Book 2: Financial Statement
Analysis and Equities

SchweserNotes™ 2027

Level | CFA®

KAPLAN) SCHWESER



SCHWESERNOTES™ 2027 LEVEL I CFA® BOOK 2: FINANCIAL STATEMENT ANALYSIS AND EQUITIES
©2027 Kaplan, Inc. All rights reserved.

Published in 2027 by Kaplan, Inc.

10 987 6 5 43 21

ISBN: 978-1-0788-5643-0



CONTENTS

Learning Outcome Statements (LOS) ... Viii

FINANCIAL STATEMENT ANALYSIS

READING 27

Introduction to Financial Statement Analysis .......cccccevvneriennceennnens 1
Module 27.1: Financial Statement ROIES........ccinieiesiisrisssssssies 1
KEY CONCEPLS w.cvovevviescivrirrisississsssssss s s im0 10
Answer Key for Module QUIZZES ... 12
READING 28

Analyzing Income StatemMentS.......c.cveievrrnrrieseenisisenscnsensennes

Module 28.1: Revenue Recognition
Module 28.2: Expense Recognition

Module 28.3: NONrecurring ItEMS ... s
Module 28.4: Earnings Per SNare ...
Module 28.5: Ratios and Common-Size Income Statements

Key CONCOPLS iswsssrmsssussessonsisssss

Answer Key for Module Quizzes

READING 29

Analyzing Balance ShEets ...
Module 29.1: Intangible Assets and Marketable Securities.....
Module 29.2: Common-Size Balance Sheets.........c.ccovrviiennnens
KEY CONCEPLS ..vveeriecrriisciiissississineass s sssss s sssses

Answer Key for Module QUIZZES ...

READING 30
Analyzing Statements of Cash FIOWS l........iiernienenesinnicinnininennes 65
Module 30.1: Cash Flow Introduction and Direct Method CFO........cccceucuenn. 65
Module 30.2: Indirect Method CFO.......cmsmnmmmmsmmesmsissinmsmasissasssssarsonsns 72
Module 30.3: Investing and Financing Cash Flows

and IFRS/US GAAP DifferenCes .......ccuoveveemeremcussissessissesssssinssssnns 78
Key CONCEPLS ..couvevucrieirrreirciseiinisinesssisinsasniens
Answer Key for Module Quizzes

READING 31
Analyzing Statements of Cash FIOWS ll........cceiieinnnnnensiseiinnninnenae

Module 31.1: Analyzing Statements of Cash Flows Il
KeY CONCEPES iviummussmsimmmunmmsmasmmsnsiisssimssonsorsssssssosssesnsasessses
Answer Key for Module QUIZZES ... ssssesssasesssess

© 2027 Kaplan, Inc. Page iii



Contents

Page iv

READING 32
ANalysis Of INVENLOTIES .......cocvcemiiecireiecerrrereneneeriessesestsesessiscssesenes
INErOdUCEION .o
Module 32.1: Inventory Measurement
Module 32.2: Inflation Impact on FIFO and LIFO ......ecvvverereeneviiieiniinisinns 108
Module 32.3: Presentation and DIiSCIOSUIE......c.c.cuwerrrimnscsserirnsisnsinns 114
KBy CONCOPES snnnummomsmmasmmmssmmsses

Answer Key for Module Quizzes

READING 33
Analysis of Long-Term Assets....
INEFOAUCTION oottt bbbt et

Module 33.1: Intangible Long-Lived ASSets........ireincenionerenns
Module 33.2: Impairment and Derecognition
Module 33.3: Long-Term Asset DISCIOSUIES ...,
KEY CONCEPLS ettt
Answer Key for MOdule QUIZZES ... sssssessssissssessennnns
READING 34
Topics in Long-Term Liabilities and EQUILY .....c.ccevrveveniseceninirensecnenens 143
MOAUIE 34.7: LEASES ...ttt senen 143
Module 34.2: Deferred Compensation and DiSCIOSUreS ..........covvnererrirennns 152
KEY CONCEPLS ..t 161
Answer Key for MoOdule QUIZZES .........c.vrerreceirerrieneceiecessessersssesssessssnans 164
READING 35
Analysis Of INCOME TAXES.....uvcvevruriiiciricsinrsieessseseseesssesenacs 167
INEFOAUCTION oottt be st st 167
Module 35.1: Differences Between Accounting Profit

and Taxable INCOME ... eeseieenenes 167
Module 35.2: Deferred Tax Assets and Liabilities .........co.ovvcvrrvrrinninrinnnnn. 173
Module 35.3: Tax Rates and Disclosures............. R 178
Key CONCOPIS s s e s asses faeres e e 184
Answer-Key for Module: QUIZZES.. s 187
READING 36
Financial Reporting QUalItY......c.ccceeiecricresiscsmreetnisinnneseescrcseesissenenseenns 189
Module 36.1: Reporting QUANLY ... ssssssessenees 189
Module 36.2: Accounting Choices and EStIMAteS .......ovvveerveerenerinessnnnironnes 196
Module 36.3: Warning SIGNS ......veevrereieieiinseeriessseresesesessseesessssessessssssesenes 199
KEY CONCEPLS c.vvveiiirrie ittt sss e bbbt saaens 202
Answer Key-for Module QUIZZES s s 204

© 2027 Kaplan, Inc.



