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Page numbers followed by n indicate material found in footnotes.

Abnormal earnings, 249
Accelerated methods of depreciation, 242-243,
246, 247
Accountability principle, 73
Accounting analysis, 12-13; see also Accounting
distortions
accounting distortions, 12-13, 89-90, 94, 104,
107-108
accounting risk, 13, 119
business combinations, 277-281
earnings management, 13, 108
introduction to, 106-113
need for, 106-107
OPEB accounting, 200
pension accounting requirements, 157-159
process of, 112-113
Accounting application, 119
Accounting and audit risks, 119
Accounting-based equity valuation model, 612
Accounting changes, 340-343
earnings management and, 343, 607
Accounting distortions, 12-13, 107-108
accrual accounting, 89-90, 94
fair value model, 104
income measures, 334
from securities, 271-272
Accounting Enforcement Releases (AERs), 343
Accounting equation, 19
Accounting estimates, changes in, 341-342
Accounting income, 91-95, 330
alternative measures of, 332-336
analysis implications of, 95-97
economic income vs., 94-96
measurement of, 331-332
Accounting information, 75-76
estimate changes, 341-342
stock prices and, 78, 612-613
Accounting principles, 12, 76-77, 341; see also
Accrual accounting
accounting distortions and, 107
accrual accounting, 76, 79-80
earnings quality and, 119
Accounting quality, 12-13, 111-112
Accounting Research Bulletins (ARB), T1
Accounting risk, 13
Accounting rules, 68
Accounting standards, 12-13, 71; see also
Generally accepted accounting principles
(GAAP)
accounting distortions and, 107
fair value adoption, 105-106
income measures, 334
Accounts payable turnover, 462, 537, 542
Accounts receivable, 84-85, 224, 496
in current ratio, 532
liquidity measures, 537-539
securitization of, 409
Accounts receivable turnover, 37, 460-461, 496

Accrual(s), defined, 82
Accrual accounting, 76, 79-80
accounting distortions, 89-90
analysis implications of, 88-91
cash flows and accruals, 82, 87-91
earnings management, 108
framework for, 81-84
illustration of, 80-81
limitations of, 84-88
relevance of, 84-88
timing and matching problems, 82-83, 93-94
value-relevant information of, 90
‘Wal-Mart and Kmart example, 85-87
Accrual adjustments, 82
Accrual basis of accounting, 21
Accrual concept, 81-84
Accrued (or prepaid) pension cost, 157-159
Accumulated benefit obligation (ABO), 168, 194
Accumulated other comprehensive income,
157-158
Accumulated postretirement benefit obligation
(APBO), 159, 200
Acid-test ratio, 36, 38, 543
Acquisitions, 4, 10, 409; see also Business
combinations
Activity methods of depreciation, 243
Actual return on plan assets, 196
Actuarial assumptions, 169-170
Actuarial gain or loss, 156, 195
Additional (or paid-in) capital, 185
Adjustments to financial statements
adjusted earnings, 602-603, 618
balance sheet, 350
capital structure analysis, 551-553
earnings management and, 112-113
extraordinary items reflecting persistence,
610-611
income statement, 606
income taxes, 372
invested capital and income, 449
investment return analysis, 311-313
OPEB adjustments, 166-169
prior period adjustments, 189
year-end, 69
Adverse opinion, 115
Advertising expense, 120, 238
AICPA (American Institute of Certified Public
Accountants), 71
Albertson’s, 16-19
Allocation, 237, 243
for financial reporting, 246
long-term assets, 238
for tax purposes, 246
Altman, E. I, 568n
Altman’s Z-score, 568-569
Altria Group, Inc., 287
Amerada Hess Corp., 244
America Online, 184

American Airlines, 174
American Express, 283
American Institute of Certified Public
Accountants (AICPA), 71
American Jobs Creation Act of 2004, 30
American Shipbuilding, 142
Amortization, 237
of employee stock ownership cost, 378
of intangible assets, 238, 249
of leases, 145
of net gain or loss (OBEB), 198-199, 200
pension costs, 157-158
prior service cost, 199-200
Ampex, 141
AMR Corporation (American Airlines)
postretirement benefits
actuarial assumptions and sensitivity analysis,
169-170
adjusting financial statements, 166-168
cash flow implications, 172-173
footnote disclosures, 159-163
pension risk exposure, 171-172
reconciling economic/reported numbers,
164-165
Analysts’ forecasts and recommendations, 74-75;
see also Earnings forecasts
Annual report, 4, 68, 70
Anomalies, 45
Antidilutive securities, 361, 363, 375
AOL-Time Warner, 184
APB Opinions, 71
Applied Materials, 289
Appropriations of retained earnings, 188
Articulation of financial statements, 24
Artistic-related intangible assets, 282
Asset(s), 18-19; see also Current assets; Intangible
assets; Long-term (noncurrent) assets
conservatism in reported assets, 120
defined, 221
fair value option, 298
intangible assets, 281-282
long-term assets, 237-239
write-down of values, 244, 608
Asset-based measures of solvency, 556
Asset composition analysis, 556
Asset impairments, 111, 237, 238, 345-346
balance sheet adjustments, 350
Asset management, 620
Asset protection, 567
Asset turnover (utilization), 36-37, 39, 460,
539, 638
Campbell Soup case, 659-660, 669
disaggregation of, 460-462
PPE turnover, 37
profit margin and, 455-458
Asset write-ups, 350
AT&T, 188-189, 350
Audit committee, 73
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Audit opinion, 73
Audit process, 114
Audit qualifications, 115
Audit report, 27, 114-115, 175
Audit risk, 116, 119
Auditing
analysis implications from, 116-118
audit risk and implications, 116, 119
financial statement analysis and, 113-118
internal audits, 73
procedures for, 114
Auditing standards, analysis implications of,
116-117
Auditor, 69, 73
Auditor opinions, analysis implication of, 117-118
AutoNation, 16
Available-for-sale securities, 266, 269, 272
Average age, 247
Average collection period, 461
Average cost inventory method, 230
Average inventory days outstanding, 461
Average payable days outstanding, 462, 542
Average remaining life, 247
Average total life span, 247
Avis Rent-A-Car, 177

Balance sheet, 19-20
adjustments, asset impairment, 350
capitalized leases and, 146
earnings quality and, 120-121
employee stock options, 378-379
fair value model and, 105
historical cost vs. fair value, 98-100
inventory costing effects on, 231
OPEB adjustments, 166-169, 200
operating vs. nonoperating activities, 450
pension accounting and, 157
pension plan, recognized status on, 199
projected balance sheet, 494-498

Balance sheet identity, 19

Bankruptcy prediction models, 568

Barrett, T. D., 401

Basic earnings per share (EPS), 376

Bausch & Lomb, 109

Begley, J., 568n

Behavioral finance, 45

Benchmarking, 10-11

Benefit payments, 157

Berkshire Hathaway, 45, 285, 601

Best Buy Co., Inc., 143, 149-152

Big bath, 89, 108-110, 174, 244, 248, 329, 347, 607

Binomial lattice model, 362

Black, J., 445

Black-Scholes model, 102, 362, 378

Blockbuster Entertainment, 290

Bloomingdale’s, 236

Board of directors, 73

Bond(s), 139-140

Bond covenants, 141

Bond credit ratings, 150, 566-568

Bond financing, 8

Bond indentures, 188, 557, 568

Book value, 189

Book value of common stock, 189

Book value per share, 189-191

Bottom-line income, 105

Bowie bonds, 139

Brand (trade names), valuation of, 250

Brunswick Corp., 225

Buffett, W.,, 9, 46, 71, 77, 93, 285, 601

Business analysis, 3—4; see a/so Financial

statement analysis

components of, 10-14
financial statement information and, 4-8
types of, 8-10

Business combinations, 185, 264, 276-290; see
also Consolidated financial statements;
Pooling-of-interest

