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Introducing
Financial Accounting
for MBAs
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BERKSHIRE HATHAWAY

SAGE OF OMAHA AND THE POWER OF ACCOUNTING

Berkshire Hathaway, Inc., is a holding company. It owns subsidiaries that pursue diverse business activities." In
2003, Berkshire Hathaway reported total assets of $181 billion, stockholders' equity of $78 billion, sales of
$64 billion, and 172,000 employees.

The legendary Warren Buffet, the ‘Sage of Omaha,” who studied under the renowned Benjamin Graham
(a founder of modern value-investing), manages Berkshire Hathaway. Buffet's investment philosophy is to ac-
quire and hold businesses over the long run. His acquisition criteria, taken from his annual report, follow:

1. Large purchases (at least $50 million of before-tax earnings).

()

Demonstrated consistent earning power (future projections are of no interest to us, nor are
‘turnaround’ situations).

Businesses earning good returns on equity while employing little or no debt.
Management in place (we can't supply it).
Simple businesses (if there's lots of technology, we won't understand it).

o LA W

An offering price (we don't want to waste our time or that of the seller by talking, even
preliminarily, about a transaction when price is unknown).

At least three of Buffet's six criteria relate to financial performance. First, he seeks businesses with large
and consistent earning power. Buffet is not only looking for solid historical earnings, but earnings that are mea-
sured according to accounting policies that closely mirror the underlying economic performance of the com-
pany. This will be a recurring theme as we discuss the differing character of operating and nonoperating
sources of earnings as well as the impact that estimates and accounting policies have on numbers reported in
the balance sheet and income statement.

Second, Buffet focuses on businesses earning good returns on equity, defined as net income divided
by average equity: “Our preference would be to reach our goal by directly owning a diversified group of

IThese include insurance (GEICO, General Re, and Berkshire Hathaway Reinsurance Division), manufacturing (Shaw Industries,
Benjamin Moore, Johns Manville, and Fruit of the Loom), food distribution (McLane Company), flight training (FlightSafety
International), aircraft leasing (NetJets®), home furnishing retailers (Nebraska Furniture Mart, RC Willey Home Furnishings, Star
Furniture, and Jordan’s Furniture), jewelry retailers (Borsheim’s, Helzberg’s Diamond Shops, and Ben Bridge Jeweler), financial
products (BH Finance, Berkshire Hathaway Credit Corporation, XTRA, and CORT), publishing (Buffalo News), confectionary
products (See’s Candies), dairy treats (International Dairy Queen), and kitchen supplies (The Pampered Chef®).
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businesses that generate cash and consistently earn above-average returns on capital” (Berkshire Hathaway
2002 annual report). Return on equity (capital) is a metric that many decision makers use to evaluate financial
performance. It uses accounting information from both the income statement and the balance sheet. To
achieve high-performance on this metric, managers must simultaneously focus on both of these finan-
cial statements. We describe a similar return in this module and again in our module on financial statement
analysis.

Third, Buffet values companies based on their ability to generate consistent earnings and cash. He focuses
on intrinsic value, which he defines in each annual report as follows:

Intrinsic value is an all-important concept that offers the only logical approach to evaluating the
relative attractiveness of investments and businesses. Intrinsic value can be defined simply: It is the
discounted value of the cash that can be taken out of a business during its remaining life.

The discounted value Buffet describes is the present (today's) value of the cash flows the company expects to
generate in the future. This concept of valuation is similar to the economists’ notion of economic profit.

Cash is generated when companies operate profitably and efficiently. Like return on equity, positive cash
flows result from good management of both the balance sheet and income statement. Over the long run, re-
turns on equity are linked with cash flows.

Warren Buffet provides some especially useful investment guidance in his Chairman'’s letter from the Berk-
shire Hathaway 2002 annual report:

Three suggestions for investors: First, beware of companies displaying weak accounting. If a
company still does not expense options, or if its pension assumptions are fanciful, watch out. When
managements take the low road in aspects that are visible, it is likely they are following a similar
path behind the scenes. There is seldom just one cockroach in the kitchen.

Second, unintelligible footnotes usually indicate untrustworthy management. If you can't
understand a footnote or other managerial explanation, it's usually because the CEO doesn't want
you to. Enron's descriptions of certain transactions still baffle me.

Finally, be suspicious of companies that trumpet earnings projections and growth expectations.
Businesses seldom operate in a tranquil, no-surprise environment, and earnings simply don't
advance smoothly (except, of course, in the offering books of investment bankers).