EQUITIES

READING 37

Financial Analysis TEChNIQUES .......cveuimiuieiieininsinsissnsssssisssssesessnsses
INEFOTUCTION oottt s
Module 37.1: Introduction to Financial Ratios........cccccveiriiniiininiiins
Module 37.2: Financial Ratios; Part T.....cusassessssssssnmarssermssssserissmessrssss
Module 37.3: Financial Ratios, Part 2...
Module 37.4: DUPONt ANAIYSIS......ocrvnimrrinririnniininns
Module 37.5: Industry-Specific Financial Ratios
KEY CONCEPLS wovvecvvveesavrvenismssisiinsssissssssssss s sssssss s s
Answer Key for Module QUIZZES ...

READING 38
Introduction to Financial Statement Modeling.......ccovveivirnenccininnns 237
Module 38.1: Financial Statement MOdeling ... 237

KEY CONCEPLS w.cveecctireiiesisirrasse st s 245
Answer Key for Module QUIZ ... 247

Topic Quiz: Financial Statement ANGIYSIS. ... 248

READING 39
Equity INStrument FEAtUIES......cooovmmvenisinssisiiieniiiienstsisnssnnenes 249

Module 39.1: Public and Private Equity INVEStMENTS .....coooveeiieriiciiiiis 249
KEY CONCEPLS wvovvviierieriiivriirs i ssini st wisn DI
Answer Key for Module QUIZ ... 254

READING 40
Equity Jurisdictions, Classes, and the Voting Process...........cocccuuen. 255

Module 40.1: Rights of Equity Shareholders........oovvriinnriisnssieine, 255
Key Concepts
Answer Key for Module QUIZ .......ccccccvvnee .

READING 41
Equity Issuance and Trading ......ccuereenmnessnsnnsenssssssssesessencene 261

Module 41.1: Equity Markets and EXChanges..........ccrrvinsiinniinennns 261
Module 41.2: Equity Indexes and Liquidity Measures........ ....266
KeY'CONGRPES .....pisssssissssiassisnsmsimssmms s mms ...270

Answer Key for Module QUIZZES ... 271

© 2027 Kaplan, Inc.

Contents

Page v



Contents

Page vi

READING 42

Sources Of EQUILY RETUINS......cevecrercriurerenrerenesseesensieensinensssessensessssasees 273
Module 42.1: Dividends, Stock Splits, and Share Repurchases..................... 273
Module 42.2: Return Calculations for EQUILIES .........cvwerreemerermesismssssnsesnns 276
KBY CONCEPLS c.oeevrercrnrierireasneiisesist s sesisessesssssses s ss st sssss st st sss s ssansn 280
Answer Key for Module QUIZZES ... resssesesessssssssessssss s 281
READING 43

Introduction to Equity Valuation:..i.iissmsisissmmssssissssssmsssmmsssssonens 283
Module 43.1: Measures and Models of Equity Value .......co..cvvvcvmnrrerennenen. 283
KeY CONCEPLS ....oueeiieiitscerci et

Answer Key for Module Quiz

READING 44
Discounted Cash Flow (DCF) and Growth Models
Module 44.1: Cash FIOW MELTICS .....oevveciererieeiieereese e senennes
Module 44.2: Valuation MOGEIS .......c..veervereseeseeeeeeee e ssse e ssesnnes
Module 44.3: Model Limitations and Preferred Stock Valuation.................. 305
KeY ‘CONCEPES wue sswwssissursiswsvsissimanissmsons sosiosasisisiinsssssisinasessaarisessisarssssassrenn

Answer Key for Module Quizzes

READING 45

Relative Value Equity Valuation Approaches.............ceeeveererersaennns
Module 45.1: Price Multiples and Equity Valuation....

Module 45.2: Price and Enterprise Value Multiples...........

Module 45.3: Peer Groups and Multiples-Based Valuation.........c...c.cvue... 324
KEY COMCEPLS .ottt ssses bbbt s 327
Answer Key for Module QUIZZES ... eeeeseese s 329
READING 46

Financial Statement Forecasting in Equity Valuation ...........c.ccevn.e.. 331
Module 46.1: Financial Statement Forecast Models ........ccocvevimnrvonnnnnns 331
Module 46.2: Models Based on Company Characteristics ... 335
KBY COMCEPLS w.oovveverirrircererieserise bbb ss st ss s st sssssnsans 341
Answer Key for MOdule QUIZZES ..o sssssesesesseenees 342
READING 47

Industry and Competitive Analysis.......cccoveruennene 343
Module 47.1: Industry Analysis Framework ... 343
Module 47.2: Porter's Five Forces and PESTLE ANalYSIS ....c.vvveeernrvevoorenenrnnns 349
Key ConCepts .....covvverrencinrreerennnn.