accounting for, 277-281

allocating total cost, 281-282

companies with stock, 409

economic motivations for, 276

gains on subsidiary IPOs, 283

goodwill, 280-281, 285-287

illusionary earnings growth and, 276-277

in-process research and development
(IPR&D), 282

issues in, 281-287

pooling accounting for, 287-290

preacquisition sales and income, 283-284

Business plan, 15

Business risk, earnings quality, 119

Business segment data, 27

Buy-and-hold strategy, 45

Buy-side analysts, 74

Buybacks, 185

Call option, 186, 291
Campbell Soup Company
asset turnover (utilization), 669
asset utilization, 659-660
capital structure and solvency, 654-655, 669
cash flow, 414-415
cash flow adequacy ratio, 419
common size income statement, 468
comparative financial statements, 642-651
comprehensive case, 640-671
financial market measures, 670-671
financial statements analysis, 643-651, 671
forecasting and valuation, 663-668
Form 10K (Annual Report), A35-A56
LIFO to FIFO restatement, 233-234
operating performance and profitability,
660-663, 669
preliminary financial analysis, 640
quantitative disclosures, 294-295
recasted income statements, 603-606
return on invested capital, 465-468,
655-659, 669
sales analysis by source, 640-641
short-term liquidity, 651-654, 669
summary evaluation and inferences,
668-671
turnover rates, 468
Capital asset(s), 240
Capital asset pricing model, 501n
Capital donations, 185
Capital intensive industries, 461
Capital leases, 143-144
converting operating leases to, 149-151
operating lease vs., 144-146
Capital One, 137, 178-180
SPE example, 227
Capital risk, 548
Capital stock, 184-187; see also Preferred stock
analysis of, 186-187
classification of, 185-186
reporting of, 184-185
Capital structure, 36, 528; see also Capital
structure and solvency
analysis of, adjustments for, 551-553
asset distribution and, 548
complex capital structure, 374-375
debt capital, motivation for, 549-551
debt and equity, characteristics of, 548-549
importance of, 547
interpretation, capital structure ratios,
553-600
risk and return, 555, 565-566
simple capital structure, 374

Capital structure ratios, 553
Capital structure and solvency, 36, 38, 528,
547-556, 638
Campbell Soup case, 654-655, 669
capital structure ratios and interpretation,
553-555
common-size statements, 553
CapitalCities/ABC, 280
Capitalization, 84, 237, 238
expensing vs., 239
interest capitalization, 366
long-term assets, 237-238
of retained earnings, 185
Cash, 223
Cash basis accounting, 80-81
Cash and cash equivalents, 223-224, 401, 531
relevance of, 402-403
Cash conversions, 504
Cash dividend, 187
Cash equivalents, 223
Cash flow(s), 41, 246, 401; see also Cash flow
analysis; Statement of cash flows
accruals and, 82, 85, 88-91
analysis implications of, 88-91
fixed charges and, 562-563
forecasting future cash flows, 373
free cash flow, 41, 82
interpretation of, 411-413
inventory costing effects, 231-232
net income and, 411-413
operating cash flows, 82, 239, 563
patterns of, 504-505
postretirement benefits, 172-173
Cash flow adequacy ratio, 418-419
Cash flow analysis, 28, 39, 401, 413-418; see also
Cash flow ratios
alternative cash flow measures, 415-416
analysis implications of cash flows,
411-413
Campbell Soup, comprehensive case, 414-415,
650-651
cash flow as validators, 418
company and economic conditions, 416-417
inferences from, 414-415
limitations in cash flow reporting, 411
Cash flow hedge, 292
Cash flow patterns, 504-505
Cash flow ratios, 418-419, 543
Cash flow to fixed charges ratio, 562
Cash forecast, 506-507
Cash from operations; see Operating cash flows
Cash reinvestment ratio, 419
Cash to current assets ratio, 536
Cash to current liabilities ratio, 536-537
Cash turnover, 37
Caterpillar, 191, 285
Certified public account (CPA), 73
Chairperson’s letter, 15
Changes; see Accounting changes; Adjustments
to financial statements
Changing price levels, 121
Channel loading, 110
Chiron Corp., 346, 349
Chrysler, 607
Cigna, 175
Cisco, 362-365
CIT, 221
Citigroup, 137
Class-action suits, 272
Classificatory earnings management, 111
Clean surplus, 335-336
Coca-Cola, 273, 275, 291, 312-313
Colgate Palmolive Co., 199
analysis of solvency, 38
assets and liabilities, 1, 19
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balance sheet of, 21
business environment and strategies, 3-5
cash flow analysis, 39
common-size balance sheets, 34
common-size income statements, 33
comparative income statements, 29-30
consolidated statements of cash flows, 25
credit analysis, 38
creditor financing, 17
current and noncurrent assets, 18
equity financing, 17
executive overview, 15
financial statement links, 24-26
financing activities, 16-17
Form 10K (Annual Report), A1-A35
income statement of, 22
index-number trend, 31
operating divisions, 5
operating and financing assets, 18
profitability analysis, 38-39
ratio analysis of, 36-39
revenues, expenses, and income, 19
statement of shareholders’ equity, 22-23
stock price growth vs. S&P growth, 5
summary financial data, 6
total financing, 16
valuation, 39
Collection period, 36, 38, 538n
Collection risk, 225-226
Commitments, 175-176
Common equity capital, 449
Common-size financial statement analysis, 31-33
composition of assets, 31, 556
solvency analysis, 553
Common stock, 17, 185-186
book value of, 189
Syminex valuation (example), 500-501
Company bonds, rating of, 567-568
Company information, 74
Company life cycle, cash flows and income, 85
Company performance, 446-447, 454; see also
Return on invested capital (ROIC)
Company value, 10, 88-89, 91
LIFO reserve and, 232
Companywide risk exposure, 296-297
Comparability, 12, 76, 103
Comparative financial statement analysis, 28
Campbell Soup, comprehensive case, 642-644
index-number trend analysis, 30-31
year-to-year change analysis, 28-30
Compensating balances, 224
Compensation expense, 361-362, 377-378
Competitive advantage, 12
Complex capital structure, 374
Compliance officers, 74
Components of cash flows, 412-413
Composition analysis, 553
Comprehensive income, 20, 22-23, 333, 335-336
Computer software expenses, 357-358
Conditional conservatism, 77
Conseco, 73
Conservatism, 77, 94-95, 97, 104, 107, 119-121,
174, 345, 616n
Conservative bias, 103
Consistency, 76
Consolidated financial statements, 268, 277-281;
see also Pooling-of-interest
debt in, 282-283
foreign subsidiaries, 302-311
impairment of goodwill, 280281
limitations of; 284-285
mechanics of, 277-280
Consolidation, 228, 272
Consolidation rules, 182
Continental Airlines, 607

Contingencies, 173, 174
unrecorded intangibles and, 250
Contingent consideration, 281
Contingent liabilities, 173-175
adjustments, capital structure analysis, 552
Contingent valuation, 174
Continuing income, 333
Continuing (terminal) value, 42
Contra-equity account, 185
Contracting incentives, 109, 111
Contracts, 352-353
Contributed (paid-in) capital, 20, 185
Contributed (paid-in) capital in excess of par or
stated value, 185
Contributions, 156
Controlling interest, 268, 272
Convergence project, 72
Conversion period, 541
Convertible(s), 140, 272, 366
Convertible debt, adjustments, capital structure
analysis, 552
Convertible debt sweetener, 140
Copyrights, 237, 248
Core earnings, 69, 96, 274
Core income, 330, 333
Corporate finance, 93
Corporate governance, 73
Corporate responsibility reports, 27
Corridor method, 199
Cosmetic earnings management, 108
Cost, lower of cost or market, 236-237
Cost approach to valuation, 102
Cost of capital, 40
Cost deferral, 332
Cost of equity capital, 501n, 614
Cost or fair (market) value, 265
Cost of goods sold (COGS), 20, 83,
228-229, 461
Counterparty, 291
Covenants, 547
Covenants on retained earnings, 188
Credit analysis, 8-9
Credit default swaps, 291
Credit rating, 527
Credit rating agencies, 75
Credit risk, 566
Credit (risk) analysis, 38
capital structure and solvency, 9, 36
predicting financial distress, 568
Credit Suisse First Boston (CSFB), 75, 182
Creditors (lenders), 8, 16-17
Creditworthiness, 8, 566
Cumulative net deferral, 158
Cumulative translation adjustment (CTA)
account, 311
Current assets, 18, 20, 38, 221
cash and cash equivalents, 223-224
cash to current assets ratio, 536
defined, 529
introduction to, 222-228
inventories, 228-237
investment securities, 264
receivables, 224-228
Current exchange rate, 303
Current liabilities, 20, 137-138, 222n, 529
cash to current liabilities ratio,
536-537
liquidity of, 529, 542
Current profitability, 100
Current rate method, 302, 308-311
Current ratio, 36, 530-534
use of, for analysis, 532-533
Customer lists, 248, 282
Customers, 10
Cyclical industries, 458

