, 954e, 955e
of non-current liabilities, 548n.18

Dynegy Inc., 599

E
Earnings:

accounting choices and estimates aff ecting, 
587–597, 590e, 592e, 594e–596e

impact of capitalization on, 597
management fi xation with, 607
manipulation of, 69–70
mean reversion in, 897–898
motivation to meet benchmarks for, 574
net, 13
recurring, 890–893, 890e, 892e
retained, 43–44, 223, 823, 824e
sustainable, 872

Earnings announcement, 6e, 28
Earnings before interest, taxes, depreciation, and 

amortization (EBITDA), 306, 582, 634
Earnings management, 873

and achieving benchmarks, 898
in fi nancial statements, 567

Earnings per share (EPS):
calculated for income statements, 15
changes in, 178
in equity analysis, 343–344
on income statements, 135n.5

Earnings persistence, as earnings quality indicator, 
893–897, 895e–897e

Earnings quality:
evaluation of, 899–910, 900e, 902e–910e
and fi nancial reporting quality, 556–558, 557e, 

566, 870–871, 871e, 889–911
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indicators of, 889–899, 890e, 892e, 895e–897e
in Nestlé S.A. analysis, 962–964, 963e

Earnings release, 4e–5e
Earnings retention rate, 344
Earnings before interest and taxes (EBIT), 15, 138
Earnings smoothing, 560, 883
Earnings per share (EPS), 169–178, 173e, 174e, 

176e, 178e
Eastman Kodak Company, 926, 926e–927e, 927
EBIT (earnings before interest and taxes), 15, 138
EBITDA (earnings before interest, taxes, 

depreciation, and amortization), 306, 582, 
634

E-commerce, 149–150
Economic goodwill, 215
Economic reality, 881–884
Ederington, L. H., 349
EDGAR (Electronic Data Gathering, Analysis, 

and Retrieval) system, 101
Eff ective interest rate, 507
Eff ective interest rate method, 511
Eff ective tax rate, 853–855
Elan Corporation, plc, 882–883
Electronic Data Gathering, Analysis, and 

Retrieval (EDGAR) system, 101
Employees, cash paid to, 264
Employee compensation packages, 726
Employee Retirement and Income Security Act 

(ERISA), 724
Ending inventory, 368–370
Enforcement, of accounting standards, 104
Enforcement actions, 899
Enron:

improper accounting by, 567
information in fi nancial press about, 937
misreporting by, 896–897, 896e
non-recurring items presented by, 890–891, 

890e
special purpose entities used by, 785
warning signs for disaster at, 870

Enterprise value to EBITDA (EV/EBITDA) 
ratio, 439, 440

EPS, see Earnings per share
Equipment, sale of, 267–268
Equity:

on balance sheets, 223–226, 225e–227e
and fi nancial position, 5
in fi nancial position, 194
as fi nancial statement elements, 112
owners’, see Owners’ equity
shareholders’, 194
taxes charged to, 679–681

Equity analysis, 292, 341–346, 341e–342e, 
345e–346e

Equity investments, 637–640, 637e
Equity method:

with goodwill, 761–762
for investments in associates and joint ventures, 

756–759, 757e–759e
ERISA (Employee Retirement and Income 

Security Act), 724
ESC (European Securities Committee), 104
ESMA (European Securities and Market 

Authority), 104, 575–576
Estimates:

and accounting choices aff ecting reports, 
587–597, 590e, 592e, 594e–596e

aff ecting cash fl ow statements, 597–600, 598e, 
601e

and analyst adjustments, 641
in fi nancial reporting, 94
of pension obligations, 702
and pension plan costs, 707

EU (European Union), 103
Europe:

adoption of IFRS in, 106e
capital market regulation in, 103–104

European Commission, 103–104
European Financial Reporting Advisory Group, 103
European Securities and Market Authority 

(ESMA), 104, 575–576
European Securities Committee (ESC), 104
European Union (EU), 103
EV/EBITDA (enterprise value to EBITDA) ratio, 

439, 440
Excess purchase price, 761–762
Exchange rates, 837–841, 842e
Exercise date, 730–731
Expected return, on plan assets, 722
Expense(s):

accrued, 66–67, 207–208
classifi cations of, 878
defi ned by IASB, 152
as fi nancial statement elements, 39, 112
in forecasts, 632
on income statements, 13, 136
net interest, 545, 704, 706e
operating, 265
prepaid, 66, 205

Expense recognition:
and fi nancial reporting quality, 874, 908–910, 

909e–910e
improper, 907
on income statements, 152–162, 156e, 159e
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Expensing, capitalizing vs., with long-lived assets, 
429–434, 431e

Export sale, 802
Exposure to foreign exchange risk, 802–805
eXtensible Business Reporting Language (XBRL), 