Answer Key for Module Quizzes

© 2027 Kaplan, Inc.



READING 48
Company Analysis: Past, Present, and Future. w1399
Module 48.1: Corporate Strategy and INdUStry POSItION ......occvvurrriinniriirnns 359
Module 48.2: Revenue, Profitability, and Capital 364
Key CONGAPLS ...ouupuuiissisisssisagsssegins 371
Answer Key for Module Quizzes 373
READING 49
Equity Analyst Research REPOIS .....c.ovevevererscrsnssmincnniiinnnisiisnsssnens 375
Module 49.1: Equity Analyst Research Reports v 375
KEY CONCEPLS ....ooomrevrnrrimiesrirsssssssssssss s sassssnss 384
Answer Key for Module QUIZ .........rrvirriviesriiseriinsiisssssisssssissses 386
READING 50
The Capital Asset Pricing Model, Market Model,
and Other Factor-Based Equity Models..........ooueeveneeriionnsiniiniiiins 387
Module 50.1: Estimating the Cost of Equity With the Market Model

ANA CAPM coouereresiserssnsonssssssssssssssssssssssssssssasssrssssssssasspaspesssasssasss
Module 50.2: Arbitrage Pricing Theory .
Key CONCEPLS ....cvmrvvrrrinrisssissssssssessas

Answer Key for Module Quizzes

© 2027 Kaplan, Inc.

Contents

Page vii



Learning Outcome Statements (LOS)

Page viii

LEARNING OUTCOME STATEMENTS (LOS)

27. Introduction to Financial Statement Analysis
The candidate should be able to:

a.
b.
c:

d.

describe the steps in the financial statement analysis framework. (page 1)

describe the roles of financial statement analysis. (page 2)

describe the importance of regulatory filings, financial statement notes and
supplementary information, management’s commentary, and audit reports. (page 2)
describe implications for financial analysis of alternative financial reporting systems
and the importance of monitoring developments in financial reporting standards.
(page 7)

describe information sources that analysts use in financial statement analysis
besides annual and interim financial reports. (page 8)

28. Analyzing Income Statements
The candidate should be able to:

a.

describe general principles of revenue recognition, specific revenue recognition
applications, and implications of revenue recognition choices for financial analysis.
(page 13)

describe general principles of expense recognition, specific expense recognition
applications, implications of expense recognition choices for financial analysis and
contrast costs that are capitalized versus those that are expensed in the period in
which they are incurred. (page 18)

describe the financial reporting treatment and analysis of non-recurring items
(including discontinued operations, unusual or infrequent items) and changes in
accounting policies. (page 29)

describe how earnings per share is calculated and calculate and interpret a
company’s basic and diluted earnings per share for companies with simple and
complex capital structures including those with antidilutive securities. (page 32)
evaluate a company’s financial performance using common-size income statements
and financial ratios based on the income statement. (page 40)

29. Analyzing Balance Sheets
The candidate should be able to:

a.
b.
c.

d.

explain the financial reporting and disclosures related to intangible assets. (page 49)
explain the financial reporting and disclosures related to goodwill. (page 51)
explain the financial reporting and disclosures related to financial instruments.
(page 52)

explain the financial reporting and disclosures related to non-current liabilities.
(page 55)

calculate and interpret common-size balance sheets and related financial ratios.
(page 57)

30. Analyzing Statements of Cash Flows |
The candidate should be able to:

a.

b.

describe how the cash flow statement is linked to the income statement and the
balance sheet. (page 65)

describe the steps in the preparation of direct and indirect cash flow statements,
including how cash flows can be computed using income statement and balance
sheet data. (page 68)

demonstrate the conversion of cash flows from the indirect to direct method.
(page 84)

contrast cash flow statements prepared under International Financial Reporting
Standards (IFRS) and US generally accepted accounting principles (US GAAP).
(page 85)
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31. Analyzing Statements of Cash Flows I
The candidate should be able to:

a.
b.

analyze and interpret both reported and common-size cash flow statements. (page 95)
calculate and interpret free cash flow to the firm, free cash flow to equity, and
performance and coverage cash flow ratios. (page 97)

32. Analysis of Inventories
The candidate should be able to:

a.

b.

describe the measurement of inventory at the lower of cost and net realisable value
and its implications for financial statements and ratios. (page 105)

calculate and explain how inflation and deflation of inventory costs affect the
financial statements and ratios of companies that use different inventory valuation
methods. (page 108)

describe the presentation and disclosures relating to inventories and explain issues
that analysts should consider when examining a company’s inventory disclosures
and other sources of information. (page 114)

33. Analysis of Long-Term Assets
The candidate should be able to:

a.

compare the financial reporting of the following types of intangible assets:
purchased, internally developed, and acquired in a business combination.

