CHAPTER 3

NUMBERSDON'T LIEOR DO THEY?

Financia statements provide us with the fundamenta information that we use to
analyze firms. While you may be able to become a successful investor without ever
understanding financial statements, it does make the investment process a lot easier if you
do. Itisimportant, therefore, that we examine the principles governing these statements and
how they help (or fail to help) us answer four questions:

* How vauable are the assets of afirm? The assets of a firm can come in severd forms —
assets with long lives such as land and buildings, assets with shorter lives such
inventory, and intangible assets that still produce revenues for the firm such as patents
and trademarks.

* How did the firm raise the funds to finance these assets? In acquiring these assets, firms
can use the funds of the owners (equity) or borrowed money (debt), and the mix is
likely to change as the assets age.

* How profitable are these assets? To evaduate whether the investments that a firm has
already made are good investments, we need to estimate what returns we are making on
these investments.

*  How much uncertainty (or risk) is embedded in these assets? Estimating how much
uncertainty there is in existing investments and the implications for a firm is clearly a
first step.

We will look a the way accountants would answer these questions, and why
financia statements can provide a mideading picture of a firm’'s health and success. Some
of these differences can be traced to the differences in objectives — accountants try to
measure the current standing and immediate past performance of a firm, whereas vauation
is much more forward looking.

The Basic Accounting Statements

There are three basic accounting statements that summarize information about a
firm. The first is the balance sheet, shown in Figure 3.1, which summarizes the assets
owned by afirm, the value of these assets and the mix of financing, debt and equity, used to
finance these assets at a point in time.



Figure 3.1: The Balance Sheet
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The next is the income statement, shown in Figure 3.2, which provides information on the
revenues and expenses of the firm, and the resulting income made by the firm, during a
period. The period can be a quarter (if it isaquarterly income statement) or ayear (if it is an

annual report).



Figure 3.2: Income Statement
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Finally, there is the statement of cash flows, shown in figure 3.3, which specifies the sources
and uses of cash of the firm from operating, investing and financing activities, during a
period.



Figure 3.3: Satement of Cash Flows

Net cash flow from operations, )
after taxes and interest expenses Cash Flows From Operations

/I ncludes divestiture and acquisition
gﬂgﬁsﬁﬁsgﬁ,ﬁp gﬂcixa%gn (‘j}' tures) + Cash Flows From Investing
financial assets. Also includes

\.&cquisitions of other firms,

/Netcashflowfrom the issue and ] )
repurchase of equity, from the + Cash Flows from Financing
issue and repayment of debt and after

\divi dend payments

= Net Change in Cash Balance
The statement of cash flows can be viewed as an attempt to explain how much the cash
flows during a period were, and why the cash balance changed during the period.

Asset M easurement and Valuation

When analyzing any firm, we would like to know the types of assetsthat it owns, the
vaues of these assets and the degree of uncertainty about these values. Accounting
statements do a reasonably good job of categorizing the assets owned by afirm, apartia job
of assessing the values of these assets and a poor job of reporting uncertainty about asset
values. In this section, we will begin by looking a the accounting principles underlying
asset categorization and measurement, and the limitations of financid statements in
providing relevant information about assets.

Accounting Principles Underlying Asset M easurement

An asset is any resource that has the potential to either generate future cash inflows
or reduce future cash outflows. While that is a generad definition broad enough to cover
almost any kind of asset, accountants add a cavesat that for a resource to be an asset. A firm
has to have acquired it in a prior transaction and be able to quantify future benefits with
reasonable precision. The accounting view of asset valueisto agreat extent grounded in the
notion of historical cost, which is the original cost of the asset, adjusted upwards for
improvements made to the asset since purchase and downwards for the loss in vaue
associated with the aging of the asset. This historical cost is called the book value. While



the generally accepted accounting principles for valuing an asset vary across different kinds

of assets, three principles underlie the way assets are valued in accounting statements.

* An Abiding Bdlief in Book Value as the Best Estimate of Value: Accounting estimates of
asset vadue begin with the book value. Unless a substantial reason is given to do
otherwise, accountants view the historical cost as the best estimate of the vaue of an
asset.

* ADistrust of Market or Estimated Value: When a current market vaue exists for an
asset that is different from the book vaue, accounting convention seems to view this
market value with suspicion. The market price of an asset is often viewed as both much
too volatile and too easily manipulated to be used as an estimate of vaue for an asset.
This suspicion runs even deeper when vaues are is estimated for an asset based upon
expected future cash flows.

* APreference for under estimating value rather than over estimating it: When there is
more than one approach to valuing an asset, accounting convention takes the view that
the more conservative (lower) estimate of vaue should be used rather than the less
conservative (higher) estimate of vaue. Thus, when both market and book vdue are
available for an asset, accounting rules often require that you use the lesser of the two
numbers.

Measuring Asset Value

Thefinancia statement in which accountants summarize and report asset value is the
balance sheet. To examine how asset value is measured, let us begin with the way assets are
categorized in the balance sheet. First, there are the fixed assets, which include the long-
term assets of the firm, such as plant, equipment, land and buildings. Next, we have the
short-term assets of the firm, including inventory (including raw materials, work in progress
and finished goods), receivables (summarizing moneys owed to the firm) and cash; these
are categorized as current assets. We then have investments in the assets and securities of
other firms, which are generally categorized as financia investments. Finaly, we have what
is loosely categorized as intangible assets. These include assets, such as patents and
trademarks that presumably will create future earnings and cash flows, and aso uniquely
accounting assets such as goodwill that arise because of acquisitions made by the firm.

Fixed Assets

Generally accepted accounting principles (GAAP) in the United States require the
valuation of fixed assets at historical cost, adjusted for any estimated gain and loss in vaue
from improvements and the aging, respectively, of these assets. While in theory the
adjustments for aging should reflect the loss of earning power of the asset as it ages, in



practice they are much more a product of accounting rules and convention, and these
adjustments are called depr eciation. Depreciation methods can very broadly be categorized
into straight line (where the lossin asset vaue is assumed to be the same every year over
itslifetime) and acceler ated (where the asset loses more vaue in the earlier years and less
inthe later years). [Whiletax rules, at least in the United States, have restricted the freedom
that firms have on their choice of asset life and depreciation methods, firms continue to have
a ggnificant amount of flexibility on these decisions for reporting purposes. Thus, the
depreciation that is reported in the annua reports may not, and generaly is not, the same
depreciation that is used in the tax statements.

Since fixed assets are vaued a book vadue and are adjusted for depreciation
provisions, the value of a fixed asset is strongly influenced by both its depreciable life and
the depreciation method used. Many firmsin the United States use straight line depreciation
for financial reporting while using accelerated depreciation for tax purposes, since firms can
report better earnings with the formerl, at least in the years right after the asset is acquired.
In contrast, Japanese and German firms often use accelerated depreciation for both tax and
financia reporting purposes, leading to reported income which is understated relative to that
of their U.S. counterparts.

