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Additional Praise for
Financial Statement Analysis, Fourth Edition

“This is an illuminating and insightful tour of financial statements, how they
can be used to inform, how they can be used to mislead, and how they can
be used to analyze the financial health of a company.”

—Jay O. Light, Dean Emeritus, Harvard Business School

“Financial Statement Analysis should be required reading for anyone who
puts a dime to work in the securities markets or recommends that others do
the same.”

—Jack L. Rivkin, Director, Neuberger Berman Mutual Funds and Idealab

“Fridson and Alvarez provide a valuable practical guide for understanding,
interpreting, and critically assessing financial reports put out by firms. Their
discussion of profits—‘quality of earnings’—is particularly insightful given
the recent spate of reporting problems encountered by firms. T highly rec-
ommend their book to anyone interested in getting behind the numbers as a
means of predicting future profits and stock prices.”
—Paul Brown, Associate Dean, Executive MBA Programs,
Leonard N. Stern School of Business, New York University

“Let this book assist in financial awareness and transparency and higher
standards of reporting, and accountability to all stakeholders.”
—Patricia A. Small, Treasurer Emeritus, University of California;
Partner, KCM Investment Advisors

“This book is a polished gem covering the analysis of financial statements.
It is thorough, skeptical, and extremely practical in its review.”
—Daniel J. Fuss, Vice Chairman, Loomis, Sayles & Company, LP
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Founded in 1807, John Wiley & Sons is the oldest independent publish-
ing company in the United States. With offices in North America, Europe,
Australia and Asia, Wiley is globally committed to developing and marketing
print and electronic products and services for our customers’ professional
and personal knowledge and understanding.

The Wiley Finance series contains books written specifically for finance
and investment professionals as well as sophisticated individual investors
and their financial advisors. Book topics range from portfolio management
to e-commerce, risk management, financial engineering, valuation and fi-
nancial instrument analysis, as well as much more.

For a list of available titles, visit our Web site at www.WileyFinance.com.
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In memory of my father, Harry Yale Fridson, who
introduced me to accounting, economics, and logic,
as well as the fourth discipline essential to the
creation of this book—hard work!

M. F.

For Shari, Virginia, and Armando.
E. A.
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Preface to Fourth Edition Workbook

his fourth edition of Financial Statement Analysis, like its predecessors,

seeks to equip its readers for practical challenges of contemporary busi-
ness. Once again, the intention is to acquaint readers who have already
acquired basic accounting skills with the complications that arise in apply-
ing textbook-derived knowledge to the real world of extending credit and
investing in securities. Just as a swiftly changing environment necessitated
extensive revisions and additions in the second edition, new concerns and
challenges for users of financial statements have accompanied the dawn of
the twenty-first century.

For one thing, corporations have shifted their executive compensation
plans increasingly toward rewarding senior managers for “enhancing share-
holder value.” This lofty-sounding concept has a dark side. Chief executive
officers who are under growing pressure to boost their corporations’ share
prices can no longer increase their bonuses by goosing reported earnings
through financial reporting tricks that are transparent to the stock market.
They must instead devise more insidious methods that gull investors into
believing that the reported earnings gains are real. In response to this trend,
we have expanded our survey of revenue recognition gimmicks designed to
deceive the unwary.

Another innovation that demands increased vigilance by financial ana-
lysts is the conversion of stock market proceeds into revenues. In terms of
accounting theory, this kind of transformation is the equivalent of alchemy.
Companies generate revenue by selling goods or services, not by selling their
own shares to the public.

During the Internet stock boom of the late 1990s, however, clever op-
erators found a way around that constraint. Companies took the money
they raised in initial public offerings, bought advertising on one another’s
web sites, and recorded the shuttling of dollars as sales. Customers were
superfluous to the revenue recognition process. In another variation on the
theme, franchisers sold stock, lent the proceeds to franchisees, then immedi-
ately had the cash returned under the rubric of fees. By going out for a short
stroll and coming back, the proceeds of a financing mutated into revenues.

The artificial nature of these revenues becomes apparent when read-
ers combine an understanding of accounting principles with a corporate
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finance perspective. We facilitate such integration of disciplines throughout
Financial Statement Analysis, making excursions into economics and busi-
ness management as well. In addition, we encourage analysts to consider
the institutional context in which financial reporting occurs. Organizational
pressures result in divergences from elegant theories, both in the conduct of
financial statement analysis and in auditors’ interpretations of accounting
principles. The issuers of financial statements also exert a strong influence
over the creation of the financial principles, with powerful politicians some-
times carrying their water.