304
Extractive industries, 570–571, 570e
Extraordinary items, 163, 164, 164e
Exxon Mobil Corporation, 846–847, 851–853

F
Face value, of bonds, 506–508
Fair presentation, 115
Fair value:

and accounting choices, 597
of fi nancial assets, 200
and fi nancial reporting quality, 881
in investment impairments, 749
of investment property, 469
in investment reclassifi cations, 746–747
investments designated at, 744
of investments in associates and joint ventures, 

759, 760
liabilities reported at, 515–517
as measurement tool, 113–114
for property, plant, and equipment, 423
of share-based compensation, 728, 729

Fair value model:
for fi nancial assets, 217–218
for investment property, 212

Fair value option:
for bonds, 515–517
for intercorporate investments, 763

Fair value through other comprehensive income 
(FVOCI), 752–753

Fair value through profi t or loss (FVPL), 
743–744, 752–753

FASB, see Financial Accounting Standards Board
FASB ASC Topic 323, 755
FASB ASC Topic 810, 785
FASB Interpretation 46, Revised [FIN 46(R)], 976
Fastow, Andrew, 575
FCA (Financial Conduct Authority), 575–577
FCFE (free cash fl ow to equity), 282, 283
FCFF (free cash fl ow to the fi rm), 282
Fiat S.p.A., 716e, 717
FIFO (fi rst-in, fi rst-out) method:

converting from LIFO to, 376–382, 377e–378e, 
641, 644–645

historical exchange rate for, 822
of inventory costing, 154–155
of inventory valuation, 366–370

and inventory write-downs, 388
LIFO vs., 373–375

Filings, regulatory review of, 577
FIN 46 (R) [FASB Interpretation 46], 976
Finance leases:

operating vs., 472–491, 526–544, 543e–544e
present value of payments on, 651, 652, 652e
reporting of, 540–543

Financial Accounting Foundation, 98
Financial Accounting Standards Advisory 

Council, 98
Financial Accounting Standards Board (FASB):

framework issued by, 2n.1
global standards developed by, 105
and IASB framework, 118, 118e–119e, 119
information on changing standards from, 124
intercorporate investments under, 740, 752
joint conceptual frameworks project of, 93
on lease accounting standards, 533
special purpose entities under, 785, 976
as standard-setting body, 98

Financial Accounting Standards Board 
Accounting Standards Codifi cation™ (FASB 
ASC), 134n.2

Financial analysis, 291–354
activity ratios in, 314–320, 314e–315e, 318e
common-size, 304–311, 305e–307e, 309e
credit, 347–349, 348e–349e
DuPont, 335–341, 339e
equity, 341–346, 341e–342e, 345e–346e
and expense recognition, 161–162
forecasting in, 353
graphs in, 311–312, 311e, 312e
integrated fi nancial ratio, 333–341, 334e–335e
of inventories, 395–406
liquidity ratios in, 320–325, 322e, 324e
model building in, 353
process of, 292–296, 293e–294e
profi tability ratios in, 329–333, 329e–330e
ratio, 297–304, 297e–298e
ratios in, 313–341, 313e
regression, 312
and revenue recognition, 150–152
segment, 350–353, 351e, 352e
solvency ratios in, 325–329, 327e
tools and techniques for, 296–312

Financial assets:
accounting treatments for, 741e–742e
amortized cost of, 200
in business combinations, 771
classifi cation and measurement of, 752–753, 

753e–754e
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fair value of, 200
as intercorporate investments, 742–755
as non-current assets, 217–220, 219e

Financial Conduct Authority (FCA), 575–577
Financial fl exibility, 19
Financial leverage, 326, 978, 979e, 980
Financial leverage ratio:

in Nestlé S.A. analysis, 953
for non-current liabilities, 548

Financial liabilities, 771
Financial notes:

disclosures in, 812
in fi nancial statement analysis, 21–23, 23e
information on risk in, 925
revenue recognition policies in, 142
of Volkswagen Group, 126e

Financial performance:
evaluation of past, 614–623, 616e–617e, 

619e–621e
projection of future, 623–633, 630e–631e

Financial position, 113, 194
Financial press, 937
Financial reports:

comparability of, 110
faithful representation of, 110
relevance of, 109–110
supplementary information with, 8
timeliness of, 110
understandability of, 110
verifi ability of, 110

Financial reporting, 37–87
accounting equations for, 42–47, 43e–45e
and accounting process, 47–64, 48e, 51e, 

59e–63e
and accounting systems, 67–69, 68e
accounts in, 40–42, 40e–41e
accruals in, 65–67, 65e
business activities classifi ed in, 38–39, 39e
and debit/credit accounting system, 71–87, 

72e–74e, 83e–87e
eff ective, 119–121
limitations of, 111
motivations in, 573–574
objectives of, 92–95, 109
of post-employment benefi ts, 702–715, 706e, 

714e
in security analysis, 69–71
of share-based compensation, 728
valuation adjustments in, 67

Financial Reporting Manual (SEC), 933
Financial reporting quality, 555–610, 558e, 