Current Assets

Current assets include inventory, cash and accounts receivables. It is in this category
that accountants are most amenable to the use of market vaue especialy in vauing
marketable securities.

Accounts Receivable
Accounts receivable represent money owed by entities to the firm on the sae of

products on credit. The accounting convention is for accounts
receivable to be recorded as the amount owed to the firm, ECompanieswith
based upon the billing at the time of the credit sale. The only | largest cash balances:
major valuation and accounting issue is when the firm has to | Takealook at the 50
recognize accounts receivable that are not collectible. Firms | companieswith the

can set aside aportion of their income to cover expected bad | largest cash balances, as
debts from credit sales, and accounts receivable will be | apercent of market

reduced by this reserve. Alternatively, the bad debts can be

1 Depreciation is treated as an accounting expense. Hence, the use of straight line depreciation (which is
lower than accelerated depreciation in the first few years after an asset is acquired) will result in lower
expenses and higher income.



recognized as they occur and the firm can reduce the accounts receivable accordingly. There
isthe danger, however, that absent a decisive declaration of a bad debt, firms may continue
to show as accounts receivable amounts that they know are unlikely to be ever collected.

Cash

Cash is one of the few assets for which accountants and financia analysts should
agree on value. The value of a cash balance should not be open to estimation error. Having
said this, we should note that fewer and fewer companies actudly hold cash in the
conventiona sense (as currency or as demand deposits in banks). Firms often invest the
cash in interest-bearing accounts or in treasuries, so asto earn a return on their investments.
In either case, market vaue can deviate from book vaue, especidly if the investments are
long term. While there is no rea default risk in either of these investments, interest rate
movements can affect their vaue. We will examine the vauation of marketable securities
later in this section.

Inventory
Three basis approaches to vauing inventory are dlowed by GAAP: FIFO, LIFO
and Weighted Average.
(a) First-in, First-out (FIFO): Under FIFO, the cost of goods sold is based upon the cost
of material bought earliest in the period, while the cost of inventory is based upon the cost
of materia bought latest in the year. This results in inventory being valued close to the
current replacement cost. During periods of inflation, the use of FIFO will result in the
lowest estimate of cost of goods sold among the three valuation approaches, and the highest
net income.
(b) Last-in, First-out (LIFO): Under LIFO, the cost of goods sold is based upon the cost
of materia bought latest in the period, while the cost of inventory is based upon the cost of
material bought earliest in the year. Thisresults in finished goods being valued close to the
current production cost. During periods of inflation, the use of LIFO will result in the
highest estimate of cost of goods sold among the three valuation approaches, and the lowest
net income.
(c) Weighted Average: Under the weighted average approach, both inventory and the cost of
goods sold are based upon the average cost of all materials bought during the period. When
inventory turns over rapidly, this approach will more closaly resemble FIFO than LIFO.
Firms often adopt the LIFO approach for its tax benefits during periods of high
inflation. The cost of goods sold is then higher because it is based upon prices paid towards
to the end of the accounting period. This, in turn, will reduce the reported taxable income
and net income, while increasing cash flows. Studies indicate that larger firms with rising



pricesfor raw materials and labor, more variable inventory growth and an absence of other
tax loss carry forwards are much more likely to adopt the L1FO approach.

Given the income and cash flow effects of inventory valuation methods, it is often
difficult to compare the inventory values of firms that use different methods. There is,
however, one way of adjusting for these differences. Firms that choose the LIFO approach
to vaue inventories have to specify in a footnote the difference in inventory vauation
between FIFO and LI1FO, and this differenceis termed the L1FO reserve. It can be used to
adjust the beginning and ending inventories, and consequently the cost of goods sold, and to
restate income based upon FIFO valuation.

I nvestments (Financial) and Marketable Securities

In the category of investments and marketable securities, accountants consider
investments made by firms in the securities or assets of other firms, and other marketable
securities including treasury bills or bonds. The way in which these assets are vaued
depends upon the way the investment is categorized and the mative behind the investment.
In generd, an investment in the securities of another firm can be categorized as a minority,
passive investment; a minority, active investment; or a majority, active investment.
The accounting rules vary depending upon the categorization.

Minority, Passive Investments
If the securities or assets owned in another firm represent less than 20% of the
overdl ownership of that firm, an investment is treated as a minority, passive investment.

These investments have an acquisition vaue, which represents what the firm originally paid

for the securities and often amarket value. Accounting principles require that these assets be

sub-categorized into one of three groups. investments that will be held to maturity,
investments that are available for sale and trading investments. The valuation principles vary
for each.

* For investments that will be held to maturity, the vauation is at historical cost or book
value, and interest or dividends from this investment are shown in the income statement
under net interest expenses

* For investments that are avalable for sde, the vauation is a market vaue, but the
unrealized gains or losses are shown as part of the equity in the balance sheet and not in
the income statement. Thus, unrealized losses reduce the book vaue of the equity in the
firm, and unrealized gains increase the book value of equity.

* For trading investments, the valuation is at market vaue and the unrealized gains and
losses are shown in the income statement.



Firms are dlowed an dement of discretion in the way they classify investments and,
subsequently, in the way they value these assets. This classification ensures that firms such
asinvestment banks, whose assets are primarily securities held in other firms for purposes
of trading, revalue the bulk of these assets at market levels each period. This is caled
mar king-to-market and provides one of the few instances in which market vaue trumps
book value in accounting statements.

Minority, Active Investments

If the securities or assets owned in another firm represent between 20% and 50% of
the overdl ownership of that firm, an investment is treated as a minority, active
investment. While these investments have an initia acquisition vaue, a proportional share
(based upon ownership proportion) of the net income and losses made by the firm in which
the investment was made, is used to adjust the acquisition cost. In addition, the dividends
received from the investment reduce the acquisition cost. This approach to vauing
investmentsiis called the equity approach.

The market vaue of these investments is not considered until the investment is
liquidated, at which point the gain or loss from the sae, rdative to the adjusted acquisition
cost is shown as part of the earnings under extraordinary itemsin that period.

Majority, Active Investments

If the securities or assets owned in another firm represent more than 50% of the
overal ownership of that firm, an investment is treated as a majority active investment2.
In this case, the investment is no longer shown as a financial investment but is instead
replaced by the assets and liabilities of the firm in which the investment was made. This
approach leads to a consolidation of the balance sheets of the two firms, where the assets
and liabilities of the two firms are merged and presented as one baance sheet. The share of
the firm that is owned by other investors is shown as a minority interest on the liability
side of the balance sheet. A smilar consolidation occurs in the financia statements of the
other firm as well. The statement of cash flows reflects the cumulated cash inflows and
outflows of the combined firm. Thisisin contrast to the equity approach, used for minority
active investments, in which only the dividends received on the investment are shown as a
cash inflow in the cash flow statement.

2 Firms have evaded the requirements of consolidation by keeping their share of ownership in other firms
below 50%.



Here again, the market value of thisinvestment is not considered until the ownership
stakeisliquidated. At that point, the difference between the market price and the net vaue of
the equity stake in thefirmistreated asagain or loss for the period.

