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Chapter 1 A Framework for Business Analysis and Valuation Using Financial Statements
1.1 THE ROLE OF FINANCIAL REPORTING IN CAPITAL MARKETS

» “lemons” problem

A critical challenge for any economy is the allocation of savings to investment opportunities. Economies that do this well can exploit new
business ideas to spur inhovation and create jobs and wealth at a rapid pace. In contrast, economies that manage this process poorly dissipate®
their wealth and fail to support business opportunities.

Figure 1-1 P1-2

First, entrepreneurs typically have better information than savers on he value of business investment opportunities.
Second, communication by entrepreneurs to investors is not completely credible because investors know entrepreneurs have an incentive
to inflate the value of their ideas.

These information and incentive problems lead to what economists call the “lemons” problem, which can potentially break down the
functioning of the capital market. It works like this.

Consider a situation where half the business ideas are “good” and the other half are “bad. ” If investors cannot distinguish between the
two types of business ideas entrepreneurs with “bad” ideas will try to claim that their ideas are as valuable as the “good” ideas. Realizing this
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possibility, investors value both good and bad ideas at an average level, unfortunately, this penalizes™ good ideas, and entrepreneurs with good
ideas find the terms on which they can get financing to be unattractive. As these entrepreneurs leave the capital market, the proportion of
bad ideas in the market increases. Over time, bad ideas “crowd out” good ideas, and investors lose confidence in this market.

» Intermediaries”

The emergence of intermediaries can prevent such a market breakdown.

Two types of intermediaries in the capital markets.
Financial Intermediaries: venture capital firms, banks, mutual funds, and insurance companies:

Information intermediaries: auditors, financial analysts, bond-rating agencies, and the financial press
quality of various business investment opportunities.

Both these types of intermediaries add value by helping investors distinguish "good" investment opportunities from the “bad” ones.

Financial reporting plays a critical role in the functioning of both the information intermediaries and financial intermediaries. Information
intermediaries add value by either enhancing the credibility of financial reports (as auditors do), or by analyzing the information in the
financial statements (as analysts and the rating agencies do).



1.2 FROM BUSINESS ACTIVITIES TO FINANCIAL
STATEMENTS

1.2.1 The relationship between business and accounting

Value is created when the firm earns a return on its investment in excess of the
cost of capital.

A firm's business activities are influenced by its economic environment and its
own business strategy. The economic environment includes the firm's industry, its
input and output markets, and the regulations under which the firm operates. The
firm's business strategy determines how the firm positions itself in its environment
to achieve a competitive advantage.

Figure I-2, P1-4

Financial statements summarize the economic consequences of its business
activities

Qs:

Intermediaries using financial statement data to do business analysis have to
be aware that financial reports are influenced both by the firm's business
activities and by its accounting system.

1.2.2 understanding the influence of the accounting system on the

quality of the financial statement data

A key aspect of financial statement analysis involves understanding the influence
of the accounting system on the quality of the financial statement data being used in
the analysis.

Accounting System Feature 1: Accrual Accounting

One of the fundamental features of corporate financial reports is that they are
prepared using accrual rather than cash accounting. Unlike cash accounting, accrual
accounting distinguishes between the recording of costs and benefits associated with
economic activities and the actual payment and receipt” of cash. Net income is the
primary periodic performance index under accrual accounting.



To compute net income, the effects of economic transactions are recorded on
the basis of expected not necessarily actual, cash receipts and payments. Expected
cash receipts from the delivery of products or services are recognized as revenues,
and expected cash outflows associated with these revenues are recognized as
expenses.

The need for accrual accounting arises from investors' demand for financial
reports on a periodic basis.

Accounting System Feature 2: Accounting Standards (GAAP) and Auditing

(1) Accounting data is cooked by people.

it is subjective and relies on a variety
of assumptions. Who should be charged with the primary responsibility of making
these assumptions? A firm's managers

Two motivations:

investors view profits as a measure of managers' performance,
incentives to use their accounting discretion to distort reported profits by making
biased assumptions.

Income management distorts financial accounting data

(2) Accounting standards (GAAP)
A number of accounting conventions have evolved to ensure that managers use their
accounting flexibility to summarize their knowledge of the firm's business activities,
and not to disguise reality for self serving purposes. measurability
and conservatism conventions



Accounting standards, called Generally Accepted Accounting Principles (GAAP),
promulgated by the Financial Accounting Standards Board (FASB)

reduce managers’ ability to record similar economic transactions in
dissimilar ways, either over time or across firms.

(3) Opposite effects——at the expense of reduced flexibility
Eg. R&D

Increased uniformity from accounting standards, however, comes at the expense of
reduced flexibility for managers to reflect genuine business differences in their
firm's financial statements.

Rigid accounting standards work best

However,
rigid standards which prevent managers from
using their superior business knowledge
too rigid,
restructure business transactions to achieve a desired accounting
result.

(4) Auditing
a verification of the integrity of the reported financial
statements by someone other than the preparer,

Therefore auditing improves the quality of accounting
data.



(5)
The legal environment in which accounting disputes between managers, auditors, and
investors are adjudicated can also have a significant effect on the quality of reported
numbers. The threat of lawsuits and resulting penalties have the beneficial effect of
improving the accuracy of disclosure.
However, discourage

forward-looking® disclosures.

Accounting System Feature 3: Managers' Reporting Strategy
(1)

it is not optimal to eliminate managerial
flexibility completely.

Therefore real-world accounting systems leave considerable room for managers
to influence financial statement data.

A firm's reporting strategy, that is, the manner in which managers use their
accounting discretion,

(2)

Accounting rules often provide a broad set of
alternatives from which managers can choose.