Days’ sales in inventory, 540
Days’ sales in receivables, 538
Days to sell inventory, 36, 38, 540n
Debentures, 139, 184-185
Debt, in consolidated financial statements,
282-283
Debt capital, 548, 549-551
Debt creditors, 17
Debt financing, 17
Debt provisions, 568
Debt ratings, 8, 557, 566-567
limitations in, 568
Debt securities, 264, 265-267
bond credit ratings, 150, 566-567
Debt to equity ratio, 36
Debt valuation, 40
Dechow, P. M., 84, 88
Decimal pricing, 41
Declining-balance method, 242
Default, 547
Deferral and amortization of prior service
cost, 199
Deferral of actuarial gains and losses, 198
Deferred charges, 330, 355-359
computer software expenses, 357-358
extractive industries, exploration/development
costs, 358-359
income taxes, 551-552
research and development, 355-357
Deferred compensation contracts, 359
Deferred tax adjustments, 368
Deferred tax assets/liabilities, 368-370
present valuing of, 372-373
Deferred taxes, 174, 368-370, 551-552
Defined benefit plans, 153-154
economics of pension accounting, 193
pension accumulation and disbursement, 155
Defined contribution plans, 154
Dell, Inc., 137, 180-182, 236, 447
cash and cash equivalents, 224
effective tax rate, 367
goodwill, 285
income tax footnote, 371-372
intangibles, 248
inventories, 228
operating assets, 221
PPE, 240
Delta Airlines, 343
Depletion, 237-238, 240, 243
analysis of, 245-247
Depreciation, 237, 238, 240-244
allocation method, 241-243
analysis of, 245-247
defined, 240
projection of, 493
rate of, 240-243
useful life, 241
Derivative financial instruments, 290
Derivative securities, 264, 290-298
accounting for, 291-294
analysis of, 296-298
classification of, 292
defined, 291
disclosures for, 294-295
inclusion in operating/nonoperating income,
297-298
Dhaliwal, D. S., 336
Diluted earnings per share, 361, 363, 374,
376-377
Dilution, 374
Dilutive securities, 361
Direct financing lease, 192
Direct (or inflow-outflow) method, 403,
409-410
Directors, 10, 12
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Directors and officers (D&O) liability
coverage, 343
Dirty surplus, 333, 335
Disaggregation, 619
Disclaimer of opinion, 115
Disclosure, 370-372
contingencies, 174-175
derivative securities, 294-295
eBay lease footnotes, 181
employee stock options, 362-363
for extractive industries, 358
fair value, 272, 299-301
investment securities, 269
leases, 147-148
merger disclosure, 185
postretirement benefits, footnotes, 162
related party transactions footnote, 183
voluntary disclosure, 74
Discontinued operations, 69, 338-340
Discount rate, 40, 169, 195
Discounted cash flow (DCF) method, 612
Discretionary expenses, 119
Disney Company, 280
Diversified companies, 470-471
Divestitures, 4, 10
Dividend(s), 16, 187
Dividend discount model, 41, 43
Dividend in kind, 187
Dividend payout, 16, 37
Dividend yield, 37
Dodd, D., 9, 491
Doubtful accounts, 539
Dow Chemical, 246
Duff and Phelps, 566
Dunlap, A., 108

Earned revenues, 83, 94
Earning management, income taxes and, 373
Earnings, 20, 91, 547; see also Earnings coverage;
Earnings per share (EPS); Earnings
persistence; Income; Retained earnings
core earnings, 96
transitory items in, 609-611
undistributed subsidiary earnings, 276
Earnings announcements, 69-70
Earnings-based equity valuation, 612-616
Earnings before extraordinary items and
discontinued operations, 20
Earnings before interest and taxes (EBIT), 334, 562
Earnings before taxes, 20
Earnings coverage, 556-566
cash flow to fixed charges, 562-563
earnings to fixed charges, 557-561
interpretation of, 564-565
preferred dividends, 563-564
pro forma computation, 560-561
Earnings distribution, 16
Earnings estimates, interim reports for,
621-622
Earnings forecasting, 602, 618-620
estimates, interim reports for, 621-622
Earnings from continuing operations, 20
Earnings from operations, 20
Earnings management, 13, 72, 95, 108-112
accounting changes, 343
accounting income and, 301
analysis implications of, 111-112
business combinations and, 276-277
defined, 607
earnings persistence and, 607-608
expected rate of return assumption, 170
investment securities distortions, 271-272
motivations for, 109-111
special charges and, 347-348
strategies for, 108-109, 248

Earnings per share (EPS), 374-377
adjustments to, 618
ESOs and diluted EPS, 361
short/long-term growth of, 614-615
Earnings persistence, 565, 601-611
company valuation and, 614
defined, 602
determinants of, 607-608
earnings, recasting and adjusting, 602-606
transitory items and, 546-611
Earnings power, 547, 557, 567, 617-618
Earnings preannouncement, 69
Earnings quality, 13, 112, 118-121
conservatism, 77
evaluating, 112-113
income taxes and, 373
Earnings reinvestment, 16
Earnings retention ratio, 16
Earnings sources, 121
Earnings surprise, 78
Earnings to fixed charges ratio, 557, 559-560
Earnings trend, 607
Earnings variability, 565
Earnings warnings, 69
Earnings yield, 37
“Earn-out” payment, 281
eBay, 180-181, 224, 236
Ebbers, B., 14
EBITDA (earnings before interest, taxes,
depreciation, and amortization), 20, 415
Economic, industry, and company information, 74
Economic conditions, 416-417
economic booms, 527
Economic income, 91-93, 100, 330
accounting income vs., 94-95
adjustments for, 96
nonrecurring pension costs, 195
Economic information, 74
Economic pension cost (expense), 195
Economic profit, 230
EDGAR database, 26, 68
Effective tax rate, 367, 373
Efficient market, analysis in, 44-46
Efficient market hypothesis (EMH), 44-45
EITF (Emerging Issues Task Force) Bulletins, 71
Employee benefits; see Pension benefits;
Supplementary employee benefits
Employee Retirement Income Security Act
(ERISA), 155, 159
Employee stock options (ESOs), 107, 359-365
accounting and reporting for, 361-362, 377-379
analysis of, 363-365
characteristics of, 360
disclosures of, 362-363
economic costs and benefits of, 360-361
Employee stock ownership plans, 185
Employer contributions, 157
Enron, 71, 119, 137, 177, 181-183
Environmental contingent liabilities, 174
Equipment, 240
Equity, 9, 19-20, 137, 548; see also Equity
securities; Shareholders’ equity
liability vs. equity instruments, 184
Equity accounting, 264
Equity analysis, 9-10, 601
earnings-based valuation, 601-602, 612-616
earnings persistence, 601-611
earnings power and forecasting, 601-602,
617-622
fair value accounting and, 103
Equity financing, 16-17
Equity growth rate, 469
Equity investors, 9, 16
Equity method accounting, 268, 272-276
Equity method investments, 408-409

Equity risk, 153
Equity securities, 224, 264, 267-268
accounting distortions form, 271-272
Equity valuation, 40-41, 463, 602
accounting-based model, 612
earnings-based, 612-616
practical considerations in, 41-42
Errors
correction of, 341
estimation errors, 12, 107
Etec Systems, 289
Excell Corporation, 449-454, 465
“Except for” qualification, 115
Exchange price, 100
Exchange rates, 302-303
Executive stock options (ESOs), 71
Executive summary, 639
Executory costs, 144
Exercise price, 360
Exit prices, 101
Expectations adjustment, 74
Expected postretirement benefit obligation
(EPBO), 200
Expected rate of return, 40
Expected return on plan assets, 157, 198, 200
Expense matching, 93-94
accrual process, 83
Expenses, 331, 332
compensation expenses, 361-362
general and administrative, 460
period costs, 83
prepaid expenses, 228
product costs, 83
selling expenses, 459-460
Explanatory notes, 27
Exploration and development costs, 358-359
Export sales, 27
Exposure Drafi, 71
Extended profitability, 9
External financing, 16
Extractive industries, 358-359
Extraordinary items, 69, 336-338
adjustments reflecting persistence, 610-611
offsetting of, 607
Extrapolation, 619