I ntangible Assets
Intangible assets include awide array of assets ranging from patents and trademarks
to goodwill. The accounting standards vary across intangible assets.

1. Patents and Trademarks

Patents and trademarks are vaued differently depending on whether they are
generated internally or acquired. When patents and trademarks are generated from internal
sources, such as research, the costs incurred in developing the asset are expensed in that
period even though the asset might have a life of several accounting periods. Thus, the
intangible asset is not usually valued in the balance sheet of the firm. In contrast, when an
intangible asset is acquired from an external party, it istreated as an asset.

Intangible assets have to be amortized over their expected lives, with a maximum
amortization period of 40 years. The standard practice is to use straight-line amortization.
For tax purposes, however, firms are not dlowed to amortize goodwill or other intangible
assets with no specific lifetime.

2. Goodwill

Intangible assets are sometimes the by-products of acquisitions. When a firm
acquires another firm, the purchase price is first dlocated to tangible assets and then
alocated to any intangible assets such as patents or trade names. Any residual becomes
goodwill. While accounting principles suggest that goodwill captures the vaue of any
intangibles that are not specificaly identifiable, it is redly a reflection of the difference
between the market vaue of the firm owning the assets and the book vaue of assets. This
approach is called purchase accounting and it creates an intangible asset (goodwill) that is
usually amortized over time.

Until recently, firmsthat did not want to see this charge against their earnings, often
used an aternative approach called pooling accounting, in which the purchase price never
showed up in the balance sheet. Instead, the book vaues of the two companies involved in
the merger were aggregated to create the consolidated balance sheet of the combined firm.
In 2000, pooling was banned and new rules were created for the treatment of goodwill.
Instead of goodwill being written off over a fixed period of time — the old rules required a
40-year amortization period — accountants will now have to reassess the vaue added in an
acquisition and adjust the goodwill accordingly. If the acquired company’s vaue has
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decreased since the acquisition, accountants will have to adjust the goodwill for the
“impairment in value’.

Measuring Financing Mix

The second set of questions that we would like to answer and accounting statements
to shed some light on relates to the current value and subsequently the mixture of debt and
equity used by the firm. The bulk of the information about these questions is provided on
the liability side of the balance sheet and the footnotes.

Accounting Principles Underlying Liability and Equity Measurement

Just as with the measurement of asset vaue, the accounting categorization of
liabilities and equity is governed by a set of fairly rigid principles. The first is a strict
categorization of financing into either a liability or equity based upon the nature of the
obligation. For an obligation to be recognized as aliability, it must meet three requirements:
1. It must be expected to lead to a future cash outflow or the loss of a future cash inflow a

some specified or determinable date,
2. Thefirm cannot avoid the obligation.
3. Thetransaction giving rise to the obligation has happened already.
In keeping with the earlier principle of conservatism in estimating asset vaue, accountants
recognize as liabilities only cash flow obligations that cannot be avoided.

The second principle is that the vaue of both liabilities and equity in a firm are
better estimated using historical costs with accounting adjustments, rather than with
expected future cash flows or market value. The process by which accountants measure the
vaue of ligbilities and equities is inextricably linked to the way they vaue assets. Since
assets are primarily valued at historical cost or a book vadue, both debt and equity also get
measured primarily a book vaue. In the section that follows, we will examine the
accounting measurement of both liabilities and equity.

Measuring the Value of Liabilities and Equities

Accountants categorize liabilities into current liabilities, long term debt and long term
liabilities that are neither debt nor equity. Next, we will examine the way they measure each
of these.

Current Liabilities
Current liabilities include al obligations that the firm has coming due in the next
accounting period. These generally include:
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1. Accounts Payable — representing credit received from suppliers and other vendors to the
firm. The value of accounts payable represents the amounts due to these creditors. For
thisitem, book and market value should be similar.

2. Short term borrowing — representing short term loans (duein less than a year) taken to
finance the operations or current asset needs of the business. Here again, the vadue
shown represents the amounts due on such loans, and the book and market value should
be similar, unless the default risk of the firm has changed dramatically since it borrowed
the money.

3. Short term portion of long term borrowing — representing the portion of the long term
debt or bonds that is coming due in the next year. Here again, the vaue shown is the
actual amount due on these loans, and market and book vaue should converge as the
due date approaches.

4. Other short term liabilities — which is a catch-all component for any other short term
liabilities that the firm might have, including wages due to its employees and taxes due
to the government.

Of dl the items on the liability side of the balance sheet, absent outright fraud, current

liabilities should be the one for which the accounting estimates of book vaue and financia

estimates of market value are the closest.

Long Term Debt

Long term debt for firms can take one of two forms. It can be a long-term loan from
a bank or other financia ingtitution or it can be a long-term bond issued to financial
markets, in which case the creditors are the investors in the bond. Accountants measure the
value of long term debt by looking at the present value of payments due on the loan or bond
at thetime of the borrowing. For bank loans, this will be equal to the nomina vaue of the
loan. With bonds, however, there are three possibilities: When bonds are issued at par vaue,
for instance, the vaue of the long-term debt is generally measured in terms of the nominal
obligation created, in terms of principal (face value) due on the borrowing. When bonds are
issued at a premium or adiscount on par value, the bonds are recorded at the issue price, but
the premium or discount to the face vaue is amortized over the life of the bond. As an
extreme example, companies that issue zero coupon debt have to record the debt a the issue
price, which will be significantly below the principa (face value) due a maturity. The
difference between the issue price and the face value is amortized each period and is treated
as anon-cash interest expense that is tax deductible.

In all these cases, the book vaue of debt is unaffected by changes in interest rates
during the life of the loan or bond. Note that as market interest rates rise (fal), the present
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value of the loan obligations should decrease (increase). This updated market value for debt
is not shown on the balance sheet. If debt isretired prior to maturity, the difference between
book value and the amount paid at retirement is treated as an extraordinary gain or 10ss in
the income statement.

Finadly, companies that have long-term debt denominated in non-domestic
currencies have to adjust the book value of debt for changes in exchange rates. Since
exchange rate changes reflect underlying changes in interest rates, it does imply that this
debt islikely to be valued much nearer to market value than is debt in the home currency.

Other Long Term Liabilities

Firms often have long term obligations that are not captured in the long term debt
item. These include obligations to lessors on assets that firms have leased, to employees in
the form of pension fund and hedlth care benefits yet to be paid, and to the government in
the form of taxes deferred. In the last two decades, accountants have increasingly moved
towards quantifying these liabilities and showing them as long-term liabilities.

1. Leases

Firms often choose to lease long-term assets rather than buy them. Lease payments
create the same kind of obligation that interest payments on debt create, and they must be
viewed inasimilar light. If afirm is adlowed to lease a significant portion of its assets and
keep it off its financid statements, a perusal of the statements will give a very mideading
view of the company's financial strength. Consequently, accounting rules have been devised
to force firmsto revea the extent of their lease obligations on their books.