A final area in which the new edition offers a sharpened focus involves
success stories in the critical examination of financial statements. Wherever
we can find the necessary documentation, we show not only how a corpo-
rate debacle could have been foreseen through application of basis analytical
techniques, but also how practicing analysts actually did detect the problem
before it became widely recognized. Readers will be encouraged by these
examples, we hope, to undertake genuine, goal-oriented analysis, instead of
simply going through the motions of calculating standard financial ratios.
Moreover, the case studies should persuade them to stick to their guns when
they spot trouble, despite management’s predictable litany. (“Our finan-
cial statements are consistent with generally accepted accounting principles.
They have been certified by one of the world’s premier auditing firms. We
will not allow a band of greedy short-sellers to destroy the value created by
our outstanding employees.”) Typically, as the vehemence of management’s
protests increases, conditions deteriorate and accusations of aggressive ac-
counting give way to revelations of fraudulent financial reporting.

The principles and theories put forth in the University Edition of Finan-
cial Statement Analysis, fourth edition, are reinforced through the questions
and exercises in this workbook. Part One, Questions, provides chapter-by-
chapter fill-in-the-blank questions, financial statement exercises, and com-
putational exercises. They are designed to be thought-provoking exercises
requiring analysis and synthesis of the concepts covered in the book. In
short, these questions do not call for “regurgitation of information.”

The answers to all questions can be found in Part Two. Answers are pro-
vided in boldfaced, italic type in order to facilitate the checking of answers
and comprehension of the material.

Financial markets continue to evolve, but certain phenomena appear
again and again in new guises. In this vein, companies never lose their re-
sourcefulness in finding new ways to skew perceptions of their performance.
By studying their methods closely, analysts can potentially anticipate the
variations on old themes that will materialize in years to come.

MARTIN FRIDSON
FERNANDO ALVAREZ
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Questions on Each GChaptenr

CHAPTER 1: THE ADVERSARIAL NATURE OF
FINANCIAL REPORTING

1. Three ways that corporations can use financial reporting to enhance
their value are:

a.
b.
c.

2. The true purpose of financial reporting is

3. Corporations routinely because the appearance of
_ receives a higher multiple.

4. According to the , reversals of the excess write-offs
offer an artificial means of in subsequent periods.

5. The following are some of the powerful limitations to continued growth
faced by companies:
a.

b.

C.

6. Some of the commonly heard rationalizations for declining growth are:

a.
b.
c.

7. reached its zenith of popularity during the
_ movement of the 1960s. However, by the 1980s,
the stock market had converted the into a

8. isone of the ways that the notion of diversification as
a means of maintaining is revived from time to time.
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10.

11.

12.

13.

14.

The surprise element in Manville Corporation’s 1982 bankruptcy was,
in part, a function of

The analyst’s heightened awareness of legal risks are a result of
bankruptcies associated with:
a.

b.

C.

Some of the stories used to sell stocks to individual investors are:
a.

b. A “play” in some current economic trend such as
1.
11.

C.

When the story used to sell stocks to individual investors originates
among stockbrokers or even , the zeal with which the

story is disseminated may depend more on than the

The ostensible purpose of financial reporting is of a

corporation’s earnings.

Over a two-year period BGT paid L&H $35 million to develop trans-
lation software. L&H then bought BGT and the translation product
along with it. The net effect was that instead , L&H
recognized

CHAPTER 2: THE BALANCE SHEET

1.

A study conducted on behalf of Big Five accounting firm Arthur Ander-
sen showed that between and , book

value fell from percent to percent of

the stock market value of public companies in the United States.

As noted by Baruch Lev of New York University, two examples of how
traditional accounting systems are at a loss to capture most of what is
going on today are:

a.

b.
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10.

11.

12.

13.

. In the examples in Question 2 there is no accounting event because

. Some of the distinct approaches that have evolved for assessing real

property are:
a.

b.

C.

. Some financial assets are unaffected by the difficulties of evaluating

physical assets because in markets.

. Under the compromise embodied in SFAS 1135, financial instruments are

valued according to by the company

. If a company wrote off a billion dollars worth of goodwill, its ratio of

assets to liabilities would . Its ratio of

would not change, however.

. Through stock-for-stock acquisitions, the sharp rise in equity prices

during the late 1990s was transformed into , despite

the usual assumption that

. Unlike , goodwill is not an asset that can be readily

to raise cash. Neither can a company enter into a
of its goodwill, as it can with its plant and equipment.

In short, goodwill is not that management can either
or to extricate itself from a financial

tight spot.

A reasonable estimate of a low-profit company’s true equity value would
be .

Determining the cost of capital is a notoriously controversial sub-
ject in the financial field, complicated by and

Among the advantages of market capitalization as a measure of equity
are:
a.

b.

C.

A limitation of the peer-group approach to valuation is that
and therefore one major benefit of

using as a gauge of actual equity value.