(Continued on next page)
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Module 1: Introducing Financial Accounting for MBAs

(Continued from previous page)

This book will explain Buffet's references to stock option accounting and pension assumptions as well as
a whole host of other accounting issues that affect interpretation and valuation of company financial per-
formance. We will analyze and interpret the footnotes, which Buffet views as crucial to successful analysis. Our
philosophy is simple: we must understand the intricacies of financial reporting to become a critical reader and
user of financial reports for company analysis and valuation. Financial statements tell a story, a business story.
The task is to understand that story, analyze and interpret it in the context of competing stories, and apply the
knowledge gleaned to business decisions.

Sources: Berkshire Hathaway 2003 10-K Report, Berkshire Hathaway 2003, 2002, and 2001 Annual Reports.

B REPORTING ON BUSINESS ACTIVITIES

o effectively manage a company or infer whether it is well managed, we must understand business

activities. The information system called financial accounting contributes to our understanding of

these business activities. This system reports on a company’s performance and financial condition,
and conveys privileged information and insights of executive management.

Financial accounting information helps us, as managers, to evaluate potential future strategies and as-
certain the effectiveness of present and past strategies. It improves the soundness of our investment deci-
sions, such as how to allocate scarce resources across alternative investment projects and whether to invest
additional resources in existing product lines or divisions. Financial accounting information is also used
to prepare client proposals, analyze the effectiveness of production processes, and evaluate the perfor-
mance of management teams.

Information that flows from the financial accounting system also helps us, as investors, to select the
company whose common stock we purchase. Yet before it is used to make decisions, the financial ac-
counting information must be scrutinized and sometimes adjusted. This is accomplished in part by ana-
lyzing information contained in footnotes to companies’ financial reports so as to determine the quality of
reported figures and any necessary adjustments.

More generally, financial accounting satisfies the needs of different groups of users. Within firms, the
functioning of this information system involves application of accounting standards to produce financial
reports. Effectively using this information system involves making judgments, assumptions, and estimates
based on data contained in the financial reports. The greatest value we derive from this system as users of
financial information is the insights we gain into business activities.

To effectively analyze and use accounting information, we must consider the business context in
which it is created—see Exhibit 1.1. Without exception, all companies plan business activities, finance

EXHIBIT 1.1 Business Activities

Business Forces Business Forces

Investing
Activities

Financing
Activities

Operating
Activities
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those activities, invest in those activities, and then engage in operating activities. Firms conduct all these
activities while confronting business forces, including market constraints and competitive pressures. Ex-
amining each of these business activities helps us better understand the context of financial accounting and
its proper application and interpretation.

Reporting of Planning Activities

The goals and objectives of a company are the outputs of its planning activities. Berkshire Hathaway, for
example, strives to own a diversified set of businesses in a desire for a long-run return that exceeds the
Standard & Poor’s (S&P) index. As Warren Buffet comments in his annual report:

Berkshire’s long-term performance versus the S&P remains all-important. Our shareholders can buy the
S&P through an index fund at very low cost. Unless we achieve gains in per-share intrinsic value in the fu-
ture that outdo the S&P’s performance, Charlie and I will be adding nothing to what you can accomplish on
your own.

A company’s strategic (or business) plan describes how it plans to achieve its goals and objectives.
The plan’s success depends on an effective review of market demand and supply. Specifically, the com-
pany must assess demand for its products and services, and assess the supply of its inputs (both labor and
capital). The plan must also include competitive analyses, opportunity assessments, and consideration of
business threats.

This type of strategic analysis is commonly called a S.W.O.T analysis (strengths, weaknesses, oppor-
tunities, and threats). The strategic plan is the output of such analysis. Such a plan specifies both broad
management designs that generate company value and tactical actions that achieve those designs. Tactical
actions involve production, marketing, human resources, operations, and supply-chain management.

Most information in a strategic plan is proprietary and guarded closely by management. However,
outsiders can gain insight into planning activities through various channels. Less formal channels include
newspapers, magazines, and company publications. More formal channels include management’s Letter
to Shareholders and its Management Discussion and Analysis (MD&A) report. DuPont, in its MD&A, de-
scribes its opportunities and plans as follows:

The company expects . . . earnings per share to reflect increased sales volumes . . . [and] to benefit from con-
tinued efforts to control costs.

Understanding a company’s planning activities helps focus accounting analysis and place it in context.