There are two ways of accounting for leases. In an operating lease, the lessor (or
owner) transfers only the right to use the property to the lessee. At the end of the lease
period, the lessee returns the property to the lessor. Since the lessee does not assume the
risk of ownership, the lease expense is treated as an operating expense in the income
statement and the lease does not affect the balance sheet. In a capital lease, the lessee
assumes some of the risks of ownership and enjoys some of the benefits. Consequently, the
lease, when signed, is recognized both as an asset and as a liability (for the lease payments)
on the balance sheet. The firm gets to clam depreciation each year on the asset and also
deducts the interest expense component of the lease payment each year. In generd, capital
|eases recognize expenses sooner than equivalent operating |leases.

Since firms prefer to keep leases off the books and sometimes to defer expenses
they have a strong incentive to report al leases as operating leases. Consequently the
Financial Accounting Standards Board has ruled that a lease should be treated as a capita
leaseif it meets any one of the following four conditions.
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(&) Theleaselife exceeds 75% of the life of the asset.
(b) Thereisatransfer of ownership to the lessee at the end of the lease term.
(c) Thereisan option to purchase the asset at a"bargain price" at the end of the lease term.
(d) The present vaue of the lease payments, discounted a an appropriate discount rete,
exceeds 90% of the fair market value of the asset.
The lessor uses the same criteria for determining whether the lease is a capital or operating
lease and accounts for it accordingly. If it is a capital lease, the lessor records the present
value of future cash flows as revenue and recognizes expenses. The lease receivable is also
shown as an asset on the balance sheet and the interest revenue is recognized over the term
of the lease as paid.

From atax standpoint, the lessor can claim the tax benefits of the leased asset only if
it is an operating lease, though the revenue code uses dightly different criteria® for
determining whether the lease is an operating lease.

2. Employee Benefits

Employers provide pension and health care benefits to their employees. In many
cases, the obligations created by these benefits are extensive and a failure by the firm to
adequately fund these obligations needs to be revealed in financial statements.

a. Pension Plans

In a pension plan, the firm agreesto provide certain benefits to its employees, ether
by specifying a'defined contribution’ (wherein afixed contribution is made to the plan each
year by the employer, without any promises as to the benefits which will be delivered in the
plan) or a'defined benefit' (wherein the employer promises to pay a certain benefit to the
employee). In the latter case, the employer has to put sufficient money into the plan each
period to meet the defined benefits.

Under a defined contribution plan, the firm meetsits obligation once it has made the
pre-specified contribution to the plan. Under a defined-benefit plan, the firm's obligations
are much more difficult to estimate, since they will be determined by a number of variables
including the benefits that employees are entitled to, the prior contributions made by the
employer, the returns the plan have earned, and the rate of return that the employer expects
to make on current contributions. As these variables change, the vaue of the pension fund
assets can be greater than, less than or equal to pension fund liabilities (which is the present

3 The requirements for an operating lease in the revenue code are as follows - (a) the property can be used by
someone other than the lessee at the end of the lease term, (b) the lessee cannot buy the asset using a
bargain purchase option, (c) the lessor has at least 20% of its capital at risk, (d) the lessor has a positive
cash flow from the lease independent of tax benefits and (€) the lessee does not have an investment in the
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vaue of promised benefits). A pension fund whose assets exceed its liabilities is an over-
funded plan, whereas one whose assets are less than its ligbilities is an under-funded plan
and disclosures to that effect have to be included in financiad statements, generaly in the
footnotes.

When a pension fund is over-funded, the firm has severa options. It can withdraw
the excess assets from the fund, it can discontinue contributions to the plan, or it can
continue to make contributions on the assumption that the over-funding is a transitory
phenomenon that could well disappear by the next period. When a fund is under-funded,
the firm has aliability, though accounting standards require that firmsrevea only the excess
of accumulated? pension fund liabilities over pension fund assets on the balance sheet.

b. Health Care Benefits

A firm can provide hedth care benefits in one of two ways. by making a fixed
contribution to a hedth care plan, without promising specific benefits (analogous to a
defined contribution plan), or by promising specific health benefits and setting aside the
funds to provide these benefits (analogous to a defined benefit plan). The accounting for
hedlth care benefits is very similar to the accounting for pension obligations. The key
difference between the two is that firms do not have to report> the excess of their health care
obligations over the hedth care fund assets as a liability on the balance sheet, though a
footnote to that effect has to be added to the financia statement.

3. Deferred Taxes

Firms often use different methods of accounting for tax and financia reporting
purposes, leading to a question of how tax liabilities should be reported. Since accelerated
depreciation and favorable inventory valuation methods for tax accounting purposes lead to
adeferral of taxes, the taxes on the income reported in the financial statements will generally
be much greater than the actua tax paid. The same principles of matching expenses to
income that underlie accrual accounting suggest that the 'deferred income tax' be recognized
in the financial statements. Thus a company which pays taxes of $55,000 on its taxable
income based upon itstax accounting, and which would have paid taxes of $75,000 on the
income reported in its financial statements, will be forced to recognize the difference

lease.

4 The accumul ated pension fund liability does not take into account the projected benefit obligation, where
actuarial estimates of future benefits are made. Consequently, it is much smaller than the total pension
liabilities.

5 While companies might not have to report the excess of their health care obligations over assets as a
liability, some firms choose to do so anyway.
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(%$20,000) as deferred taxes in liabilities. Since the deferred taxes will be paid in later years,
they will be recognized as paid.

It isworth noting that companies that actually pay more in taxes than the taxes they
report in the financial statements create an asset on the balance sheet cdled a deferred tax
asset. This reflects the fact that the firm's earnings in future periods will be greater as the
firmisgiven credit for the deferred taxes.

The question of whether the deferred tax liability is really a liability is an interesting
one. Firms do not owe the amount categorized as deferred taxesto any entity, and treating it
as aliability makes the firm look more risky than it realy is. On the other hand, the firm will
eventudly have to pay its deferred taxes, and treating it as a ligbility seems to be the
conservative thing to do.

Preferred Stock

When a company issues preferred stock, it generally creates an obligation to pay a
fixed dividend on the stock. Accounting rules have conventionally not viewed preferred
stock as debt because the failure to meet preferred dividends does not result in bankruptcy.
At the sametime, the fact the preferred dividends are cumulative makes them more onerous
than common equity. Thus, preferred stock is viewed in accounting as a hybrid security,
sharing some characteristics with equity and some with debt.

Preferred stock is vaued on the balance sheet a its original issue price, with any
cumulated unpaid dividends added on. Convertible preferred stock is treated similarly, but it
istreated as equity on conversion.

Equity

The accounting measure of equity is a historical cost measure. The vaue of equity
shown on the balance shest reflects the original proceeds received by the firm when it issued
the equity, augmented by any earnings made since (or reduced by losses, if any) and
reduced by any dividends paid out during the period. While these three items go into what
we can call the book value of equity, afew other items also end up in this estimate.