Face value, 105

Factoring, 227

Fair value, 76, 265
defined, 100-101

Fair value accounting, 95, 97-106, 298-302
advantages/disadvantages of, 103-104
analysis implications, 301-302
considerations in measuring, 100-103
current status of adoption, 105-106
disclosures for, 272, 299-301
example of, 97-99
financial liabilities and, 105, 140
historical cost vs., 98-100
implications for analysis, 104-105
income reporting, 331
investment securities, 269
reporting requirements, 298
SEAS 159 and, 302

Fair-value hedge, 292

FASB; see Financial Accounting Standards

Board (FASB)

Feasibility tests, 508

FedEx Corp., 16-19
cash and cash equivalents, 224
effective tax rate, 367
goodwill, 285
intangibles, 248
inventories, 228
PPE, 240
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Feedback role, 78
Financial accounting
accounting information qualities, 75-76
important principles of, 76-77
limitations of financial statement
information, 79
managerial discretion, 72
nature and purpose of, 75-79
relevance and limitations of, 77-79
Financial Accounting Standards Board (FASB),
12, 71, 76, 106, 140, 277
FIN 46R (“Consolidation of Variable Interest
Entities”), 178, 180-181, 228
FIN 46, 137, 180
variable interest entities (VIEs), 178-179

Financial analysis, 11, 13-14; see also Prospective

analysis
Campbell Soup, comprehensive case,
640-671
postretirement benefits, 167-168
Financial assets, 18, 221
Financial condition, 85
Financial flexibility, 402, 544
Financial information; see Information
intermediaries
Financial institutions, 271
Financial leverage (LEV)
concept of, 549-550
defined, 548
return on equity (ROE) and, 463-464
return on nonoperating activities, 465
Financial leverage ratio, 551
Financial management, 10

Financial market measures; see Market measures

Financial markets, 16
Financial performance, accrual accounting
and, 85
Financial reporting and analysis; see a/so
Accounting analysis
accruals in, 67-68, 79-91
interim reports, earnings estimates, 621-622
nature and purpose of, 68, 75-78
reporting environment, 68-75
Financial reports; see Statutory financial reports
Financial resources, 567
Financial statement(s)
accounting analysis of, 11-13
additional information for analysis, 26-27
balance sheet, 19-20
business analysis and, 4-8
capitalizing vs. expensing, 239
earnings management, 112-113
footnote disclosures, postretirement benefits,
162-163
income statement, 20-22
lease reclassification, restating for, 151-152
limitations of information, 79
links between, 24-26
prior period adjustments, 189
projection process of, 492-499
related party footnote, 183
reporting environment of, 68-75
statement of cash flows, 24
statement of shareholders’ equity, 22-24
translation of, 303
Financial statement analysis, 3-4
auditing and, 113-118
building blocks in, 638
business activities as basis of, 15-25
business analysis and, 14

Campbell Soup, comprehensive case, 640-671

debt valuation, 40

defined, 4

liquidity and, 223-224
market efficiency and, 44-46

operating vs. capital leases, 148-151
predicting financial distress, 568, 569
related party transaction footnote, 183
reporting on, 639
role of, 6-8
specialization in, 639-640
steps in, 636-638
use of, 671
Financial statement analysis report, 639
Financial statement analysis tools, 28
cash flow analysis, 39
common-size financial statements, 31-33
comparative financial statements, 28-31
ratio analysis, 33-39
valuation models, 40-43
Financing activities, 16-17, 93, 138, 403; see also
Leases; Off-balance-sheet financing;
Postretirement benefits; Shareholders’ equity
commitments, 175-176
contingencies, 173-175
external financing, 16
Financing liabilities, 137
First-in, first-out (FIFO), 94, 107-108, 111, 229
FIFO to LIFO restatement, 234-235
FIFO’s phantom profits, 230
Fitch Ratings, 527, 566
Fixed assets, 240
Fixed charges; see also Earnings coverage
cash flow to, 562-563
earnings available to, 557-561
illustration of, 560
pro forma computation of, 540-541
Fixed commitments, 105
Forecast horizon, 504
Forecasting, 638; see also Earnings forecasting;
Prospective analysis
Campbell Soup case, 663-668
cash flow, 506-510
sales forecasting, 505-506
short-term, 504-510
Foreign currency hedge, 292
Foreign currency swap, 291
Foreign currency translation
accounting for, 304-307
analysis implications of, 307-311
current rate method, 302, 308-311
temporal method, 302, 303, 307, 308, 310
translation gain/loss, 306-307
Foreign earnings, 121
Foreign exchange exposure, 294
Foreign investment by parent company, 307
Foreign subsidiaries; see a/so International
activities
consolidation of, 302-307
Form 8-K, 70, 622
Form 10-K filing, 15, 68, 70, 73, 366
Form 10-Q, 68, 70, 73,299, 622
Form 20-F, 70
Forward-looking information, 79
Franchise, 248
Franchise revenues, 352
Free cash flow (FCF), 82, 85-87, 89, 417
Free cash flow to equity, 82
Free cash flow to equity model, 41
Frequency of financial statements, 79
Frequent flyer mileage, 174
Fundamental analysis, 9, 93, 491
Fundamental principles of accounting, 12
Fundamental valuation multiples, 613-615
Fundamental value, 9
Funded status, 156, 159, 167, 194
pension cost and, 196
Funding pension liabilities, 154
Future earning power, 567
Futures contract, 291
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Gains, 331-332, 350; see also Revenue
recognition
Gains trading, 271
Gap, Inc., 445
General and administrative expenses, 460
General Electric, 16, 172-173, 191, 271, 608
General Electric Capital Corporation, 192
General Motors, 38, 137, 245, 271, 527, 608
Generally accepted accounting principles
(GAAP), 68, 117
defined, 71
lease accounting under, 192
preacquisition sales and income, 284
pro forma earnings, 69
software development costs, 238
special purpose entities, 178
statutory financial reports, 70-72
Generally accepted auditing standards, 114
Gerstner, L., 110
Goal congruence, 297
Good faith forecasts, 620
Goodwill, 107, 184, 237, 248-249, 452
accounting for, 285-287
impairment of, 280281
negative goodwill, 282
nonamortization of, 277
write-off of, 249-250, 263, 285
Gould Corporation, 405-407, 410-411
Graham, B., 9, 93, 491
Grant date, 360
Gross accounts receivable, 539
Gross profit (gross margin), 20, 38-39, 459
Gross profit margin, 37
Gross profit percent, 459
Growth investors, 491

Hard assets, 238
Harsco, 175
Hedges, 290
Hedging strategies, risk exposure and, 296
Hedging transactions, 290
Held-to-maturity securities, 265-266,
269,272
Hertz, 177
Hewlett Packard, 221
Hierarchy of inputs (fair value), 101-102, 105
Historical cost, 76, 79, 94, 97, 240
fair market accounting vs., 98-99
market based vs., 99
plant assets and natural resources, 244
Historical exchange rates, 303
Holding company, 268
Holding gain, 230
Home Depot, 236
Horizontal analysis, 28; see also Comparative
financial statement analysis
Huizenga, H. W,, 16
Hypothetical transaction, 100