VSN SIS [€ 0 Warren Buffet on MD&A

“When Charlie and | read reports, we have no interest in pictures of personnel, plants or products. Ref-
erences to EBITDA [earnings before interest, taxes, depreciation and amortization] make us shudder—
does management think the tooth fairy pays for capital expenditures? We're very suspicious of
accounting methodology that is vague or unclear, since too often that means management wishes to hide
something. And we don't want to read messages that a public relations department or consultant has
turned out. Instead, we expect a company’s CEO to explain in his or her own words what's happening.”
—Berkshire Hathaway annual report

Reporting of Financing Activities

A company’s strategic plan guides management with its decisions on what resources to acquire. These re-
sources include, for example, raw materials for product manufacturing, machinery to produce and support
production, land and buildings to support operations, and sales outlets for products and services. Resource
investments also include those in employees, marketing, and research and development.

Investments in resources require funding. Financing activities refer to methods that companies use
to fund those resources. Financial management is the planning of resource needs, including the proper mix
of different financing sources.

o
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Module 1: Introducing Financial Accounting for MBAs

Companies obtain financing from two sources: equity (owner) financing and creditor (nonowner)
financing. Equity financing is resources contributed to the company by its owners along with any income
retained by the company. Creditor (or debt) financing is resources contributed from nonowners. We draw
this distinction between financing sources for an important reason: creditor financing entails a legal oblig-
ation to repay amounts borrowed, usually with interest, and failure to repay amounts borrowed can yield
severe consequences to the borrower. Equity financing entails no such legal obligation for repayment. All
companies use both equity and creditor financing. An important goal is to employ these financing sources
at the lowest possible cost and risk.

Berkshire Hathaway relies on both owner and nonowner financing. Its owners provide $78,341 mil-
lion in financing (43%), while its nonowners provide $102,218 million (57%). Both groups provide fi-
nancing in a desire for a return on their investment, after considering both expected return and risk. The
following graph gives a sense of differences in financing proportions for several well-known companies.

Total Financing Sources ($ billions)

Verizon Communications ($166)
Target Corp. ($31)
Starbucks Corp. ($3)
Pfizer Inc. ($117)
Midwest Air Group Inc. ($0.4)
Kimberly-Clark Corp. ($17)
Hewlett-Packard Co. ($75)
Gillette Co. ($10)
Walt Disney Co. ($50)
Cisco Systems Inc. ($37)
3M Co. ($18)

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

[ Creditor financing M Equity financing

These companies are financed with different proportions of creditor and equity financing. Companies like
Cisco Systems, Starbucks, and Pfizer utilize a greater proportion of equity financing than do Verizon,
Gillette, and Midwest Air. This variation is not by chance. Each industry, over time, reaches its own
optimum proportion of creditor and equity financing. We discuss this equilibrium concept later in the
book.

We can further separate creditor (nonowner) financing into two sources:

1. Investing creditors—those who primarily finance investing activities (such as bank lenders).
2. Operating creditors—those who primarily finance operating activities (such as suppliers).

Investing creditors are lenders that are party to financing agreements that support investing activities.
These agreements are often in the form of multiyear notes and bonds. Such agreements specify repayment
terms, interest, and any mortgage and covenants. Operating creditors are lenders that are party to financ-
ing agreements that support operating activities. These agreements typically involve suppliers, employees,
utilities, and government agencies.

The distinction between these two types of creditors is important. Obligations to investing creditors
are generally interest bearing and are subject to legal agreements that can place constraints upon a com-
pany’s operating activities. Obligations to operating creditors are generally non-interest bearing and rep-
resent an important source of funding for the company. Also, the ability of operating creditors to provide
needed supplies of acceptable quality and at the appropriate time is crucial to company success.

Berkshire Hathaway reports total nonowner financing of $102,218 million, which consists of $26,145
million from investing creditors and $76,073 million from operating creditors. The following chart
highlights differences in these sources of financing for the same set of companies described above.

o



eas70119_mod0l.gxd 2/8/05 3:25 PM Page 7 $

Module 1: Introducing Financial Accounting for MBAs

Composition of Creditor Financing ($ billions)

Verizon Communications ($133)
Target Corp. ($20)
Starbucks Corp. ($0.6)
Pfizer Inc. ($51)
Midwest Air Group Inc. ($0.3)
Kimberly-Clark Corp. ($10)
Hewlett-Packard Co. ($37)
Gillette Co. ($8)
Walt Disney Co. ($26)
Cisco Systems Inc. ($9)
3M Co. ($10)

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

[investing Creditors [l Operating Creditors

For most of these companies, operating creditors make up a larger proportion of creditor financing. This
is a desired result as operating credit is typically interest-free and, therefore, costs less. Moreover, invest-
ing creditors usually require loan agreements or bond indentures that place restrictions on a company’s ac-
tivities and, thereby, limit its operating flexibility.