1. When companies buy back stock for short periods, with the intent of reissuing the stock
or using it to cover option exercises, they are alowed to show the repurchased stock as
treasury stock, which reduces the book vaue of equity. Firms are not alowed to keep
treasury stock on the books for extended periods and have to reduce their book vaue of
equity by the value of repurchased stock in the case of actions such as stock buybacks.
Since these buybacks occur at the current market price, they can result in significant
reductionsin the book value of equity.
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2. Firms that have significant losses over extended periods or carry out massive stock
buybacks can end up with negative book values of equity.

3. Reating back to our discussion of marketable securities, any unrealized gain or loss in
marketable securities that are classified as available-for-sae is shown as an increase or
decrease in the book value of equity in the balance sheet.

As part of their financia statements, firms provide a summary of changes in shareholders

equity during the period, where all the changesthat occurred to the accounting (book vaue)

measure of equity value are summarized.

Accounting rules still do not seem to have come to grips with the effect of warrants
and equity options (such as those granted by many firms to management) on the book vaue
of equity. If warrants are issued to financia markets, the proceeds from this issue will show
up as part of the book vaue of equity. In the far more prevaent case where options are
given or granted to management, there is no effect on the book value of equity. When the
options are exercised, the cash inflows from the exercise do ultimately show up in the book
value of equity and there is a corresponding increase in the number of shares outstanding.
The same point can be made about convertible bonds, which are treated as debt until
conversion, at which point they become part of equity. In partial defense of accountants, we
must note that the effect of options outstanding is often reveded when earnings and book
vaue are computed on a per share basis. Here, the computation is made on two bases, the
first on the current number of shares outstanding (primary shares outstanding) and the
second on the number of shares outstanding after al options have been exercised (fully
diluted shares outstanding).

As afina point on equity, accounting rules still seem to consider preferred stock,
with its fixed dividend, as equity or near-equity, largely because of the fact that preferred
dividends can be deferred or cumulated without the risk of default. To the extent that there
can till be aloss of control in the firm (as opposed to bankruptcy), we would argue that
preferred stock shares amost as many characteristics with unsecured debt as it does with

equity.

Off Balance Sheet Debt
Towards the end of 2001, we witnessed the incredible collapse of Enron from a firm
with more than $ 100 billion in market capitaization to a firm in bankruptcy. While there
were other issuesinvolved in the bankruptcy, one of the key ones wasthe failure of the firm
to reveal and of anayststo find out about the billions in dollars of debt that Enron kept off
its balance sheet. Enron accomplished this through the use of what are caled specid
purpose entities — partnerships formed with the explicit objective of moving debt off the
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company’s balance sheet. There are legitimate uses of specia purpose entities, where firms
carve out some of their most liquid and credit-worthy assets (accounts receivable, for
instance) into separate entities and let these entities borrow at a rate much lower than what
the firm could have borrowed at.6 Enron, however, used the partnerships to remove
troublesome assets of its books, claming the earnings from these assets and not reporting
the debt backing up the assets.

When analyzing a firm, you may want to pay specia attention to the footnotes and
the other material contained in the filings with the SEC. While this may not give you al the
information you need to estimate how much a firm owes, it may give you vitd clues about
their existence. Firms that have multiple and complicated holding structures, with special
purpose entities and partnerships, should viewed with caution. If these firms refuse to reved
fundamental information about their holdings, hiding behind accounting and legal standards,
they should be avoided as investments.

Measuring Earnings and Profitability

How profitableisafirm? What did it earn on the assetsthat it invested in? These are
the fundamental questions we would like financia statements to answer. Accountants use
the income statement to provide information about a firm's operating activities over a
gpecific time period. In terms of our description of the firm, the income statement is
designed to measure the earnings from assetsin place. In this section, we will examine the
principles underlying earnings and return measurement in accounting, and the methods that
they are put into practice.

Accounting Principles Underlying Measurement of Earnings and Profitability

Two primary principles underlie the measurement of accounting earnings and
profitability. The first is the principle of accrual accounting. In accrua accounting, the
revenue from selling agood or serviceis recognized in the period in which the good is sold
or the sarvice is performed (in whole or substantialy). A corresponding effort is made on
the expense side to match? expenses to revenues. Thisis in contrast to cash accounting,
where revenues are recognized when payment is received and expenses are recorded when
they are paid.

61f markets were rational, the firm’s assets should now be much riskier and the rate at which it borrows
should increase. If they are not, however, you may be able to take advantage of market frictions and end up
with a much lower borrowing rate.

7 1f acost (such as an administrative cost) cannot be easily linked with a particular revenues, it is usually
recognized as an expense in the period in which it is consumed.
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The second principle isthe categorization of expenses into operating, financing and
capital expenses. Oper ating expenses are expenses that, at least in theory, provide benefits
only for the current period; the cost of labor and materials expended to create products that
are sold in the current period is agood example. Financing expenses are expenses arising
from the non-equity financing used to raise capital for the business; the most common
exampleisinterest expenses. Capital expenses are expenses that are expected to generate
benefits over multiple periods; for instance, the cost of buying land and buildings is treated
as acapita expense.

Operating expenses are subtracted from revenues in the current period to arrive a a
measure of operating earnings from the firm. Financing expenses are subtracted from
operating earnings to estimate earnings to equity investors or net income. Capital expenses
are written off over their useful life (in terms of generating benefits) as depreciation or
amortization.

Measuring Accounting Earnings and Profitability

Since income can be generated from a number of different sources, generdly
accepted accounting principles (GAAP) require that income statements be classified into
four sections: income from continuing operations, income from discontinued operations,
extraordinary gains or losses and adjustments for changes in accounting principles.

Generally accepted accounting principles require the recognition of revenues when
the service for which the firm is getting paid has been performed in full or substantialy and
for which it has received in return either cash or a receivable that is both observable and
measurable. Expenses linked directly to the production of revenues (like labor and
materials) are recognized in the same period in which revenues are recognized. Any
expenses that are not directly linked to the production of revenues are recognized in the
period in which the firm consumes the services.

While accrual accounting is straightforward in firms that produce goods and sell
them, there are specia cases where accrua accounting can be complicated by the nature of
the product or service being offered. For instance, firms that enter into long term contracts
with their customers, for instance, are alowed to recognize revenue on the basis of the
percentage of the contract that is completed. Asthe revenue isrecognized on a percentage of
completion basis, a corresponding proportion of the expenseis also recognized. When there
is considerable uncertainty about the capacity of the buyer of a good or service to pay for a
sarvice, the firm providing the good or service may recognize the income only when it
collects portions of the selling price under the installment method.
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Reverting back to our discussion of the difference between capita and operating
expenses, operating expenses should reflect only those expenses that create revenues in the
current period. In practice, however, a number of expenses are classified as operating
expenses that do not seem to meet thistest. Thefirst is depreciation and amortization. While
the notion that capital expenditures should be written off over multiple periodsis reasonable,
the accounting depreciation that is computed on the original historical cost often bears little
resemblance to the actua economical depreciation. The second expense is research and
development expenses, which accounting standards in the United States classify as
operating expenses, but which clearly provide benefits over multiple periods. The rationde
used for this classification is that the benefits cannot be counted on or easily quantified.