(page 125)

explain and evaluate how impairment and derecognition of property, plant, and
equipment and intangible assets affect the financial statements and ratios. (page 128)
analyze and interpret financial statement disclosures regarding property, plant, and
equipment and intangible assets. (page 134)

34. Topics in Long-Term Liabilities and Equity
The candidate should be able to:

a.

b.

explain the financial reporting of leases from the perspectives of lessors and lessees.
(page 143)

explain the financial reporting of defined contribution, defined benefit, and
stock-based compensation plans. (page 152)

describe the financial statement presentation of and disclosures relating to
long-term liabilities and share-based compensation. (page 157)

*'35. Analysis of Income Taxes
The candidate should be able to:

a.

contrast accounting profit, taxable income, taxes payable, and income tax expense
and temporary versus permanent differences between accounting profit and taxable
income. (page 167)

explain how deferred tax liabilities and assets are created and the factors that
determine how a company’s deferred tax liabilities and assets should be treated for
the purposes of financial analysis. (page 173)

calculate, interpret, and contrast an issuer’s effective tax rate, statutory tax rate, and
cash tax rate. (page 178)

analyze disclosures relating to deferred tax items and the effective tax rate
reconciliation and explain how information included in these disclosures affects a
company’s financial statements and financial ratios. (page 180)

36. Financial Reporting Quality
The candidate should be able to:

a.

b.
C.

compare financial reporting quality with the quality of reported results (including
quality of earnings, cash flow, and balance sheet items). (page 189)

describe a spectrum for assessing financial reporting quality. (page 190)

explain the difference between conservative and aggressive accounting. (page 191)
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37

38

39.

40

41

d. describe motivations that might cause management to issue financial reports that
are not high quality and conditions that are conducive to issuing low-quality, or even
fraudulent, financial reports. (page 192)

e. describe mechanisms that discipline financial reporting quality and the potential
limitations of those mechanisms. (page 193)

f. describe presentation choices, including non-GAAP measures, that could be used to
influence an analyst’s opinion. (page 194)

g. describe accounting methods (choices and estimates) that could be used to manage
earnings, cash flow, and balance sheet items. (page 196)

h. describe accounting warning signs and methods for detecting manipulation of
information in financial reports. (page 199)

Financial Analysis Techniques

The candidate should be able to:

a. describe tools and techniques used in financial analysis, including their uses and
limitations. (page 207)

b. calculate and interpret activity, liquidity, solvency, and profitability ratios. (page 213)

c. describe relationships among ratios and evaluate a company using ratio analysis.
(page 222)

d. demonstrate the application of DuPont analysis of return on equity and calculate
and interpret effects of changes in its components. (page 225)

e. describe the uses of industry-specific ratios used in financial analysis. (page 229)

f.  describe how ratio analysis and other techniques can be used to model and forecast
earnings. (page 231)

Introduction to Financial Statement Modeling

The candidate should be able to:

a. demonstrate the development of a sales-based pro forma company model.
(page 237)

b. explain how behavioral factors affect analyst forecasts and recommend remedial
actions for analyst biases. (page 238)

c. explain how the competitive position of a company based on a Porter’s five forces
analysis affects prices and costs. (page 239)

d. explain how to forecast industry and company sales and costs when they are subject
to price inflation or deflation. (page 240)

e. explain considerations in the choice of an explicit forecast horizon and an analyst’s
choices in developing projections beyond the short-term forecast horizon. (page 243)

Equity Instrument Features

The candidate should be able to:

a. describe basic features and types of equity instruments. (page 249)

b. contrast features of publicly listed versus private equity securities. (page 251)

Equity Jurisdictions, Classes, and the Voting Process

The candidate should be able to:

a. describe differences in economic and voting rights and other characteristics among
different jurisdictions and equity classes. (page 255)

b., describe the voting process and roles of the issuer’s management, board, proxy
advisors, asset managers, and asset owners in the process. (page 257)

Equity Issuance and Trading
The candidate should be able to:
a. describe primary and secondary public equity markets and their functions.