IBM, 110, 191-192, 221, 236, 297
Identifiable assets, 281-282
Identifiable intangibles, 248
Impairments, 111, 237, 238, 244
analysis of, 247-248
asset impairments, 111, 237, 238, 345-346
In-process research and development
(IPR&D), 282
In-the-money, 360
Incentive or tax-favored qualified stock
options, 360
Incentives for managing earnings, 110
Income; see also Accounting income
accounting concept of, 93-95
alternative income approaches, 99-100
capitalization and, 239
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Income; see also Accounting income—Cont.
concept of, 91-97
defined, 91, 329
earnings management and, 94, 109
fair value model, 105
invested capital and income, adjustments
to, 449
managing income upward, 89
nonoperating, 334
operating, 334, 453
permanent (sustainable) income, 92-94
recurring and nonrecurring, 332-334
residual, 42, 499, 502, 612
Income accounting, analysis implications of, 334
Income approach to valuation, 102
Income before cumulative effects of accounting
change, 333
Income before discontinued operations, 333, 339
Income before extraordinary items, 333, 337
Income capitalizing vs. expensing, 239
Income growth, 85
Income measurement, 330
alternative classifications and measurements,
332-336
concepts of, 330-331
operating vs. nonoperating, 332, 334
recurring vs. nonrecurring, 332-334
Income shifting, 110-111
Income smoothing, 109
Income statement, 20-22, 412
accounting income on, 333-334
adjustments, special items, 348-350
earnings quality and, 119-120
leases and, 145
OPEB adjustments, 166-169
projected income statement, 492-494
purpose of, 330
recasting earnings/earnings components,
603-606
Income taxes, 366-373
accounting for, 366-370
analysis of, 372-373
deferred taxes, 368
disclosures, 370-372
temporary/permanent differences, 366-367, 373
Income volatility, 104
Independent directors, 12, 73
Index-number trend analysis, 30-31
Indexing, 45
Indirect method, 403, 410
Industrial bond, rating of, 567
Industry analysis, 11-12
Industry Audit and Accounting Guidelines, T1
Industry information, 74
Industry practices, 68, 71
Inflation factor (7) of inventory, 234-235
Information gathering, 75
Information intermediaries, 74-75
advantages of alternative sources, 79
Information interpretation, 75
Infrequent occurrence of an event/transaction, 337
Initial public offerings (IPOs), 4, 17, 40, 267
gains on subsidiary IPOs, 283
Insolvency risk, 142
Intangible assets, 222, 237, 248-250, 281-282
defined, 248
Intel, 221
Intercompany activities, 264
Intercompany comparisons, 32
Intercompany investments, 263
Intercompany transactions, 277
Intercorporate investments
analysis implications of, 275-276
consolidated financial statements, 277-281
equity method accounting, 272-275

Interest, 330, 365
Interest capitalization, 366
Interest costs, 361, 365-366
lease obligation, 558
pension costs, 156, 195, 200
tax deductibility of, 550
Interest coverage ratio, 38
Interest expense, 93, 365
Interest groups, 71
Interest incurred, 558
Interest paid, 558
Interest rate risk exposure, 294-295
Interest-rate swap, 291
Interfirm comparisons, 10
Interim (quarterly) reports, 75, 621-622
Intermec Co., 176
Internal audits, 73
Internal financing, 16
Internal Revenue Code, anticipated losses, 174
Internally generated intangibles, 248, 250
International Accounting Standards Board
(IASB), 72
International activities, 264, 302-311
consolidation of foreign subsidiaries, 302-307
foreign currency translation, 304-307
foreign investment by parent company, 307
International Financial Reporting Standards
(IFRS), 72
Intrinsic value, 9-10
Intrinsic value approach, 361
Inventories, 97, 222, 228-237
accounting and valuation, 228-230
analysis of, 230-237
in current ratio, 532
FIFO to LIFO restatement, 234-235
inventory costing effects, 230-232
LIFO liquidations, 232-233
LIFO to FIFO restatement, 233-234
lower of cost or market, 236-237
manufacturers and production increases,
235-236
turnover measures, 539-541
Inventory cost flows, 229-230, 235
Inventory equation, 228
Inventory profits, 121
Inventory turnover, 37, 461, 539-540
conversion period or operating cycle, 541
interpretation of, 540-541
Invested capital, 448-449
Investee company earnings, 275
Investing activities, 18, 403; see also Current assets
analysis of, 222
operating vs. investing assets/performance,
269-271
Investment performance, evaluation of, 312-313
Investment return analysis, 311-313
Investment securities, 264-272; see also Debt
securities; Equity securities
accounting distortions from, 271-272
accounting for, 265-269
adjustments to financial statements, 311-313
analysis of, 269-272
classification of, 265, 272
debt securities, 265-267
disclosures for, 269-270
equity securities, 267-268
operating vs. investing assets, 269-271
permanent investment income, 312
Investor fraud, 17

January effect, 45

John Deere, 231-232

Johnson & Johnson
cash and cash equivalents, 224
effective tax rate, 367

goodwill, 285
intangibles, 248
inventories, 228
PPE, 240
Johnson Controls, 186, 353
Joint ventures, 177, 273
Juetter-Nauroth, B. E., 614
Junk bonds, 139, 565

Kersh, R., 108
Keynes, J. M., 83
Kimberly Corp., 190
Kmart, 67, 85-86, 340
KnowledgeWare, 116
Kodak, 111, 329, 347
Kozlowski, D., 72

Labor cost, 235
Labor unions, 10
Last-in, first-out (LIFO), 35, 107-108,
111, 229, 541
LIFO conformity rule, 231
LIFO liquidations, 232-233
LIFO reserve, 231-232
LIFO to FIFO restatement, 233-234
Lattice model, 378
Leaning on the trade, 462, 542
Leaseholds, 248
Leases, 142-153, 248
accounting and reporting for, 144-148
analysis of, 148-151, 191-192
Best Buy example, 147-152
capital leases, 143, 149-151
classification of, 144
disclosures, 147-148
eBay lease footnotes, 181
illustration of (example), 144-146
interest implicit in, 558
operating leases, 148-151, 153
reclassification/restating financial statements,
151-152
Legal liability, 74
Lesee (user), 142
Lessor (owner), 142, 191-192
Letter to Shareholders (Chairperson’s Letter), 15
Leverage
financial, 548-550
operating leverage, 454-455
return on equity and, 463-464
Leveraged buyout, 565
Liabilities, 19-20, 137-142
adjustments to, book values, 551
analysis of, 141-142
at “edge” of equity, 191
conservatism in, 121
in consolidated financial statements, 282-283
contingent liabilities, 173-175
current liabilities, 137-138, 542
fair value model, 105, 140
fair value option, 298
noncurrent liabilities, 139-140
recognized at cost, 271
Licenses and franchises, 248, 282
LIFO conformity rule, 231
LIFO reserve, 231-232
Limited partnerships, 177
Liquidity, 9, 38, 223-224, 402, 527-537
accounts receivable measures of, 537-539
acid-test ratio, 36, 38, 543
cash-based ratio measures of, 536-537
cash flow measures, 543
collection period, 36, 38
current assets and, 223-224, 529-530, 543
current liabilities, 529, 542
current ratio, 36, 38, 530-534
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days to sell inventory, 36, 38
defined, 9, 537
financial flexibility, 544
inventory turnover measures of, 539-541
management’s discussion and analysis, 544
operating activities, 537-542
ratio analysis for, 36
receivables measures of, 538-539
short-term, 638
what-if analysis, 544-546
working capital and, 527-537
Litigation threat, 73
Loan agreements, 188
Loan covenants, 547
Loans, 139
Long-lived assets, impairment of, 345-346
Long-term accruals, 83-84
Long-term construction, 352
Long-term contracts, 353
Long-term credit analysis, 9
Long-term debt to equity, 36, 38
Long-term debt to equity capital ratio, 555
Long-term liabilities; see Noncurrent (or long-
term) liabilities
Long-term (noncurrent) assets, 221, 222,
237-239, 345-346
accounting for, 237-238
analyzing depreciation/depletion, 245-247
impairment of, 237-238, 243-244
introduction to, 237-239
useful life of, 238, 241, 245
Long-term operating asset turnover, 461
Loss contingencies, 173
Loss reserves, 174
Losses, 331, 332
Lower of cost or market value, 97, 236-237
Lucent Technologies, 72
Lynch, P, 9

Major League Baseball (MLB), 154
Management’s Discussion and Analysis
(MD&A), 4, 15-16, 26-27, 544, 611, 619
Campbell Soup (example), 295
contingencies, 174
Managerial discretion, 72
Managerial estimates, 12
Managers and management
accounting changes, 341
accounting distortions and, 13-14, 94
accounting principles selection, 119
business analysis and, 10
debt ratings and, 567
disclosure of contingencies, 174-175
earnings management motivations/
incentives, 109-113
effectiveness, ROIC as measurement of; 446
incentives for earnings management, 608
pension assumptions manipulation and, 170
quality of, 620
ratio management, 534
reputation and history of, 111
revenue recognition and, 353-355
risk propensity of; 361
statutory financial statements and, 68, 72
transitory items, 611
window-dressing and, 72, 108, 143, 170, 534
Managing of expectation, 74
Manufacturing companies, 231, 235-236
Manville, 173
Margin of safety, 142
Market, defined, 236
Market approach to valuation, 102
Market-based cost, 99
Market-based measurements, 101
Market efficiency, 44-46