Much of financid analysis is built around the expected future earnings of a firm, and
many of these forecasts start with the current earnings. It is therefore important that we
know how much of these earnings come from the ongoing operations of the firm, and how

much can be attributed to unusual or extraordinary events, that are unlikely to recur on a

regular basis. From that standpoint, it is useful that firms categorize expenses into operating

and nonrecurring expenses, since it is the earnings prior to extraordinary items that should
be used in forecasting. Nonrecurring items include the following:

a. Unusual or Infrequent items, such as gains or losses from the divestiture of an asset or
division and write-offs or restructuring costs. Companies sometimes include such items
as part of operating expenses. As an example, Boeing in 1997 took a write-off of
$1,400 million to adjust the value of assets it acquired in its acquisition of McDonnell
Douglas, and it showed this as part of operating expenses.

b. Extraordinary items, which are defined as events that are unusual in nature, infrequent
in occurrence and material in impact. Examples include the accounting gain associated
with refinancing high coupon debt with lower coupon debt, and gains or losses from
marketable securitiesthat are held by the firm.

c. Lossesassociated with discontinued operations, which measure both the loss from the
phase out period and the estimated loss on the sde of the operations. To qudlify,
however, the operations have to be separable from the firm.

d. Gainsor losses associated with accounting changes, which measure earnings changes
created by accounting changes made voluntarily by the firm (such as a change in
inventory vauation and change in reporting period) and accounting changes mandated
by new accounting standards.
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Measures of Profitability

While the income statement alows us to estimate how profitable a firm is in
absolute terms, it is just as important that we gauge the profitability of the firm in
comparison terms or percentage returns. Two basic gauges measure profitability. One
examines the profitability relative to the capitdl employed to get a rate of return on
investment. This can be done ether from the viewpoint of just the equity investors, or by
looking at the entire firm. Another examines profitability relaive to sales, by estimating a
profit margin.

|. Return on Assets (ROA) & Return on Capital (ROC)
The return on assets (ROA) of a firm measures its operating efficiency in
generating profits from its assets, prior to the effects of financing.

ROA — EBIT (1- tax rate)

Total Assets
Earnings before interest and taxes (EBIT) is the accounting E Most Profitable
measure of operating income from the income statement and | firms: Take alook at the
total assetsrefers to the assets as measured using accounting | 50 firms with the highest
rules, i.e, using book vaue for most assets. Alternatively, | returns on capita in the
return on assets can be written as: most recent financia
Net Income + Interest Expenses (1 - tax rate) year,.

ROA =

Total Assets

By separating the financing effects from the operating effects, the return on assets provides
a cleaner measure of the true return on these assets.

ROA can also be computed on a pre-tax basis with no loss of generdity, by using
the earnings before interest and taxes (EBIT), and not adjusting for taxes -

Pre -tax ROA = EBIT
['otal Assets

This measure is useful if the firm or division is being evauated for purchase by an acquirer
with a different tax rate or structure.

A more useful measure of return relates the operating income to the capita invested
in the firm, where capital is defined as the sum of the book value of debt and equity. Thisis
the return on capital (ROC). When a substantial portion of the liabilities is either current
(such as accounts payable) or non-interest bearing, this approach provides a better measure
of the true return earned on capital employed in the business.
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EBIT(1-1)
BV of Debt + BV of Equity

EBIT
BV of Debt + BV of Equity

After - Tax ROC =

Pre -Tax ROC =

[. Return on Equity

While the return on capita measures the profitability of the overdl firm, the return
on equity (ROE) examines profitability from the perspective of the equity investor by
relating profits to the equity investor (net profit after taxes and interest expenses) to the
book value of the equity investment.

Net Income

ROE = -
Book Value of Common Equity

Since preferred stockholders have a different type of clam on the firm than do common
stockholders, the net income should be estimated after preferred dividends and the book
value of common equity should not include the book vaue of preferred stock. This can be
accomplished by using net income after preferred dividends in the numerator and the book
value of common equity in the denominator.

Warning Sgnsin Earnings Reports
The most troubling thing about earnings reports is that we are often blindsided not
by the items that get reported (such as extraordinary charges) but by the items that are
hidden in other categories. We would suggest the following checklist that should be
reviewed about any earnings report to gauge the possibility of such shocks.

* |s earnings growth outstripping revenue growth by a large magnitude year after year?
Thismay well be a sign of increased efficiency, but when the differences are large and
continue year after year, you should wonder about the source of these efficiencies.

* Do one-time or non-operating charges to earnings occur frequently? The charge itself
might be categorized differently each year — an inventory charge one year, a
restructuring charge the next and so on. While this may be just bad luck, it may also
reflect a conscious effort by a company to move regular operating expenses into these
non-operating items.

* Do any of the operating expenses, as a percent of revenues, swing wildly from year to
year? This may suggest that the expense item (say SG&A) includes non-operating
expenses that should really be stripped out and reported separately.

22

22



* Does the company manage to beat analyst estimates quarter after quarter by a cent or
two? Not every company is a Microsoft. Companies that beat estimates year after year
areinvolved in earnings management and are moving earnings across time periods. As
growth levels off, this practice can catch up with them.

* Does a substantia proportion of the revenues come from subsidiaries or related
holdings? While the sales may be legitimate, the prices set may dlow the firm to move
earnings from unit to the other and give amideading view of true earnings at the firm.

* Areaccounting rulesfor vauing inventory or depreciation changed frequently?

* Areacquistionsfollowed by miraculous increases in earnings? An acquisition strategy
isdifficult to make successful in the long term. A firm that claims instant success from
such as strategy requires scrutiny.

* |sworking capital ballooning out as revenues and earning surge? This can sometimes let
us pinpoint those firms that generate revenues by lending to their own customers.

None of these factors, by themselves, suggest that we lower earnings for these firms
but combinations of the factors can be viewed as a warning signal that the earnings
statement needs to be held up to higher scrutiny.

Measuring Risk

How risky are the investments the firm has made over time? How much risk do
equity investorsin afirm face? These are two more questions that we would like to find the
answer to in the course of an investment analysis. Accounting statements do not really cam
to measure or quantify risk in a systematic way, other than to provide footnotes and
disclosures where there might be risk embedded in the firm. In this section, we will examine
some of the waysin which accountantstry to assess risk.