869–938

and accounting choices, 586–603, 590e, 592e, 
594e–596e, 598e, 601e–603e

and auditor’s opinions, 925–929, 926e–928e
balance sheet quality, 921–925, 923e–924e
and bankruptcy prediction models, 910–911
biased accounting choices, 560–567, 

561e–564e, 873
cash fl ow quality evaluation, 913–921, 913e–920e
cash fl ow quality indicators, 912
and classifi cation choices, 876–878, 877e–879e
conceptual framework for assessing, 871–873, 

871e, 872e
conservative vs. aggressive accounting in, 560, 

569–573, 570e, 873
context for assessment of, 573–580, 578e
departures from GAAP, 567–568, 873
and earnings quality, 557–558, 557e
earnings quality evaluation, 899–910, 900e, 

902e–910e
earnings quality indicators, 889–899, 890e, 

892e, 895e–897e
and economic reality, 881–884
evaluation of, 884–889, 888e
and fi nancial press, 937
GAAP, decision-useful, but sustainable?, 559, 

560e, 873
GAAP, decision-useful, sustainable and adequate 

returns, 558–559, 873
within GAAP, but “earnings management,” 567, 

873
and management discussion and analysis, 

933–934, 934e–936e
mergers and acquisitions, 879–881
and presentation choices, 581–586, 584e–585e
reported amounts and timing of recognition, 

873–876
and required disclosures, 936–937
and risk-related disclosures, 929–933, 929e–932e
warning signs for, 603–609

Financial reporting standards, 91–130
accounting standards boards, 96–98
alternative reporting systems, 121–123, 122e
convergence of global, 104–105, 106e–107e
eff ective fi nancial reporting, 119–121
IFRS, 107–119, 108e, 114e, 116e–119e
monitoring developments in, 123–128, 126e–128e
objectives of fi nancial reporting, 92–95
regulatory authorities, 99–104
standard-setting bodies vs. regulatory 

authorities, 95–96
various approaches to, 120

Financial sector ratios, 345e
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Financial Services Agency (Japan), 96, 105
Financial statement(s):

in accounting process, 62–64, 63e
acquisition method on, 772–775
in debit/credit accounting system, 85
elements of, 39, 112–114, 118e–119e
fl ow of information through, 68e
general requirements of, 114–116, 114e, 

116e–117e
linkages between, 64
relationships among, 310–311
and translation in hyperinfl ationary economies, 

842–846
Financial statement analysis, 1–34, 613–656

analyst adjustments in, 640–656, 650e, 652e, 
654e, 655e

analyzing data in, 31
assessment of credit risk, 633–637
auditor’s reports in, 24–27, 26e–27e
balance sheets in, 8–13, 9e–13e
cash fl ow statements in, 19–21, 19e–20e
collecting data for, 30–31
comprehensive income in, 13–17, 14e
evaluation of past fi nancial performance, 

614–623, 616e–617e, 619e–621e
fi nancial notes in, 21–23, 23e
framework for, 28–32, 29e
information sources for, 7–27
management discussion and analysis in, 23–24
of potential equity investments, 637–640, 637e
processing data in, 31
projection of future fi nancial performance, 

623–633, 630e–631e
purpose and context of, 30
scope of, 2–7, 4e–7e
statement of changes in equity in, 17–19, 18e
supplementary schedules in, 21–23

Financing activities:
cash fl ows from, 19
on cash fl ow statements, 245–247
defi ned, 38
direct method for, 268
evaluation of, 275
as non-operating items, 168

Financing transactions, 247
First-in, fi rst-out method, see FIFO method
Fixed assets, 632
Fixed asset turnover:

as activity ratio, 319
to analyze fi xed assets, 465
and average age of depreciable assets, 466–469, 

467e

Fixed charge coverage ratio:
for non-current liabilities, 548
as solvency ratio, 328

Fixed costs, 325
Fixed production overhead costs, 365n.7
Fixed rate bonds, 506–507
FOB (free on board) destination, 586–587
FOB (free on board) shipping point, 586
Ford Motor Company, 142, 142e–143e, 716e, 

717
Forecast(s). See also Projection(s)

consistency of, 632–633
of earnings, 890
fi nancial, 630–631, 630e–631e
in fi nancial analysis, 353
incentives for exceeding, 574
issues in, 626–629
for Nestlé Group, 627–629
sales, 631

Foreign currency:
disclosures on, 856–860, 856e, 859e–860e
as functional currency, 821

Foreign currency transactions:
defi ned, 801–802
disclosures related to, 808–813, 809e–812e
exposure to exchange risk in, 802–805
and foreign exchange rates, 800
and multinational operations, 801–813, 