Market measures, 37
Campbell Soup case, 670-671
Market risk, 290
Market risk sensitivity, 295
Market valuation, pensions, 168
Marketable securities, 27, 221-222, 264, 531
Matching problems, 83, 85
Material events, 26
Materiality, 76-77, 117
May, J. J., 69
MCI, 14
Measurement date, 97, 100
Merchandising companies, 231
Mergers, 4, 10
Mergers, acquisitions, and divestitures, 10
Merrill Lynch, 7, 13, 75, 182
Microsoft, 10, 264, 358
investment securities disclosures, 269-270
MicroStrategy, 72
Miller, R. S., 329
Ming, ]., 568n
Minimum lease payments (MLP), 142-144
Minority interest, 191, 279, 280
adjustments, capital structure analysis, 552
Mixed attribute model, 103
Modified Accelerated Cost Recovery System
(MACRS), 242
Momentum strategies, 78
Monetary assets/liabilities, 303
Moody’s, 372, 566
Morgan Stanley, 75
Motorola, 109, 236
Multiperiod allocation, 332
Mutual fund industry, 40

National Car Rental, 177

Natural resources, 222, 239-240; see also
Extractive industries

analysis of, 244-245
depletion, 243

Negative goodwill, 282

Net cash flow, 82, 87

Net cash from operations, 404-405

Net deferral, 158

Net financial expense (NFE), 464

Net financial obligations (NFO), 450, 452, 464

Net financial return (NFR), 464

Net gain or loss, 198

Net income, 20, 82, 86-88, 333, 411-413

Net income plus depreciation and
amortization, 415

Net operating asset turnover (NOA turnover),
454, 456-458

Net operating assets (NOA), 417, 448,
450-451, 454

Net operating profit after tax (NOPAT), 93, 334,
417, 448, 452-453

Net operating profit margin (NOPAT margin),
454, 456-458

Net operating working capital turnover, 462

Net periodic pension cost, 157, 198

Net periodic postretirement cost, 159

Net profit margin, 37, 39, 503

Net realizable value, 224

Net trade cycle analysis, 535-536

Neutrality, 75, 103

New entrants, 12

News surprises, 78

No influence holding, 267

Noncompete clauses, 282

Noncompetition agreements, 281

Noncore items, 70

Noncurrent assets, 18, 221, 264

Noncurrent (or long-term) liabilities, 137,
139-140
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Nonfinancial institutions, 271
Nonoperating assets, 450-452, 465
Nonoperating income, 93, 334
derivatives, 297-298
Nongqualified stock options, 360
Nonrecurring income, 332-334
Nonrecurring items, 70, 330, 336-350,
609-610
accounting changes, 340-343
asset impairments, 345-346
discontinued operations, 338-340
extraordinary items, 336-338
operating gains and losses, 609-610
restructuring charges, 346-347
special items, 343-350
Nonrecurring pension cost, 195
Nontrade creditors (or debt holders), 8
Nonvoting rights, 186
Note disclosure, accounting estimate change, 341
Notes, 139
Notes receivable, 224

Objectivity, 104, 240
Observable inputs, 101
Obsolescence, 241
Off-balance-sheet financing, 143, 153, 157
adjustments, capital structure analysis, 552
examples of, 176-177, 179-183
securitizations, 178-179, 226-228
Offsetting, 607
Ohlson, J. A,, 614
O.M. Scott & Sons, 226
One-line consolidation, 273, 275
One-time charge, 109, 345, 348
OPEBs; see Other postretirement employee
benefits (OPEBs)
Operating activities, 18-19, 329, 403, 448, 450
analysis of, 330
cash from operations, 563
income measurement, 330
liquidity analysis, 537-542
nonrecurring items, 330, 609-610
Operating assets, 18,221, 461
Operating cash flows, 82, 85, 87-88, 401-402,
412-413
capitalization and, 239
components of, 415
net cash from operations, 404-405
permanence of cash from operations, 563
worksheet for, 420
Operating creditors, 8, 17
Operating cycle, 221-223, 541
Operating income, 93, 334, 453
adjustments for, 96-97
derivatives, 297-298
Operating leases, 143
adjustments, capital structure analysis, 552
capital lease vs., 144-146
converting to capital leases, 149-151
risk and, 153
Operating leverage, 454-455
Operating liabilities, 137
Operating liability leverage ratio (operating
liabilities/NOA), 455
Operating performance, 36-39, 638
Campbell Soup case, 660-663, 669
investing performance vs., 269-271
Operating profit margin (OPM), 37, 39, 458
Operating segments, 470-471
Operations, 20. 563
Opinion shopping, 118
Option contract, 291
Option cost, 361
Option overhang, 363
Options pricing model, 362
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Orderly transaction, 100-101
Other comprehensive income (OCI), 157-158,
269, 303, 335-336
Other postretirement employee benefits (OPEB),
153, 159-163
accounting for, 200
OPEB risk exposure, 172
Out-of-the money, 360
Overfunded pension, 156, 194
Overhead, 235
Overprovision, 121
Overstatement of earnings, 120-121
Owners, 16

Paid-in capital, 185
Partnerships, 273
Patents, 237, 248, 282
Payment in kind (PIK) securities, 565-566
PEG ratio, 615
Pension accounting
actuarial assumptions and, 169-170
economics of, 155-157, 193
pension costs, 156, 195-196
pension obligation, 154-156, 193-194
requirements for, 157-159, 196-197
sensitivity analysis, 169-170
Pension assets, funded status, 194
Pension benefits, 153-159
economics of pension accounting, 155-157
nature of pension obligations, 154-155
other postretirement employee benefits, 159
pension assets and funded status, 194
pension risk exposure, 171-172
Pension cost, 156, 195-196
recognized OPEB cost, 200
recognized pension cost, 198-199
Pension crisis, 153, 171
Pension fund, 154
Pension intensity, 171
Pension obligation, 154-156, 193-194
accumulated benefit obligation (ABO), 168, 194
projected benefit obligation (PBO), 157, 194
Pension plan, 154, 199
Pension risk exposure, 171-172
Percentage-of-completion method, 352-353
Period costs, 83
Permanence of cash from operations, 563
Permanent component (of accounting income), 95
Permanent component of income, 330
Permanent differences, 367, 373
Permanent income, 92-94, 100, 330
adjustments for, 95-96
Permanent income tax differences, 366-367
Permanent investment income, 311
Plan assets, 156
Planning activities, 15-16, 447
Plant assets, 222, 239-248; see also Property,
plant, and equipment (PP&E)
valuation of; 240
Pooling-of-interests, 287-290
Porter, M. E,, 11
Porter’s industry (value chain) analysis, 11
Post-earnings announcement drift, 45, 78
Postretirement benefits, 153-173
accounting specifics for, 193-200
actuarial assumptions and sensitivity analysis,
169-170
adjusting income statement/balance sheet,
166-169
AMR Corporation (example), 160-173
analysis of, 163-173
cash flow implications of; 172-173
footnote disclosures, 162-163
other postretirement employee benefits
(OPEB), 153, 159-163

pension benefits, 154-159
pension obligations, 154-155
pension risk exposure, 171-172
reconciling economic and reported numbers,
163-165
reporting of, 159-163
statement of cash flows, 409
types of, 153
Preacquisition sales and income, 283-284
Predicting financial distress, 568
Preferred dividends, earnings coverage of,
563-564
Preferred stock, 184-186
adjustments, capital structure analysis, 552
dividends, 558, 563-564
redeemable preferred stock, 191
Prepaid expenses, 222, 228, 532
Prepaid pension cost, 157, 159
Present value of an annuity, 501n
Present value theory, 40
Pressler, P., 445
Pretax profit margin, 37, 458
Price-to-book (PB) ratio, 37, 613-614
Price-to-earnings (PE) ratio, 37, 614-615
PricewaterhouseCoopers, 27, 72
Principal repayment obligations, 558
Prior period adjustments, 189
Prior service cost, 156, 195
deferral and amortization of, 199
OPEB accounting, 200
Pro forma earnings, 20, 69, 601
Pro forma financial statements, 506
cash flow forecasting, 506-510
Procter & Gamble
cash and cash equivalents, 224
effective tax rate, 367
goodwill, 285
intangibles, 248
inventories, 228
PPE, 240
Product costs, 83
Product financing arrangements, 352
Profit, 91
Profit margin, 37-38
asset turnover and, 455-458
Profitability, 9, 20, 100, 221-223, 416, 638
Campbell Soup case, 660-663, 669
diversified companies and segment reports,
470-471
inventory costing effects on, 230-231
return on invested capital and, 447
Profitability analysis, 13, 36, 38-39; se¢ also
Return on invested capital
general and administrative expenses, 460
gross profit, 459
selling expenses, 459-460
Projected benefit obligation (PBO), 157, 194
Projected income statement, 492-494
Projection process, 492-499
balance sheet, 494-498
income statements, 492-494
sensitivity analysis, 498-499
statement of cash flows, 498
Property, 240
Property, plant, and equipment (PPE), 222, 237,
238,239-248
analysis of, 244-245
asset impairments, 344
valuation of, 240
Property, plant, and equipment (PPE) turnover, 37
Prospective analysis, 10, 14, 75, 491-492
feasibility tests, 508
projected balance sheet, 494-498
projected income statement, 492-494
projected statement of cash flows, 498