Accounting Principles Underlying Risk M easurement
To the extent that accounting statements and ratios do attempt to measure risk, there
seem to be two common themes.

a Thefirdt is that the risk being measured is the risk of default, i.e. the risk that a fixed
obligation, such as interest or principa due on outstanding debt, will not be met. The
broader equity notion of risk, which measures the variance of actua returns around
expected returns, does not seem to receive much attention. Thus, an al-equity-financed
firm with postive earnings and few or no fixed obligations will generally emerge as a
low-risk firm from an accounting standpoint, in spite of the fact that its earnings are
unpredictable.
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b. Accounting risk measures generally take a static view of risk, by looking at the capacity
of afirmat apoint intimeto meet its obligations. For ingtance, when ratios are used to
assess a firm's risk, the ratios are amost always based upon one period's income
statement and balance sheet.

Accounting Measures of Risk

Accounting measures of risk can be broadly categorized into two groups. The first
is disclosures about potential obligations or losses in values that show up as footnotes on
balance sheets, which are designed to aert potential or current investors to the possibility of
significant losses. The second is the ratios that are designed to measure both liquidity and
default risk.

Disclosuresin Financial Statements

In recent years, the number of disclosures that firms have to make about future
obligations has proliferated. Consider, for instance, the case of contingent liabilities.
These refer to potential liabilities that will be incurred under certain contingencies, as is the
case when afirmisthe defendant in alawsuit. The general rule that has been followed is to
ignore contingent liabilities which hedge against risk, since the obligations on the contingent
clam will be offset® by benefits elsewhere. In recent periods, however, significant losses
borne by firms from supposedly hedged derivatives positions (such as options and futures)
have led to FASB requirements that these derivatives be disclosed as part of a financia
statement. In fact, pension fund and health care obligations have moved from mere footnotes
to actual liabilitiesfor firms.

Financial Ratios

Financial statements have long been used as the basis for estimating financia ratios
that measure profitability, risk and leverage. In the section on earnings, we looked at two of
the profitability ratios— return on equity and return on capita . In this section, we will look
at some of the financid ratios that are often used to measure the financia risk in afirm.

1. Short-Term Liquidity Risk

Short-term liquidity risk arises primarily from the need to finance current
operations. To the extent that the firm has to make payments to its suppliers before it gets
paid for the goods and services it provides, there is a cash shortfal that has to be met,
usually through short-term borrowing. Though this financing of working capitd needs is

8 This assumes that the hedge is set up competently. It is entirely possible that a hedge, if sloppily set up,
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done routinely in most firms, financial ratios have been devised to keep track of the extent of
the firm's exposure to the risk that it will not be able to meet its short-term obligations. The
two most frequently used to measure short-term liquidity risk are the current ratio and the
quick ratio.

The current ratio istheratio of current assets (cash, inventory, accounts receivable)
to its current liabilities (obligations coming due within the next period).

Current Assets
Current Liabilities

Current Ratio =

A current ratio below one, for instance, would indicate that the firm has more obligations
coming due in the next year than assets it can expect to turn to cash. That would be an
indication of liquidity risk.

While traditiona analysis suggests that firms maintain a current ratio of 2 or grester,
there is atrade-off here between minimizing liquidity risk and tying up more and more cash
in net working capital (Net working capital = Current Assets - Current Liabilities). In fact, it
can be reasonably argued that a very high current ratio is indicative of an unhealthy firm,
which is having problems reducing its inventory. In recent years, firms have worked a
reducing their current ratios and managing their net working capital better.

Reliance on current ratios has to be tempered by a few concerns. Firdt, the ratio can
be easily manipulated by firms around the time of financial reporting dates to give the
illuson of safety; second, current assets and current liabilities can change by an equa
amount, but the effect on the current ratio will depend upon its level® before the change.

The quick or acid test ratio is a variant of the current ratio. It distinguishes current
assetsthat can be converted quickly into cash (cash, marketable securities) from those that
cannot (inventory, accounts receivable).

Cash + Marketable Securities

Quick Ratio =
Current Liabilities

The exclusion of accounts receivable and inventory is not a hard and fast rule. If there is
evidence that either can be converted into cash quickly, it can, in fact, be included as part of
the quick ratio.

Turnover ratios measure the efficiency of working capitd management by looking
a the relationship of accounts receivable and inventory to sales and to the cost of goods
sold.

can end up costing the firm money.
91f the current assets and current liabilities increase by an equal amount, the current ratio will go down if it
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Sales
Average Accounts Receivable

Accounts Receivable Turnover =

Cost of Goods Sold
Average Inventory

Inventory Turnover =

These ratios can be interpreted as measuring the speed with which the firm turns accounts
receivable into cash or inventory into sales. These ratios are often expressed in terms of the
number of days outstanding.

365

Days Receivable Outstanding = :
Receivable Turnover

365

Days Inventory Held =
Inventory Turnover

A similar pair of ratios can be computed for accounts payable, relative to purchases.

Purchases
Average Accounts Payable

Accounts Payable Turnover =

365

Days Accounts Payable Outstanding =
Accounts Payable Turnover

Since accounts receivable and inventory are assets and accounts payableis aliability, these
three ratios (standardized in terms of days outstanding) can be combined to get an estimate
of how much financing the firm needs to fund working capital needs.

Days Receivable) . ( Days Inventory) . ( Days Payable)

Required Financing Period = ) ]
Outstanding Held Outstanding

The greater the financing period for afirm, the greater isits short-term liquidity risk.

2. Long-term Solvency and Default risk

Measures of long-term solvency attempt to examine afirm's capacity to meet interest
and principal paymentsin thelong term. Clearly, the profitability ratios discussed earlier in
the section are a criticad component of this analysis. The ratios specifically designed to
measure long term solvency try to relate profitability to the levd of debt payments, to
identify the degree of comfort with which the firm can meet these payments.

was greater than one before the increase and go up if it was less than one.
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Interest Coverage Ratios
The interest coverage ratio measures the capacity of the firm to meet interest
payments from pre-debt, pre-tax earnings.

EBIT

Interest Coverage Ratio =
Interest Expenses

The higher the interest coverage ratio, the more secure isthe firm's capacity to make interest
payments from earnings. This argument however has to be tempered by the recognition that
earnings before interest and taxes is voldile and can drop significantly if the economy
enters arecession. Consequently, two firms can have the same interest coverage ratio but be
viewed very differently in terms of risk.

The denominator in the interest coverage ratio can be easily extended to cover other
fixed obligations such as lease payments. If this is done, the ratio is called a fixed charges
coverageratio.

EBIT + Fixed Charges

Fixed Charges
Finally, thisratio, while stated in terms of earnings, can be restated in terms of cash flows,
by using earnings before interest, taxes and depreciation (EBITDA) in the numerator and
cash fixed charges in the denominator.

Fixed Chargeds Coverage Ratio =

EBITDA

Cash Fixed Charges Coverage Ratio =
Cash Fixed Charges

Both interest coverage and fixed charge ratios are open to the criticism that they do not
consider capital expenditures, a cash flow that may be discretionary in the very short term,
but not in the long term if the firm wants to maintain growth. One way of capturing the
extent of this cash flow, relative to operating cash flows, isto compute aratio of the two.