809e–812e
Foreign currency translation, 842–846
Foreign currency translation adjustments, 183
Foreign exchange rates, 800
Foreign exchange risks, 859, 859e–860e, 860
Foreign income, 853–854
ForgeHouse, Inc., 164e
Form 3, 103
Form 4, 103
Form 5, 103
Form 6-K, 102
Form 8-K, 103
Form 10-K, 101, 166, 977
Form 10-Q, 102, 977
Form 11-K, 103
Form 20-F, 101
Form 40-F, 101
Form 144, 103
Form DEF-14A, 102
Form S-1, 102
FOXBusiness.com, 5e
Framework for the Preparation and Presentation of 

Financial Statements, 93, 139, 152
Fraudulent fi nancial reports, 874–876
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Free cash fl ow, 282–283
Free cash fl ow to equity (FCFE), 282, 283
Free cash fl ow to the fi rm (FCFF), 282
Free on board (FOB) destination, 586–587
Free on board (FOB) shipping point, 586
Fuji Electric Co, Ltd, 882–883
Full goodwill, 771
Functional currency, 801

determination of, 819e–820e
foreign currency as, 821
parent’s presentation currency as, 821–823
and translation methods, 819, 846–847

Future fi nancial performance, 623–633, 
630e–631e

FVOCI (fair value through other comprehensive 
income), 752–753

FVPL (fair value through profi t or loss), 
743–744, 752–753

G
GAAP, see US GAAP
Gains/losses:

as fi nancial statement element, 39n.1
in net income, 137
revenue vs., 140
on sales of long-lived assets, 456–457

Genentech, 165
General Electric, 127e–128e, 608
General ledgers, 68e, 83
Generally accepted accounting principles, see US 

GAAP
General Mills, 856e–857e
General Motors, 716e, 717
Gerber, 956
German Federal Financial Supervisory Authority, 

95–96
Germany, 24, 95–96
Glass, Kathryn, 5e
GlaxoSmithKline plc:

audit opinion for, 577, 578e
intercorporate investments by, 741
presentation after business combination by, 781, 

781e–784e, 783
stock options issued by, 729–730, 730e

Global fi nancial reporting standards, 93, 
104–105, 106e–107e

Going-concern audit opinions, 926
Going concerns, 112–113, 115
Goldman Sachs, 516
Goodwill:

accounting choices and estimate aff ecting, 603e
accounting choices for, 597

analyst adjustments related to, 646–649
and balance sheet quality, 922–924, 923e–924e
in business combinations, 771–772
and deferred tax assets and liabilities, 673
economic, 215
equity method with, 761–762
and fi nancial reporting quality, 880–881
full vs. partial, 771
impairment of, in business combinations, 

779–781
as intangible asset, 161
intangible assets vs., 426, 428–429
in investments in associates and joint ventures, 760
of non-controlling interests, 777–778
as non-current asset, 41n.3, 215–217

Google, 102
Graham, John, 574
Grant date, 730, 731
Graphs, 311–312, 311e, 312e
Gross margin, 138, 606–607
Gross profi t, 138, 368–370
Gross profi t margin:

in converting LIFO to FIFO, 381
in fi nancial analysis, 404
in forecasts, 631–632
as income statement ratio, 181
as inventory ratio, 394–395
in inventory valuation, 375
and inventory write-downs, 393
as profi tability ratio, 299, 330

Gross reporting, 149–150
Groupe Danone, 135–138, 135e, 168, 170, 

275–277, 275e–276e, 351–353, 352e
Grouping by function, 138
Grouping by nature, 138
Groupon:

pro forma reporting by, 893
risk information on, 927–928, 928e
use of non-GAAP fi nancial measures by, 

583–586, 584e–585e
Growth investors, 638

H
Haldeman, R., 349
Harvey, Campbell, 574
Haugen, R. A., 638–639
Health care costs, 718–720, 719e
Heineken N.V., 810, 811e–812e, 854–855
Held for trading securities:

as fi nancial assets, 218, 744
measurement of, 752–753
reclassifi cation of, 746
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Held-to-maturity securities:
as fi nancial assets, 218, 743
impairment of, 748
reclassifi cation of, 746

Henry, Elaine, 622n.3
Hewlett-Packard Company, 233–235, 284–285, 

934
Highly infl ationary economies, 825–827. See also 

Hyperinfl ationary economies
Historical cost:

as measurement tool, 113
of property, plant, and equipment, 211

Historical exchange rates:
for inventories, 822
in translation of foreign currency, 815

Historical operating profi t margins, 624–626
Horizontal common-size analysis, 178n.50, 305, 

309e
Hotel ratios, 346e
Hyperinfl ationary economies, 842–846

I
IAS, see International Accounting Standard
IASB, see International Accounting Standards Board
Identifi able intangible assets, 213, 770, 880
If-converted method (for diluted EPS), 172–174
IFRIC Interpretation 15, 147n.21
IFRS, see International Financial Reporting 

Standards
IFRS Advisory Council, 97
IFRS Foundation, 97
IFRS Interpretations Committee, 97
IFRS Practice Statement, 933
Impairment:

of assets, 882–883
disclosures of, 459
of fi nancial assets, 747–749, 748e–749e
of goodwill, 215–217, 779–781
of intangible assets, 157n.32, 161, 212
of investments in associates and joint ventures, 