(3)

(4)
Managers can also use financial reporting strategies to manipulate investors'
perceptions.
Optimistic assessment of the true performance, or controlling the extent of
information that is disclosed voluntarily.
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1.3 FROM FINANCIAL STATEMENTS TO BUSINESS
ANALYSIS

The process through which analysts can separate noise from information in
financial statements, and gain valuable business insights from financial statements
analysis, is discussed next.

imprecise assessment of an individual firm's performance. Financial and
information intermediaries can add value by improving investors' understanding of a
firm's current performance and its future prospects.

Effective financial statement analysis is valuable because it attempts to get at
managers' inside information from public financial statement data. Because
infermediaries do not have direct or complete access to this information, they rely on
their knowledge of the firm's industry and its competitive strategies to interpret
financial statements. Successful intermediaries have at least as good an
understanding of the industry economics as do the firm's managers as well as a
reasonably good understanding of the firm's competitive strategy.

Although outside analysts have an information disadvantage relative to the
firm's managers, they are more objective in evaluating the economic consequences of
the firm's investment and operating decisions.

Figure I-3 (P1-7) provides a schematic overview of how business intermediaries
use financial statements to accomplish four key steps:

() business strategy analysis,

(2) accounting analysis,

(3) financial analysis

(4) prospective analysis.

1.2.1 Analysis Step 1: Business Strategy Analysis

The purpose of business strategy analysis is to identify key profit drivers and
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business risks, and to assess the company's profit potential at a qualitative level.

Business strategy analysis involves analyzing a firm's industry and its strategy to
create a sustainable competitive advantage.

This qualitative analysis is an essential first step because it enables the analyst
to frame the subsequent accounting and financial analysis better.

business analysis enables the analyst tfo make sound assumptions in
forecasting a firm's future Performance.

1.2.2 Analysis Step 2: Accounting Analysis

The purpose of accounting analysis is to evaluate the degree to which a firm's
accounting captures the underlying business reality by identifying places where there
is accounting flexibility, and by evaluating the appropriateness of the firm's
accounting policies and estimates, analysts can assess the degree of distortion in a
firm's accounting numbers.

Another important step in accounting analysis is to "undo" any accounting
distortions by recasting a firm's accounting numbers to create unbiased accounting
data. Sound accounting analysis improves the reliability of conclusions from financial
analysis, the next step in financial statement analysis.

1.2.3 Analysis Step 3: Financial Analysis

The goal of financial analysis is to use financial data to evaluate the current and
past performance of a firm and to assess its sustainability.

There are two important skills related to financial analysis.

First, the analysis should be systematic and efficient.

Second, the analysis should allow the analyst to use financial data to explore
business issues.

Ratio analysis and cash flow analysis are the two most commonly used financial
tools. Ratio analysis focuses on evaluating a firm's product market performance and
financial policies; cash flow analysis focuses on a firm's liquidity and financial
flexibility.
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1.2.4 Analysis Step 4: Prospective Analysis

Prospective analysis, which focuses on forecasting a firm's future, is the final
step in business analysis.

Two commonly used techniques in prospective analysis are financial statement
forecasting and valuation.

book value of equity,
return on equity (ROE)

Strategy analysis, accounting analysis, and financial analysis
excellent foundation for
estimating a firm's intrinsic value. Strategy analysis

Accounting analysis
Financial analysis

1.4 Understanding about the four steps

The contexts that we will examine include securities analysis, credit evaluation,
mergers and acquisitions, evaluation of debt and dividend policies, and assessing
corporate communication strategies.

Appropriate use of these tools requires a familiarity with the economic theories
and institutional factors relevant to the context.

There are several ways in which financial statement analysis can add value

First, there are many applications of financial statement analysis whose focus is
outside the capital market context: credit analysis, competitive benchmarking,
analysis of mergers and acquisitions, to name a few.
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Second, markets become efficient precisely because some market participants
rely on analytical tools such as the ones we discuss in this book to analyze information
and make investment decisions.

1.5 SUMMARIES

Financial statements provide the most widely available data on public
corporations’ economic activities; investors and other stakeholders rely on them to
assess the plans and performance of firms and corporate managers.

Accrual accounting data in financial statements are noisy, and unsophisticated
investors can assess firms' performance only imprecisely.

Financial analysts who understand managers’ disclosure strategies have an
opportunity to create inside information from public data, and they play a valuable
role in enabling outside parties fo evaluate a firm's current and prospective
performance.

This chapter has outlined the framework for business analysis with financial
statements, using the four key steps.

1.6 Discussion questions

(1) Accounting statements rarely report financial performance without error.
List three types of errors that can arise in financial reporting.

(2) Four steps for business analysis re discussed in the chapter. As a financial

analyst, explain why each of these steps is a critical part of your job and how they
relate to one another.
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1.7 Mutual Funds return

Mutual funds have become one of the most attractive ways for the average person to
invest their money. A mutual fund pools resources from thousands of investors and
then diversifies its investment into many different holdings such as stocks, bonds, or
government securities in order to provide high relative safety and returns.

Though not FDIC insured like banks, mutual funds generally provide more return than
the current one to two percent obtainable through banks while still being one of the
safest ways to grow your money. There are an endless variety of mutual fund
investment choices depending on the degree of risk you feel comfortable with.

Most funds also of fer retirement plan choices such as SEP, Traditional IRA, and Roth
IRA. Things to investigate before you invest in a mutual fund are how long the fund
has been in existence, average annual rate of return, the tenure of the fund managers,
your investment objectives, type of companies the fund invests in, and costs the fund
charges.

This site is determined to help in your mutual fund research and selection process

because the proper fund will go a long way in meeting your long and short-term
investment needs.
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