Cash tlows trom Operations

Operating Cash flow to Capital Expenditures =
Capital Expenditures

While there are a number of different definitions of cash flows from operations, the most
reasonable way of defining it is to measure the cash flows from continuing operations,
before interest but after taxes, and after meeting working capital needs.

Cash flow from operations = EBIT (1-tax rate) - A Working Capital
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Debt Ratios

Interest coverage ratios measure the capacity of the firm to meet interest payments
but do not examine whether it can pay back the principa on outstanding debt. Debt ratios
attempt to do this, by relating debt to total capital or to equity. The two most widely used
debt ratios are:

. . Debt EMost Levered firms:
Debt to Capital Ratio= "~ _
Debt + Equity Take a look at the 50 firms
with the highest market debt
Debt to capital and debt to equity
Debt to Equity Ratio = .
q y Equ”:y ratios.

Thefirst ratio measures debt as a proportion of the total capital of the firm and cannot
exceed 100%. The second measures debt as a proportion of equity in the firm and can be
easily derived from thefirgt.

Debt/Capital Ratio

Debt/Equity Ratio = i i
1- Debt/Capital Ratio

While these ratios presume that capital israised from only debt and equity, they can
be easily adapted to include other sources of financing, such as preferred stock. While
preferred stock is sometimes combined with common stock under the ‘equity’ labd, it is
better to keep it separate and to compute the ratio of preferred stock to capita (which will
include debt, equity and preferred stock).

a. Variants on Debt Ratios

There aretwo close variants of debt ratios. In the firgt, only long-term debt is used
rather than total debt, with the rationae that short-term debt is transitory and will not affect
the long-term solvency of the firm.

Long term Debt

Long term Debt to Capital Ratio =
Cong term Debt + Equity

Long term Debt

Long term Debt to Equity Ratio =
Equity

Given the ease with which firms can roll over short-term debt, and the willingness of many
firms to use short-term financing to fund long-term projects, these variants can provide a
midleading picture of the firm'sfinancia leverage risk.
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The second variant of debt ratios uses market vaue (MV) instead of book vaue,
primarily to reflect the fact that some firms have a significantly greater capacity to borrow
than their book valuesindicate.

MYV of Debt

Market Value Debt to Capital Ratio = i
MV of Debt + MV of Equity

Market Value Debt to Equity Ratio = M
MV of Equity

Many analysts disavow the use of market value in their calculations, contending that market
values, in addition to being difficult to get for debt, are volatile and hence unreliable. These
contentions are open to debate. It is true that the market vaue of debt is difficult to get for
firms which do not have publicly traded bonds, but the market vaue of equity is not only
easy to obtain, it is constantly updated to reflect market-wide and firm-specific changes.
Furthermore, using the book value of debt as a proxy for market vaue in those cases where

bonds are not traded does not significantly shiftl® most market-value based debt ratios.

Differences in accounting standards and practices

Differences in accounting standards across countries affect the measurement of
earnings. These differences, however, are not so great as they are made out to be and they
cannot explain away radical departures from fundamenta principles of vauation!l. Choi
and Levich, in a survey of accounting standards across developed markets, note that most
countries subscribe to basic accounting notions of consistency, redization and historical
cost principles in preparing accounting statements.

The two countries that offer the strongest contrast to the United States are Germany
and Japan. The key differences and their implications are as follows. First, companies in the
United States generally maintain separate tax and financia reporting books, which in turn
generatesitems like deferred taxes to cover differences between the two books. Companies
in Germany and Japan do not maintain separate books. Consequently, depreciation methods
in financia reports are much more likely to be accelerated and hence to reduce stated

10 Deviations in the market value of equity from book value are likely to be much larger than deviation for
debt and are likely to dominate in most debt ratio calculations.

11 At the peak of the Japanese market, there were many investors who explained away the price-earnings
multiples of 60 and greater in the market, by noting that Japanese firms were conservative in measuring
earnings. Even after taking into account the general provisions and excess depreciation used by many of
these firms to depress current earnings, the price-earnings multiples were greater than 50 for many firms,
suggesting either extraordinary expected growth in the future or overvaluation.
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income. Second, the requirement that |eases be capitadized and shown as a liability is much
more tightly enforced in the United States. In Japan, leases are generally treated as operating
leases and do not show up as liahilities in the balance sheet. In Germany, firms can
capitalize leases, but they have more leeway in classifying leases as operating and capital
leases than U.S. companies. Third, goodwill, once created, can be amortized over 40 years in
the United States and over much shorter time periods in Germany and Japan, again
depressing stated income. Fourth, reserves in the United States can be created only for
specific purposes, whereas German and Japanese companies can use genera reserves to
equalize earnings across periods, leading earnings to be understated during the good years,
and overstated during bad years.

Most of these differences can be accounted and adjusted for when comparisons are
made between companiesin the U.S. and companiesin other financia markets. Ratios such
as price earnings, which use stated and unadjusted earnings, can be mideading when
accounting standards vary widely across the companies being compared.

Summary

Financial statements remain the primary source of information for most investors
and analysts. There are differences, however, in how accounting and financid analysis
approach answering a number of key questions about the firm. We examine these
differencesin this chapter.

Thefirst question that we examined related to the nature and the vaue of the assets
owned by a firm. Categorizing assets into investments aready made (assets in place) and
investments yet to be made (growth assets), we argued that accounting statements provide a
substantial amount of historical information about the former and very little about the latter.
The focus on the original price of assetsin place (book vaue) in accounting statements can
lead to significant differences between the stated vaue of these assets and their market
value. With growth assets, accounting rules result in low or no values for assets generated
by interna research.

The second issue that we examined was the measurement of profitability. The two
principles that seem to govern how profits are measured are accrual accounting — revenues
and expenses are shown in the period where transactions occur rather than when the cash is
received or paid — and the categorization of expenses into operating, financing and capital
expenses. Operating and financing expenses are shown in income statements. Capita
expenditures take the form of depreciation and amortization and are spread over severd time
periods. Accounting standards miscategorize operating leases and research and development
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expenses as operating expenses (when the former should be categorized as financing
expenses and the latter as capital expenses).

In the last part of the chapter, we examine how financia statements dea with short-
term liquidity risk and long-term default risk. While the emphasis in accounting statements
is on examining the risk that firms may be unable to make payments that they have
committed to make, thereis very little focus on risk to equity investors.
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Lessons for Investors

The purpose of accounting statements is to give you a measure of how a company
performed in the past. Your objective in investing is to consider how a firm will
perform in the future.

Accounting rules provide significant discretion to firms in how they measure and
report earnings. Firms that adopt aggressive accounting practices, even though they
might be legd, will report higher earnings than firms that adopt more conservative
practices.

As firms age, the book vaue of their assets will become less and less relevant as
measures of what the assets are truly worth.

Firms with operating leases and off-balance sheet financing owe much more than
what they reveal as debt on their balance sheets.

The footnotes to the financial statements often carry more information than the
financia statementsthemselves.
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