projection process, 492-504
residual income valuation model and, 499-501
short-term forecasting, 504-510
value drivers, trends in, 502-504
Prospective application, 341
Prospectus, 70
Provisions
conservatism in, 121
for doubtful accounts, 539
taxes on undistributed subsidiary earnings, 276
Proxy, 27
Proxy statements, 27, 70
Public Company Accounting Oversight Board
(PCAOB), 118
Public offerings, 17
Purchase agreements, 176
Purchase method of accounting, 277, 287, 289
Purchased intangibles, 248
Push-down accounting, 284
Put option, 291

Qualifying special purpose entity (QSPE), 181
Qualitative disclosures, 294

Quantitative disclosures, 294

Quarterly financial data, 27, 68, 70

Quarterly report, 70

Quick ratio, 543

Ratio analysis, 28, 33-39; see also Current ratio
Best Buy lease restatement example, 152
capitalizing vs. expensing, 239
cash-based ratio measures of liquidity, 536-537
Colgate example, 36-39
factors affecting, 35
illustration of, 36-37
interpretation of, 35
valuation, 36, 39

Ratio management, 534

Raw materials, 235

Realized/realizable revenues, 83, 94, 427

Realized ROI (return on Investment), 312-313

Recasting, 603; see also Earnings persistence

Receivables, 222, 224-228, 460; see also Accounts

receivable; Notes receivable
analysis of, 225-228
authenticity of; 226
collection risk, 225
liquidity measures, 537-539
patterns of, 507
securitization of, 226-228
valuation of; 224

Receivables collection period, 538n

Recognition lags, 79

Recommendation, 75

Recourse, 227

Recoverability test, 245

Recurrence (of events), 609

Recurring component of income, 330

Recurring income, 93, 330, 332-334

Recurring and nonrecurring income,

332-334

Recurring pension cost, 195

Red flags, 112-113

Redeemable preferred stock, 191

Regina Company, 237

Registration statement, 70

Regulation 14-A, 70

Regulation S-X, 284

Regulators, 10, 12, 68

Regulatory environment, 121

Related party footnote, 183

Relevance, 75, 107-108

Reliability, 75, 107-108

Remeasurement gains and losses, 303

Reported income, 91, 93-95
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Reporting environment, 68-75
reporting strategy, 112-113
statutory financial reports, 68-70
Representational faithfulness, 75
Research and development costs (R&D),
107-108, 120, 238
accounting for, 356
analysis of, 356-357
in-process research and development
(IPR&D), 282
Reserve recognition accounting, 358
Residual earnings, 462
Residual income, 42, 249, 499, 502, 612
Residual income model, 42-43
prospective analysis in, 499-501
Residual interests, 9, 186
Restrictions (or covenants) on retained
earnings, 188
Restructuring charges, 4, 69, 93, 109, 111, 329,
344, 346-347, 349-351
Retained earnings, 16, 20, 187-189
Retention ratio, 16
Return, 16
Return on assets (ROA), 37-38, 467
analysis of, 456-457
disaggregation of, 455, 467
total asset turnover (TAT) and, 503
Return on common equity (ROCE), 37-38, 449,
453-454, 462469, 614
analysis of, 462-463
disaggregation of, 463-465, 467
time horizon and, 469
value drivers, trends in, 502-504
Return on invested capital (ROIC), 445, 638
Campbell Soup case, 655-659, 669
components of, 446-454
computation of; 447, 449, 465-468
importance of, 446-447
return on common equity, 446, 449, 453-454
return on net operating assets, 446, 448,
450-453
Return on investment (ROI), 36-37,
311-313, 446
capitalizing vs. expensing, 239
Return on net operating assets (RNOA), 271,
448, 450-454, 463
analysis of, 454-462
Campbell Soup example, 466
computation of; 450
disaggregating of, 454, 457
NOPAT margin, NOA turnover, and, 456-457
operating leverage effect, 454-455
profit margin and asset turnover, 455-458
Return on plan assets, 156
Revenue, 331-332, 350
franchise revenue, 352
right of return and, 351-352
timing of, 77
under contracts, 352-353
unearned revenue, 353
Revenue recognition, 93-94, 330, 332, 350-355
accrual process and, 83, 85-86
analysis implications of, 353-355
guidelines for, 351-353
timing, 608
Reverse stock splits, 185
Right of merchandise return, 226
Right of return, 351-352
Risk
accounting risk, 13
audit risk, 116
business risk, 119
of capital structure, 555, 565-566
collection risk, 225
companywide risk exposure, 296-297

credit risk, 566
default risk, 8
derivatives and, 297
interest rate risk exposure, 295
market risk sensitivity, 295
market risks, 290
operating leases and, 153
pension risk exposure, 171-172
Risk analysis, 13-14
Risk of default, 8
Risk exposure, 296-297
Risk profile, 171
Risk propensity of manager, 361
Rite Aid, 401
RJR Nabisco, 286
Royalty, 282, 352

Safe harbor rules, 74, 620
Sale-leaseback transaction, 192
Sales analysis by source, Campbell Soup case,
640-641
Sales forecasting, 505-506
Sales-type lease, 192
Salvage value, 238, 241-242, 247
Sampling approach, 116
Sarbanes-Oxley Act 02002, 12, 27, 72, 118, 137
Screening devices, 555
Sears, Roebuck and Company, 227
Seasonality, 69
in business activities, 621
Securities Acts of 1933, 71
Securities Acts of 1934, 71
Securities and Exchange Commission (SEC),
12-13, 15, 26, 35, 68, 71, 174
auditors/auditing standards and, 117-118
disclosure of liabilities, 141
earnings to fixed charges ratio, 557, 559-560
GAAP and, 71-72
interim reporting requirements, 622
key SEC filings, 70
monitoring and enforcement mechanisms,
72-73, 89
role in statutory financial reports, 71-72
special charges, 347
Staff Accounting Bulletin 51, 283
Securitizations, 271
off-balance sheet effects, 178-180, 227
of receivables, 226-228
special purpose entities (SPEs), 409
Security analysis, prospective analysis and, 492,
499-501
Security valuation, 492
Segment reports, 470-471
Sell-side analysts, 74-75
Selling expenses, 459-460
Semistrong form EMH, 44-45
Sensitivity analysis
postretirement benefits, 169-170
projection financial statements, 498-499
Service cost, pension cost, 156, 195, 200
Settlement date, 291
Share capital, 9, 22
Shareholders, 16
Shareholders’ equity, 20, 184-191; see also Return
on common equity (ROCE)
capital stock, 184-187
prior period adjustments, 189
retained earnings, 187-189
statement of, 22-24
Shell companies, 137
Short selling, 45
Short-term, 528
Short-term accruals, 83-84
Short-term borrowings, 27
Short-term cash forecasting, 504
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Short-term credit analysis, 9
Short-term debt to total debt, 555
Short-term forecasting, 504-510
cash flow patterns, 504-505
pro forma analysis, cash flow forecasting,
506-510
Short-term liabilities; see Current liabilities
Short-term liquidity, 638
Campbell Soup case, 651-654, 669
Signaling, 74
Significant influence holding, 267-268, 272
Simple capital structure, 374
Smith Barney, 75
Soft assets, 238
Software development costs, 238
Solvency, 9, 36, 38, 402, 445, 528; see also Capital
structure and solvency
analysis of, 38
asset-based measures of, 556
Campbell Soup case, 654-655, 669
capital structure and, 36, 38, 547, 553
defined, 9
Solvency ratios, capitalization effects and, 239
Soros, G., 9
Sources and uses of funds, analysis of, 39
Special items, 343-350
analysis of, 347-350
asset impairments, 345-346
frequency and magnitude of, 344
restructuring charges, 346-347
types of, 347
Special methods of depreciation, 243
Special purpose entities (SPEs), 137,
177-179, 227
concept of, 177
consolidation rules and, 228
examples of, 177-183, 227
securitization of receivables, 226-228, 409
Specific exchange rate, 303
Spin-off, 188
Split-off, 188
Spread, 464-465
Standard & Poor’s (S&P) credit ratings, 566
Statement of cash flows (SCF), 24,
401-411
acquisitions of companies with stock, 409
analytical cash flow worksheet, 419-420
cash flows as validators, 418
construction of, 403-408
direct method, 403, 409-410
equity method investments, 408-409
free cash flow, 417
indirect method, 403, 410
interest incurred, 558
limitations in cash flow reporting, 411
postretirement benefit costs, 409
preparation of, 404-408
projected, 498
relevance of cash, 402-403
reporting by activities, 403
securitization of accounts receivable, 409
Statement of Financial Accounting Concepts
No. 1,79
Statements of Financial Accounting Standards
(SEAS), T1
SEAS 87,94, 153, 157-159, 162
SEAS 109, 370
SEAS 115, 94,265, 269, 271
SEAS 121,244, 345
SEAS 123,71, 361-363
SEAS 123(R), 361-363, 378
SEAS 128, 374
SEAS 130, 333, 335
SEAS 131,470
SEAS 133,291, 296
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SEAS 140 (‘Accounting for Transfers and Servicing
of Financial Assets and Extinguishments of
Liabilities”), 178, 228