(page 261)
b. compare exchange, off-exchange, and over-the-counter equities trading. (page 263)
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c. describe liquidity measures for a publicly listed security and calculate float and
average daily volume. (page 266)
d. describe types of equity indexes. (page 268)

42, Sources of Equity Returns

The candidate should be able to:

a. describe features and uses of dividends, share repurchases, stock splits, and reverse
stock splits. (page 273)

b. describe dividend payment chronology. (page 275)

c. calculate price and total return for equity securities. (page 276)

43. Introduction to Equity Valuation

The candidate should be able to:

a. contrast price and value for an equity security. (page 283)

b. contrast the use of book value of equity, market capitalization, and enterprise value
as indicators of intrinsic value. (page 284)

c. describe major categories of equity valuation models and explain their advantages
and disadvantages. (page 289)

44. Discounted Cash Flow (DCF) and Growth Models

The candidate should be able to:

a. contrast the inputs used in dividend discount, free cash flow to equity (FCFE), free
cash flow to the firm (FCFF), and residual income models, and explain the process
for using present value models to value equity. (page 295)

b. calculate and interpret the intrinsic value of an equity security based on present value
models that assume constant cash flow growth or multistage cash flow growth. (page 299)

c. explain the shortcomings of constant and multistage cash flow growth assumptions
in present value models. (page 305)

d. calculate the intrinsic value of a non-callable, non-convertible preferred stock and
describe how contingency features affect intrinsic value. (page 306)

45. Relative Value Equity Valuation Approaches

The candidate should be able to:

a. explain the process for using multiples to value equity based on the method of
comparables and the method of forecasted fundamentals. (page 313)

b. calculate and interpret price and enterprise value multiples, and describe their
appropriate uses. (page 317)

c. determine a potential peer group for multiples-based equity valuation based on a
company’s industry classification or specific drivers of expected return. (page 324)

d. describe the use of multiples based on past, current, and projected future values in
estimating equity value. (page 325)

46. Financial Statement Forecasting in Equity Valuation

The candidate should be able to:

a. explain the rationale, construction, and uses of financial statement forecast models
in equity valuation. (page 331)

b. evaluate the construction of an equity valuation model based on characteristics of
the subject company. (page 335)

c. estimate and interpret the value of an equity security based on the outputs of a
financial statement forecast model. (page 338)

47. Industry and Competitive Analysis

The candidate should be able to:

a. describe the process of industry and competitive analysis. (page 343)

b. describe industry classification methods and compare methods by which companies
can be grouped. (page 344)
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determine an industry’s size, growth characteristics, profitability, and market share
trends. (page 346)

analyze an industry’s structure and external influences using Porter’s Five Forces
and the PESTLE framework. (page 349)

48. Company Analysis: Past, Present, and Future
The candidate should be able to:

a.

b.

explain a company’s competitive strategy and position within an industry.

(page 359)

evaluate a company’s revenue drivers, operating profitability, and pricing power.
(page 364)

evaluate a company’s working capital, capital investments, and capital structure.
(page 367)

49. Equity Analyst Research Reports
The candidate should be able to:

a.

b.

describe the elements that should be covered in a detailed company research report.
(page 375)

compare sell-side and buy-side equity analyst reports and their conclusions.

(page 377)

explain why value estimates from the same modeling approach may differ based
on analyst assumptions regarding revenue, profitability, investment, and financing.
(page 379)

50. The Capital Asset Pricing Model, Market Model,
and Other Factor-Based Equity Models
The candidate should be able to:

a.

b.

explain the use of the CAPM and the market model to estimate a company’s
required return on equity. (page 387)

describe the arbitrage pricing theory and the importance of multi-factor models
used in equity investing. (page 393)
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READING

Introduction to Financial
Statement Analysis

MODULE 27.1: FINANCIAL STATEMENT ROLES

LOS 27.a: Describe the steps in the financial statement analysis framework.

The financial statement analysis framework! sets out a generic set of steps for
analysts to apply to a multitude of objectives when analyzing debt issues, equity
securities, and corporate actions. The framework consists of six steps:

Step 1:

Step 2:

Step 3:

Step 4:

Step 5:

Step 6:

State the objective and context. Determine what questions the analysis seeks
to answer, the form in which this information needs to be presented, and
what resources and how much time are available to perform the analysis.

Gather data. Acquire the company’s financial statements and other relevant
data on its industry and the economy. Ask questions of the company’s
management, suppliers, and customers, and visit company sites.

Process the data. Make any appropriate adjustments to the financial
statements. Calculate ratios and perform statistical analysis. Prepare
exhibits such as graphs and common-size balance sheets.

Analyze and interpret the data. Use the data to answer the questions stated
in the first step. Decide what conclusions or recommendations the
information supports.

Report the conclusions or recommendations. Prepare a report and communicate
it to its intended audience. Be sure the report and its dissemination comply
with the Code and Standards that relate to investment analysis and
recommendations.

Update the analysis. Repeat these steps periodically, and change the
conclusions or recommendations when necessary.

1 Hennie van Greuning and Sonja Brajovic Bratanovic, Analyzing and Managing Banking Risk: Framework
for Assessing Corporate Governance and Financial Risk, International Bank for Reconstruction and
Development, April 2003, p. 300.
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Page 2

LOS 27.b: Describe the roles of financial statement analysis.