763
of long-lived assets, 453–456
of property, plant, and equipment, 211
and unbiased measurement, 922

Impairment charges, 608
Import purchase, 802
InBev, 429, 429e
Incentive compensation, 574
Income, 723–724

comprehensive, see Comprehensive income
consolidated segment operating, 583–586, 

584e–585e

deferred, 208
defi ned by IASB, 139
defi ned by IFRS, 140
as fi nancial statement elements, 112
foreign, 853–854
net interest, 704, 706e
non-operating, 723–724
reporting loss or gain on unrealized, 803–804
taxable, 661–667
total comprehensive, 183
unrealized, 803–804

Income statement(s), 133–187
accounting equations for, 43, 43e, 44e
in accounting process, 55, 57–58, 63e, 64
acquisitions aff ecting, 880
analysis of, 178–183, 179e–182e
common-size analysis of, 306, 306e–307e
components of, 135–139, 135e, 136e, 139e
comprehensive income on, 183–186
in debit/credit accounting system, 73
defi ned, 134n.3
earnings per share on, 169–178, 173e, 174e, 

176e, 178e
expense recognition, 152–162, 156e, 159e
fi nance and operating leases on, 543e–544e
in fi nancial statement analysis, 13–16, 14e
foreign currency transaction gains/losses on, 

806–807
linked to balance sheets and cash fl ow 

statements, 258–260
non-controlling interests on, 778–779
non-operating items on, 168–169
non-recurring items on, 162–168, 164e, 165e
revenue recognition, 139–152, 142e–143e
and translation in hyperinfl ationary economies, 

843
Income statement ratios, 181–183
Income taxes, 661–690

accounting choices and estimate aff ecting, 
603e

accounting profi t vs. taxable income, 661–667
cash paid for, 266
changes in rates for, 671–672
and conservative accounting, 572
and depreciation methods, 446–447
IFRS vs. US GAAP on, 687, 688e–690e
and LIFO method, 375
for multinational operations, 853–855
presentation and disclosure of, 682–687, 

682e–685e
recognition and measurement of, 678–681
tax base determination, 667–672
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and temporary diff erences, 672–677
unused tax losses and tax credits, 677–678

Income taxes payable, 205–207, 663
Income tax paid, 663
Indemnifi cation assets, 771
Indirect-format cash fl ow statements, 248–252, 

249e–251e
accounting choices aff ecting, 598, 598e
converting, to direct, 272, 273e

Indirect method:
for cash fl ows, 63
for cash fl ow statements, 21, 248–249
preparing cash fl ow statements with, 269–272, 

270e, 271e
Industry-specifi c ratios, 344–345, 345e–346e
Infl ation:

impact of, with LIFO vs. FIFO, 373–375
and translation of foreign currency, 825–827

Information:
comparative, 116
comparative growth, 310–311
decision-useful, 872
fl ow of, in accounting system, 68, 68e
managed basis, 977, 978
materiality of, 109–110, 558–559
purpose of providing, 109
relevant, 558–559, 872n.3
requirements for minimum, 116
sources of, for fi nancial statement analysis, 7–27
supplementary, 8
used for measuring past performance, 615
useful, 559, 615, 872n.3

Infrequent items, 164–165
Initial registration statements, 102
Installment method, 148
Installment sales, 147–148
Insurance Medical Group. Limited, 164e
Insurance recoverables, 572
Intangible assets:

accounting choices and estimate aff ecting, 602e
acquisition of, 426–429, 429e
disclosures for, 458–459
and expense recognition, 157
identifi able, 213, 770, 880
identifi able, and fi nancial reporting quality, 880
impairment of, 455
with indefi nite life, 157n.32
internal development of, 427–428
as long-lived assets, 422
as non-current assets, 212–214

Integrated fi nancial ratio, 333–341, 334e–335e
Intel Corporation, 801

Intercorporate investments, 739–790
acquisition method for, 770–775
amortization of excess purchase price of, 

761–762
analysis of, 767
business combinations, 767–789, 768e
categories of, 741, 741e–742e
comparability in, 788–789
consolidation process for, 775–781
disclosure of, 766–767
equity method of accounting for, 756–759, 

757e–759e
fair value option for, 763
fi nancial statement presentation for, 781, 

781e–784e, 783
impairment of, 763
investment costs of, 759–761
investments in associates and joint ventures, 

755–767
pooling of interests method for, 769–770
reporting under IFRS 9, 752–755, 753e–754e
reporting under Standard IAS 39, 742–752, 

745e–746e, 748e–749e
special purpose entities, 784–788, 786e
and transactions with associates, 764–766
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cash paid for, 265–266
as non-operating item, 168
received in advance, 670, 671, 676

Interest costs:
and capitalizing of borrowing costs, 425
of long-lived assets, capitalization of, 434–437, 