SEAS 141 (“Business Combinations”), 277, 281

SEAS 142 (“Goodevill and Other Intangible
Assets”), 277

SEAS 144, 244, 338

SEAS 145,336

SEAS 151, 341

SEAS 154, 341

SEAS 157,97,100-101, 106, 298

SEAS 158,23, 106, 153, 157-159, 162, 166-167,
197, 199-200

SEAS 159 (“fair value option” standard), 97, 106,
140, 269, 298, 301-302

SEAS 160, 280

Statements of Position (SOP), 71

Statutory financial reports, 68-70

factors affecting, 70-75
factors affecting SEC’s role in, 71-72
SEC interim reporting requirements, 622

Statutory tax rate, 367

Stock appreciation rights (SARs), 359

Stock-based compensation, 359

Stock buybacks, 185

Stock dividends, 184-185, 187

Stock market, as efficient, 45

Stock options, 184-185

Stock prices, 109-110

accounting data and, 612-613
accounting information and, 78
income and cash flow measures, 85-88

Stock splits, 184

Straight-line depreciation, 241-242, 246

Strategy analysis, 11-12; see a/so Business
environment and strategy analysis

Stride Rite Corporation, 233

Strong form EMH, 44-45

Subramanyam, K. R., 336

Subsidiary, 268, 275-276

gains on subsidiary IPOs, 283
preferred stock dividend, 558

Substitute products, 12

Substitution hypothesis, 149

Successful efforts accounting, 358

Sum-of-the-years™-digits method, 242

Sunbeam, 108

Supervisory analysts, 74

Supplementary employee benefits, 359-365

Supplementary information, 27

Sustainable earnings power, 9, 13, 93, 95, 105, 330

Sustainable equity growth rate, 469

Sustainable income, 92-93, 330

Swaps, 291

Swartz, M., 72

Synthetic lease, 178, 180

Take-or-pay arrangements, 177
Tangible fixed assets, 237, 238
Target Corp., 16-19, 137
cash and cash equivalents, 224
effective tax rate, 367
intangibles, 248
inventories, 228
PPE, 240
projected balance sheet, 494-498
projected income statement, 492-494
projected statement of cash flows, 499
Tarkenton, F.,, 116
Tax incentives, 30

Taxable income, 367
Taxes, 330; see also Income taxes
deductibility of interest, 550
deferred taxes, 174, 368-370, 551-552
leasing and, 149
undistributed subsidiary earnings, 276
Technical analysis, 9
Technological feasibility, 238, 358
Templeton, J., 9
Temporal method, 302-303, 307, 308, 310
Temporary differences, 367, 373
Temporary income tax differences, 366-367
Tenneco, 191
Terminal value, 42
Through-put agreements, 176-177
Tice, D., 263
Time horizon for earnings power, 617-618
Time value of money, 40, 195
Time Warner, Inc., 184
Timeliness, 75, 79, 87-88
Times interest earned, 36, 38, 562
Timing problems, 83, 608
Toro Company, 236
Total assets turnover (TAT), 37, 503
Total debt ratio, 554
Total debt to equity ratio, 36, 38, 554
Total debt to total capital ratio, 554
Trade (or operating) creditors, 8, 462
Trade names, 248
Trademarks, 237, 248, 281-282
Trading on the equity, 549
Trading securities, 266, 272
Transaction basis, 94, 99-100
Transaction-specific risk, 296
Transactions-based accounting, 76
Transitory component of accounting income, 95
Transitory component of income, 330
Transitory items in earnings, 609-611
Translation adjustment, 303
Translation adjustment account, 310
Translation gain or loss, 306-307
Treasury activities, 93
Treasury stock, 17, 22-23, 185
Trend statements, 607
Trezevant, R. H., 336
Truth-in-Lending Act, 142
Turnover (capital utilization), 13
Tyco International Ltd., 27, 283
Tycom, Litd., 283

Uncollectible accounts, 224
Unconditional conservatism, 77
Unconsolidated affiliates, 273
Underfunded pension, 156, 194
Understatement of earnings, 120-121
Undistributed subsidiary earnings, 276
Unearned revenue, 353

Unidentifiable intangibles, 248-249
United Airlines, 153
Units-of-production methods, 243
Unmanaged earnings, 109
Unobservable inputs, 101

Unrealized gains/losses, 94
Unrecognized capital investment, 275
Unrecorded intangibles, 250

Unusual nature event/transaction, 337
Useful life of assets, 238, 241, 245

Valuation, 14, 36, 39-40, 88, 638
brand and trade names, 250

Campbell Soup case, 663-668
common stock, prospective analysis, 500-501
earnings-based equity valuation, 612-616
fair value, 102-103
of inventories, 228-230
natural resources, 240
property, plant, and equipment, 240
receivables, 224
transaction vs. current valuation, 99
valuation techniques, 102
Valuation accounts, 27
Valuation allowance, 370
Valuation models, 10, 40-43
debt valuation, 40
equity valuation, 40-41, 612-613
fundamental valuation multiples, 613-615
Value chain analysis, 11
Value drivers, trends in, 502-504
Value investors, 491
Value irrelevant component of accounting
income, 95
Value irrelevant component of income, 330
Variable interest entities (VIEs), 178, 180-181
Verifiability, 75
Vertical analysis, 31; see a/lso Common-size
financial statement analysis
Vesting, 154
Vesting date, 360
Vesting periods, 360
Viacom, 249, 263, 611
Voluntary disclosure, 74

Wage costs, 238
‘Wal-Mart, 67, 85-86
‘Warrants, 184-185
‘Warranties, 173
Waste Management, 329
‘Wasting assets, 240
Watts, S., 568n
Weak form EMH, 44-45
Weighted-average exchange rate, 303
Welch, J., 16
Wells Fargo Bank, 176, 299-301
Wendt, G., 73
What-if analysis, 544-547
Willens, R., 263
Window-dressing, 72, 94, 108, 143, 169,
341, 343, 534
Working capital, 20, 222-223
defined, 529
liquidity and, 528-537
net operating working capital turnover, 462
net trade cycle analysis, 535-536
Working capital accruals, 83-84
Working capital turnover, 37
WorldCom, 110, 119
WR Grace, 138-139
Write-down, 95-96, 337
Write-down of asset values, 244, 248,
329, 608
Write-offs of goodwill, 249-250, 263, 285, 344

Xerox, 119, 192

Year-end adjustments, 69
Year-to-year change analysis, 28-30
Yield to maturity, 40

Z-score (Altman’s), 568-569
Zero coupon bonds, 565
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