Financial reporting refers to the way companies show their financial performance
to investors, creditors, and other interested parties by preparing and presenting
financial statements.

The role of financial statement analysis is to use the information in a company’s
financial statements, along with other relevant information, to make economic
decisions. Examples of such decisions include whether to invest in the company’s
securities or recommend them to investors, whether to extend trade or bank credit
to the company, and assigning credit ratings to a company’s debt. Analysts use
financial statement data to evaluate a company’s past performance and current
financial position to form opinions about the company’s ability to earn profits and
generate cash flow in the future. As part of this process, analysts will identify risk
factors that affect the company’s future profitability and position.

PROFESSOR’S NOTE

This reading deals with financial analysis for external users.
Management also performs financial analysis in making everyday
decisions. However, management may rely on internal financial
information that is likely maintained in a different format and
unavailable to external users.

LOS 27.c: Describe the importance of regulatory filings, financial statement
notes and supplementary information, management’s commentary, and audit
reports.

Standard-setting bodies are professional organizations of accountants and auditors
that establish financial reporting standards. Regulatory authorities are government
agencies that have the legal authority to enforce compliance with financial reporting
standards.

The two primary standard-setting bodies are the Financial Accounting Standards
Board (FASB) and the International Accounting Standards Board (IASB). In

the United States, the FASB sets forth the US Generally Accepted Accounting
Principles (US GAAP). Outside the United States, the IASB establishes the
International Financial Reporting Standards (IFRS). Other national standard-setting
bodies exist as well. Some of the older IASB standards are referred to as the
International Accounting Standards (IAS).

Regulatory authorities, such as the Securities and Exchange Commission (SEC) in
the United States and the Financial Conduct Authority in the United Kingdom, are
established by national governments.

Most national authorities belong to the International Organization of Securities
Commissions (IOSCO). Together, the members of IOSCO regulate more than 95%
of the world’s financial markets. IOSCO is not a regulatory body, but its members
work together to improve cross-border cooperation and make national regulations

@ 2027 Kaplan, Inc.
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and enforcement more uniform around the wotld. The IOSCO Objectives and
Principles of Securities Regulation are based on three main objectives:

1. Protecting investors
2. Ensuring markets are fair, efficient, and transparent
3. Reducing systemic risk

-
®
L
=
=;
aa
N
N

IOSCO requires issuers to provide full, accurate, and timely disclosure of financial
results, risk, and other information used in the decision-making process. It also
requires accounting standards that are used to prepare financial statements to be of
a high standard and internationally accepted.

The SEC’s requirements for financial reporting by US companies are shown

in Figure 27.1 as an example of reporting requirements. The SEC has the
responsibility of enforcing the Sarbanes-Oxley Act of 2002. The act prohibits a
company’s external auditor from providing certain additional paid services to

the company, to avoid the conflict of interest involved, and to promote auditor
independence. The act requires a company’s executive management to certify that
the financial statements are presented fairly and to include a statement about the
effectiveness of the company’s internal controls of financial reporting. Additionally,
the external auditor must provide a statement confirming the effectiveness of the
company’s internal controls.

Proxy statements are issued to shareholders when there are matters that require a
shareholder vote. These statements, which are also filed with the SEC, are a good
source of information about the election of (and qualifications of) board members,
compensation, management qualifications, and the issuance of stock options.

In the European Union (EU), each member state has its own securities regulations, but
all countries in the EU are required to report using IFRS. The European Commission
also has established the European Securities Commission, which advises the European
Commission on securities regulation issues, and the European Securities and Market
Authority (ESMA), which coordinates regulation within the EU.

Financial statement notes (footnotes) include disclosures that provide further
details about the information summarized in the financial statements. Footnotes
allow users to improve their assessments of the amount, timing, and uncertainty of
the estimates reported in the financial statements. Footnotes do the following:

®m They discuss the basis of presentation such as the fiscal period covered by the
statements, whether IFRS or US GAAP is adhered to, and the inclusion of
consolidated entities.

® They provide information about accounting methods, assumptions, and
estimates used by management.

@ They provide additional information on information included in the primary
financial statements and items such as business acquisitions or disposals, legal
actions, employee benefit plans, contingencies and commitments, significant
customers, related party transactions, position and performance of segments of
the firm, and significant post balance sheet events.

® They are audited along with the primary financial statements.
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Figure 27.1: SEC Required Filings

Form S-1. This is the registration statement filed before the sale of new securities
to the public. The statement includes disclosures about the securities offered,
audited financial statements (plus interim accounts, if the statement is filed more
than three months after year-end), risk assessment, underwriter identification, and
the estimated amount and use of the offering proceeds.