435e, 436e
Interest coverage ratio:

and capitalized interest costs, 435–437
for non-current liabilities, 548
as solvency ratio, 328

Interest payments, 515
Interest rate, 506
Interest rate method, 743
Interim reports, 28
Internal control systems, 27
Internal development, of intangible assets, 

427–428
Internal development costs:

capitalization of, 213
of long-lived assets, capitalization of, 437–440, 

437e
International Accounting Standard (IAS) 1, 2n.1, 

114, 115, 116e–117e, 134n.1
International Accounting Standard (IAS) 2, 387
International Accounting Standard (IAS) 7, 600
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special purpose entities under, 785
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775, 776, 778, 779
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665, 672–674, 679
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fi nance and operating leases under, 472, 533, 

538, 539
fi nancial assets under, 218, 742–747, 749, 

754–755
fi nancial statement elements used by, 39n.1
foreign currency transactions under, 802, 803, 

805–806, 808
framework issued by, 2n.1
goodwill impairment under, 780
goodwill under, 215
impairment of assets under, 454
impairment of long-lived assets under, 571
income defi ned by, 140
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income taxes under, 687, 688e–690e
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249–252, 249e–251e
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intercorporate investments under, 742e
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365
investment property under, 212, 469
investments in associates and joint ventures 

under, 755, 756, 759, 760, 763, 764
long-term contracts under, 144
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non-IFRS measures under, 564, 583
non-recurring items under, 163
operating activities under, 168
other comprehensive income under, 16
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post-employment benefi ts under, 698, 699, 

704, 705, 706e
in preparation of fi nancial statements, 11
property, plant, and equipment under, 158, 

211
required disclosures under, 458–459
revaluation model under, 450
revenue recognition under, 140
share-based compensation under, 726, 728, 729
special purpose entities under, 785, 788, 789
statements of changes in equity under, 225–226
tax base determination under, 669
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translation of foreign currency under, 814, 819, 
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LIFO method for, 375–385, 377e–378e, 385e
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in fi nancial analysis, 404
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in inventory valuation, 374–375
and inventory write-downs, 392
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387n.14

Inventory valuation methods, 396–399, 
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cash fl ows from, 19
on cash fl ow statements, 245–246
defi ned, 38
direct method for, 266–268
evaluation of, 275
as non-operating items, 168

Investments:
analyst adjustments related to, 641
reclassifi cation of, 746–747, 754–755

Investment costs, 759–761

Investments in associates and joint ventures:
accounting treatments for, 741e–742e
as intercorporate investments, 755–767

Investment property:
as long-lived assets, 469–471, 470e
as non-current assets, 212
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growth, 638
market-oriented, 638
signifi cant infl uence of, 755
value, 638
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Last-in, fi rst-out method, see LIFO method
Lease(s):

advantages of, 526
analyst adjustments related to, 649–656
direct fi nancing, 487–491
fi nance, see Finance leases
as long-lived assets, 471–493, 484e, 485e
as non-current liabilities, 525–543, 543e–544e
non-operating, 492
as off -balance-sheet fi nancing, 649
operating, see Operating leases
sales-type, 492–493, 539, 541
with special purpose entities, 785–786, 786e
synthetic, 472
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538–544
eff ects of leases for, 543e–544e

Lev, B., 346
Leverage:
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Leveraged leases, 539n.13
Leverage ratios, 547–548
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Lewis, Craig M., 573–574
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contingent, see Contingent liabilities
current, see Current liabilities
determining tax base of, 669–671
excess purchase price allocated to, 761
fi nancial, 771
and fi nancial position, 5
in fi nancial position, 194
as fi nancial statement elements, 39, 112
long-term, 220, 222, 506
monetary, 815–817, 823
net pension, 545, 721
non-current, see Non-current liabilities
non-monetary, 815–816
reported at fair value, 515–517
unbiased measurement of, 922

LIFO conformity rule, 375
LIFO layer liquidation, 156e
LIFO liquidations, 382–385, 385e
LIFO (last-in, fi rst-out) method:

converting to FIFO, 376–382, 377e–378e, 
641–645, 642e

FIFO vs., 373–375
and fi nancial reporting quality, 605
historical exchange rate for, 822
of inventory costing, 155–156
of inventory valuation, 366–370, 375–385, 

377e–378e, 385e
and inventory write-downs, 388

LIFO reserve, 375–382
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Line costs, 597, 907
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Liquidity presentation, 198, 198e
Liquidity ratios, 313e
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evaluation of, 323–324
in fi nancial analysis, 320–325, 322e, 324e

Litigation losses, 572
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Loans:

as fi nancial assets, 745
tax base for, 670, 671
temporary diff erences due to, 676

Loan loss reserves, 602e
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Long-lived assets, 421–495

accounting choices and estimate aff ecting, 602e
amortization methods for, 449–450
capitalization of interest costs of, 434–437, 

435e, 436e
capitalization of internal development costs of, 

437–440, 437e
capitalizing vs. expensing costs of, 429–434, 
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depreciation methods for, 441–449
derecognition of, 456–457, 457e–458e
and expense recognition, 157
impairment of, 453–456
intangible assets acquisition, 426–429, 429e
investment property as, 469–471, 470e
leasing as, 471–493, 484e, 485e
presentation and disclosures for, 458–469, 

460e–462e, 467e
property, plant, and equipment acquisition, 

423–426
revaluation model for, 450–453, 453e

Long-term assets, 422. See also Long-lived assets
Long-term contracts, 144–147
Long-term debt, 268
Long-term investment, 945–972
Long-term liabilities, 220, 222, 506. See also 

Non-current liabilities
Look-ahead bias, 639
L’Oreal, 968–970, 968e–971e
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contingent, 929n.23
defi ned, 3
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and expenses, 152
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foreign currency disclosures in, 856
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net profi t, see Net profi t margin
operating, 606–607
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pretax profi t, 330–331
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Microsoft, 437, 437e
MicroStrategy, Inc., 903–905, 904e–905e
Middle East, 106e–107e
Minority interests. See also Non-controlling 
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concealing with acquisitions, 880
tools to assess likelihood of, 886–889

Misrepresentations, in security analysis, 70–71
Model building, 353
Modifi ed Jones Model, 894
Monetary assets, 815–817, 823
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Monetary/non-monetary method, 819
Monte Carlo simulation, 632
Moody’s Investors Service, 634–636
Morl, Ian, 164e
Most recent quarter (MRQ), 303
Motivation(s):
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1024 Index

Multiple-period performance, 629–633
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Net earnings, 13. See also Net income/loss
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in accounting equations, 43
adjustments to, 270e, 272
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and operating cash fl ows, 894–896
and translation methods, 852–853

Net interest expense, 545, 704, 706e
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on income statements, 137
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and bond amortization, 510–515
bond issuance as, 506–510
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and derecognition of debt, 517–520
evaluating solvency of, 547–550, 548e
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515–517
leases as, 525–543, 543e–544e
post-employment benefi ts as, 544–547
presentation and disclosure of long-term debt, 

522–525, 523e
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in fi nancial reporting, 582–583
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584e–585e
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Non-monetary assets, 815–816
Non-monetary liabilities, 815–816
Non-operating income, 723–724
Non-operating items, 168–169, 606
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OCFs (operating cash fl ows), 894–896, 

912–913
OCI, see Other comprehensive income
Off -balance-sheet fi nancing, 649–656,

 921–922
Off -balance sheet leverage, 972–976, 

973e–975e
Offi  ce of the Comptroller of the Currency, 96
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Off setting, under IFRS, 116
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method
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OPB (other post-employment benefi ts), 700, 

701e
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cash fl ows from, 19
on cash fl ow statements, 21, 245–247
defi ned, 38
direct method for, 261–266
evaluation of, 274
motivation to classify items as, 878

Operating cash fl ows (OCFs), 894–896, 912–913
Operating cycle, 570e
Operating effi  ciency ratios, 314. See also Activity 
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Operating income, 723–724
Operating income/average total assets ratio, 302
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analyst adjustments related to, 649–656, 654e
case study of, 972–976, 973e–975e
coverage ratios and adjustments to, 655
direct fi nancing vs., 487–491
fi nance vs., 472–491, 526–544, 543e–544e
as off -balance-sheet obligations, 921
present value of payments on, 651, 652, 652e
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Operating margin, 606–607
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574–575
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Ordinary shares, 169
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on income statements, 183
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Other post-employment benefi ts (OPB), 700, 
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as fi nancial statement elements, 39
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619e–621e
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Penman, Stephen H., 346, 898
Pension(s), 544–547
Pension obligations, 701–702, 708–712
Pension plans, multi-employer, 699n.3
Pension trust funds, 545
P/E ratio (price to earnings ratio), 341, 439
Percentage change, 308
Percentage-of-completion method, 144–146
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in credit analysis, 636
projecting multiple-period, 629–633

Period costs, 153
Periodic inventory systems, 370–372



1026 Index

Periodic pension costs, 704–707, 706e
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and assumptions, 714, 714e
classifi cation of, 722
recognition of, 721–722
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Perpetual inventory systems, 370–372
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P&L statements, see Profi t and loss statements
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Pooling of interests method, 582, 769–770, 

774n.24, 775n.25
Post Cereals, 163
Post-employment benefi ts, 698–725

disclosure of, 715–725, 716e, 719e
in fi nancial statement analysis, 621
fi nancial statement reporting of, 702–715, 

706e, 714e
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as non-current liabilities, 544–547
types of, 698–701, 700e–701e
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PPE, see Property, plant, and equipment
Preferred shares, 223
Premium (bonds), 513–515
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for business combinations, 781, 781e–784e, 783
clear, 925
fair, 115
and fi nancial reporting quality, 581–586, 