Form 10-K. This is the required annual filing that includes information about the
business, risks, and its management, audited financial statements and disclosures,
and disclosures about legal matters involving the firm. Information required in
Form 10-K is similar to that which a firm typically provides in its annual report to
shareholders. However, a firm’s annual report is not a substitute for the required
10-K filing. Equivalent SEC forms for foreign issuers in the US markets are Form
40-F for Canadian companies and Form 20-F for other foreign issuers.

Form 10-Q. US firms are required to file this form quarterly, with updated interim
financial statements (unlike Form 10-K, these statements do not have to be audited)
and disclosures about certain events such as significant legal proceedings or
changes in accounting policy. Non-US companies are typically required to file the
equivalent Form 6-K semiannually.

Form DEF-14A. When a company prepares a proxy statement for its shareholders
before the annual meeting or other shareholder vote, it also files the statement with
the SEC as Form DEF-14A.

Form 8-K. Companies must file this form to disclose material events including
significant asset acquisitions and disposals, changes in management or corporate
governance, or matters related to its accountants, its financial statements, or the
markets in which its securities trade.

Form 144. A company can issue securities to certain qualified buyers without
registering the securities with the SEC, but it must notify the SEC that it intends to
do so.

Forms 3, 4, and 5 involve the beneficial ownership of securities by a company’s
officers and directors. Analysts can use these filings to learn about purchases and
sales of company securities by corporate insiders.

Both US GAAP and IFRS require companies to report segment data, but the
required disclosure items are only a subset of the required disclosures for the
company as a whole. Nonetheless, an analyst can prepare a more detailed analysis
and forecast by examining the performance of business or geographic segments
separately. Segment profit margins, asset utilization (turnover), and return on assets
can be very useful in gaining a clear picture of a firm’s overall operations. For
forecasting, growth rates of segment revenues and profits can be used to estimate
future sales and profits and to determine the changes in company characteristics
over time.

A business segment (operating segment) is a portion of a larger company that
accounts for more than 10% of the company’s revenues, assets, or income. An
operating segment should be distinguishable from the company’s other lines of
business in terms of the risk and return characteristics of the segment. Segments
reported should account for a minimum of 75% of the firm’s external sales.
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The following must be disclosed for each segment within the financial statement
notes:

Revenue (external and between segments)
A measure of profit or loss
A measure of assets and liabilities

X
)
Q
=
=

ga
N
N

Interest (revenue and expense)
Acquisitions of PP&E and intangibles

Depreciation and amortization
Other noncash expenses

Income tax expense

Share of equity-accounted investments results

Geographic segments are also identified when they meet the size criterion given
previously and the geographic unit has a business environment that is different from
that of other segments or the remainder of the company’s business.

For example, in its 2016 annual report, Boeing described its business segments as
follows:?

B We are organized based on the products and services we offer. We operate in
five principal segments:
— Commercial Airplanes
—  Our Defense, Space & Security (BDS) business comprises three segments:
B Boeing Military Aircraft (BMA)
B Network & Space Systems (N&SS)
B Global Services & Support (GS&S)
— Boeing Capital (BCC)
Management commentary (also known as management report, operating and
financial review, or management discussion and analysis [MD&A]) is one of
the most useful sections of an annual report. IFRS guidance recommends that
management commentary address the nature of the business, management’s
objectives, the company’s past performance, the performance measures used, and

the company’s key relationships, resources, and risks. Analysts must be aware that
some parts of management commentary may be unaudited.

For publicly held firms in the United States, the SEC requires management
commentary to discuss trends and identify significant events and uncertainties that
affect the firm’s liquidity, capital resources, and results of operations. Management
must also discuss the following:

B Effects of inflation and changing prices, if material

B Impact of off-balance-sheet obligations and contractual obligations, such as
purchase commitments

2 Boeing, The Boeing Company 2016 Annual Report (USA: 2017),
https://s2.q4cdn.com/661678649/files/doc_financials/annual/2016/2016-Annual-Report.pdf.

© 2027 Kaplan, Inc. Page 5



Financial Statement Analysis
Introduction to Financial Statement Analysis

Page 6

B Accounting policies that require significant judgment by management
B Forward-looking expenditures and divestitures

An audit is an independent review of an entity’s financial statements. Public
accountants conduct audits and examine the financial reports and supporting
records. The objective of an audit is to enable the auditor to provide an opinion on
the fairness and reliability of the financial statements.

The independent certified public accounting firm employed by the board of
directors is responsible for seeing that the financial statements conform to the
applicable accounting standards. The auditor examines the company’s accounting
and internal control systems, confirms assets and liabilities, and generally tries to
determine that there are no material errors in the financial statements. The auditor’s
report is an important source of information.

The standard auditor’s opinion contains three parts and states the following:

1. Whereas the financial statements are prepared by management and are its
responsibility, the auditor has performed an independent review.

2. Generally accepted auditing standards were followed, thus providing reasonable
assurance that the financial statements contain no material errors.