584e–585e
of income taxes, 682–687, 682e–685e
inventory-related, 394
for investment property, 470–471, 470e
liquidity, 198, 198e
for long-lived assets, 458–469, 460e–462e, 467e
for long-term debt, 522–525, 523e
of non-GAAP fi nancial measures, 564–566

Presentation currency, 801, 821–823
Present value (PV):

of bonds, 508
of lease payments, 651, 652, 652e
as measurement tool, 113–114

Present value of the defi ned benefi t obligation 
(PVDBO), 701

Pretax margin, 182
Pretax profi t margin, 330–331
Price, George, 914e
Price to book value (P/B), 342–343
Price to cash fl ow (P/CF), 342
Price to earnings ratio (P/E ratio), 341, 439
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439
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PricewaterhouseCoopers AG, 578e
PricewaterhouseCoopers LLP, 578e, 926e–927e
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Procter & Gamble, 800, 857–858
Products, reporting new, 123
Profi t, 3–4

accounting, 661–667
net, 13
operating, 15, 806–807

Profi tability ratios, 313e, 329–333, 329e–330e
Profi t and loss (P&L) statements, 13, 134, 704, 

705, 721–724. See also Income statement(s)
Profi t margin, 181

gross, see Gross profi t margin
net, see Net profi t margin
operating, see Operating profi t margin
pretax, 330–331

Profi t or loss, 13. See also Net income/loss
Pro forma reporting, 582, 892–893
Projected benefi t obligation (PBO), 701
Projection(s), 623–633, 630e–631e
Property, plant, and equipment (PPE):

acquisition of, 423–426
analyst adjustments related to, 645–646
disclosures for, 458
excess purchase price allocated to, 761
impairment of, 454–455
as long-lived assets, 157
of non-controlling interests, 777–778
as non-current assets, 211
valued in investments in associates and joint 

ventures, 759
valued under IFRS, 158

Prorated basis, for revenue recognition, 145
Proxy statements, 102
P/S (price to sales), 342
Public Company Accounting Oversight Board, 

25
Publicis Groupe, 973–976, 973e–975e
Purchase contracts, 921
Purchase costs, 375
Purchase method, 769–770
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Purchasing power gain/loss, 843
PV, see Present value
PVDBO (present value of the defi ned benefi t 

obligation), 701
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Qualifi ed audit opinion, 25–26
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quality
Quantitative models, 889
Quick ratio, 322

R
Rajgopaul, Shiva, 574
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Rating agencies, 5–6
Ratio(s). See also specifi c ratios

in analysis of Discover Financial Services, 978, 
979e, 980

in analysis of Publicis Groupe, 974, 974e
in credit analysis, 636
in fi nancial analysis, 313–341, 313e, 406
in fi nancial statement analysis, 31
in forecasting, 632
for goodwill, 647–649
industry-specifi c, 344–345, 345e–346e
interpreting, 301–302
inventory, 394–395
and inventory write-downs, 387–393
in screening of potential equity investments, 

639–640
sources of, 303–304
and translation of foreign currency, 832
used by Standard & Poor’s, 348e–349e

Ratio analysis:
of balance sheets, 236–237
in fi nancial analysis, 297–304, 297e–298e

Rationalization, of poor accounting choices, 575
RCF (retained cash fl ow), 634
R&D (research and development), 789, 884
R/E (retained earnings), 43–44, 223, 823, 824e
Realized value, 113
Reasonable assurance, 25
Receivables:

as fi nancial assets, 745
and revenue recognition, 901
securitization of, 786–788

Receivables turnover, 317
Recognition:

of current and deferred taxes, 679–681
of expenses, see Expense recognition
of fi nancial statement elements, 113

of income taxes, 678–681
of periodic pension costs, 721–722
reported amounts and timing of, 873–876
of revenue, see Revenue recognition
temporary diff erence at initial, 676
of valuation allowance, 679

Recommendations, from analysis conclusions, 32
Reconciliation disclosures, 121, 122
Recoverable amount(s):

of cash-generating units, 779
in impairment, 211
in investments in associates and joint ventures, 

763n.16
Recurring earnings, 890–893, 890e, 892e
Registration requirements, for securities, 576
Regression analysis, 312
Regulations, changes in, 124
Regulation FD, 103n.13
Regulatory authorities:

fi nancial reporting requirements enforced by, 
576

for fi nancial reporting standards, 99–104
management discussion and analysis required 

by, 24
standard-setting bodies vs., 95–96

Related-party transactions, 603e, 606
Relevance, of fi nancial reports, 109–110
Relevant information, 558–559, 872n.3
Remaining useful life, 465–466
Remeasurements:

for pension plans, 545
as periodic pension costs, 705, 706e
in translation of foreign currency, 822

Rent, received in advance, 670, 671, 676
Reported amounts, of recognition, 873–876
Representation, faithful, 110
Required disclosures, 936–937
Research and development (R&D), 789, 884
Research costs:

conservative accounting of, 572
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