3. The auditor is satisfied that the statements were prepared in accordance with
accepted accounting principles and that the principles chosen and estimates
made are reasonable. The auditor’s report must also contain additional
explanation when accounting methods have not been used consistently between
periods.

An unqualified opinion (also known as an unmodified opinion or clean opinion)
indicates that the auditor believes the statements are free from material omissions
and errors. If the statements make any exceptions to the accounting principles, the
auditor may issue a qualified opinion and explain these exceptions in the audit
report. The auditor can issue an adverse opinion if the statements are not presented
fairly or are materially nonconforming with accounting standards. If the auditor is
unable to express an opinion (e.g., in the case of a scope limitation), a disclaimer of
opinion is issued. Any opinion other than unqualified is sometimes referred to as a
modified opinion.

The auditor’s opinion will also contain an explanatory paragraph when a material
loss is probable, but the amount cannot be reasonably estimated. These uncertainties
may relate to the going concern assumption (the assumption that the firm will continue
to operate for the foreseeable future), to the valuation or realization of asset values,
or to litigation. This type of disclosure may be a signal of serious problems and may
call for close examination by the analyst.

Internal controls are the processes by which the company ensures that it
presents accurate financial statements. Internal controls are the responsibility of
management. For publicly traded firms in the United States, the auditor must
express an opinion on the firm’s internal controls. The auditor can provide this
opinion separately, or as the fourth element of the standard opinion.

An audit report must also contain a section communicating key audit matters
(international reports) or critical audit matters (US), which highlights accounting
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choices that are of greatest significance to users of financial statements. These
would include accounting choices that require significant management judgments
and estimates, how significant transactions during a period were accounted for,
or choices that the auditor finds especially challenging or subjective—and which,
therefore, have a significant likelihood of being misstated.

LOS 27.d: Describe implications for financial analysis of alternative
financial reporting systems and the importance of monitoring developments
in financial reporting standards.

While the IASB and FASB work together to harmonize changes to accounting
standards, some significant differences between IFRS and US GAAP still exist.
Some major differences are outlined in Figure 27.2, but additional differences will
be encountered in subsequent modules.

Figure 27.2: Significant Differences Between IFRS and US GAAP

Basis for Comparison US GAAP IFRS

Developed by FASB IASB

Based on Rules Principles

Inventory valuation FIFO, LIFO, and weighted LIFO prohibited
average

Product development costs Expensed May be

capitalized

Interest paid CFO CFO or CFF

Reversal of inventory Prohibited Allowed

write-downs

The existence of differences between the two sets of standards require the analyst
to exercise caution when making comparisons between firms operating in different
jurisdictions.

As financial reporting standards continue to evolve, analysts need to monitor how
these developments will affect the financial statements they use. An analyst should
be aware of new products and innovations in the financial markets that generate
new types of transactions. These might not fall neatly into the existing financial
reporting standards. Analysts can use the financial reporting framework as a guide
for evaluating what effect new products or transactions might have on financial
statements.

To keep up to date on the evolving standards, an analyst can monitor professional
journals and other sources, such as the IASB (www.ifrs.org) and FASB (www.fasb
.org) websites. CFA Institute produces position papers on financial reporting issues
through the CFA Institute Centre for Financial Market Integrity.

Finally, analysts must monitor company disclosures for significant accounting
standards and estimates.
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LOS 27.e: Describe information sources that analysts use in financial
statement analysis besides annual and interim financial reports.

As well as regulated information provided by issuers in filings and financial
statements, an analyst can also use additional information sources:

B Issuer sources:

—  Earnings calls. Targeted at investors, analysts, and members of the media,
earnings calls include presentations by the company’s management and the
opportunity for question-and-answer sessions. Firms often provide earnings
guidance before they release their financial statements. After an earnings
announcement, senior management may hold a conference call to answer
questions and provide information to complement their regulatory filings.

— Ad hoc presentations and events that are similar in format to an earnings
call

— DPress releases focusing on major events relevant to the company
— Communications with management, investor relations, and company
personnel
Analysts should note that these additional sources of information provided by
issuers are unlikely to have been audited.
B Public third-party sources:
Free industry reports, whitepapers, and trade journals

— Government agency-produced economic and industry statistics
— Generalized and industry-specific media sources
— Social media
B Proprietary third-party sources:
— Analyst reports
— Reports from data platforms such as Bloomberg, Wind, and FactSet
— Reports from industry-specific agencies and consultancies
B Proprietary primary research:
— Studies commissioned by the analyst
— Hands-on experience with the company’s products or services
— Data and advice of technical specialists employed by the analyst
An analyst should also review pertinent information on economic conditions and
the company’s industry and compare the company to its competitors. The necessary

information can be acquired from trade journals, statistical reporting services, and
government agencies.
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