WraAe s diaEsiseld el You Are the Product Manager

There is often a friction between investor need for information and a company's desire to safeguard com-
petitive advantages. Assume that you are the product manager for a key department at your company
and you are asked for advice on the extent of information to disclose in the MD&A section of your an-
nual report on a potentially very lucrative new product that your department has test marketed and plans
to further finance. What advice do you provide and why? [Answer, p. 1-28]

Reporting of Investing Activities

Investing activities are the acquisition and disposition of resources, called assets, that a company uses to
produce and sell its products and services. Companies differ on the amount and mix of investing resources.
Some require buildings and inventories to operate. Others need only people. Asset management is the task
of selecting the proper asset composition.

Investing resources are of two types:

1. Operating assets—resources devoted to operating activities
2. Nonoperating (financial) assets—resources devoted to nonoperating activities

Operating assets refer to resources devoted to executing a company’s primary business activities. Non-
operating (or financial) assets consist of excess (nonoperating) resources such as those held for future ex-
pansion or unexpected needs. Such assets are often invested in other companies’ stocks and in corporate
or government bonds. The distinction between operating and nonoperating assets is important and impacts
the analysis of financial performance described later in this and other modules. This is because companies
concentrate most of their efforts in and create most of their market value from operating activities.

The following chart illustrates the breakdown between operating and nonoperating assets for several
companies.

o
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Total Asset Composition ($ billions)

Verizon Communications ($166)
Target Corp. ($31)
Starbucks Corp. ($3)
Pfizer Inc. ($117)
Midwest Air Group Inc. ($0.4)
Kimberly-Clark Corp. ($17)
Hewlett-Packard Co. ($75)
Gillette Co. ($10)
Walt Disney Co. ($50)
Cisco Systems Inc. ($37)
3M Co. ($18)

0% 10% 20% 30% 40% 50% 60% 70% 80% 90% 100%

[ Nonoperating Assets [l Operating Assets

Notice that most companies do not carry large amounts of nonoperating assets (such as investments). An
exception is Cisco Systems, where its investments provide it with financial flexibility in a rapidly chang-
ing industry. Other companies such as Microsoft, however, have come under pressure from their owners
(shareholders) to pay out a portion of such assets to their shareholders.

RESEARCH INSIGHT

Return, also called yield, is the amount earned from an investment. Return is often expressed as the in-
come from the investment divided by the amount invested. U.S. government bonds, for example, express
return in the form of an interest rate such as 5%. Risk is the uncertainty of expected return. Each invest-
ment has risk, and some investments carry more risk than others. The trade-off between return and risk
impacts investment decisions. The greater the investment risk, the greater is its expected return, and vice-
versa. Government bonds earn a low return because they carry little risk of loss. We expect a greater re-
turn from a share of Berkshire Hathaway. Yet, that greater return carries greater risk, including risk of loss.

The following chart shows that return is higher for higher risk bonds and for bonds with more distant
maturity dates. Specifically, return increases (shifts upward) as bond quality moves from U.S. treasury,
which is the lowest risk bond, to BBB, which is a higher risk bond. This difference is substantial. For ex-
ample, for a 10-year bond, the government bond yield is 4.71%, the AAA bond yield is 0.60% higher (at
5.31%), and the BBB bond yield is 1.41% higher (at 6.12%). Also, as maturity terms lengthen, uncer-
tainty (risk) increases, and return increases.

8% U.S. Government and Corporate Bond Returns
6%
—A— BBB
4% —=— AAA
—— U.S. Treasury
2%
0%
1 2 3 5 7 10 30
Bond Term (in years)
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The total of a company’s resources is referred to as its assets. Company financing, which consists of
owner and nonowner financing, reflects claims on those assets. Owner claims on assets are referred to as
equity and nonowner claims are referred to as liabilities (or debt). Since all financing must be invested in
something, we obtain the following basic relation: investing equals financing. This equality is called the
accounting equation, which is expressed as:

Investing = Nonowner Financing + Owner Financing, or
Assets Liabilities + Equity

For a recent period, the accounting equation for Berkshire Hathaway follows ($ millions):
$180,559 = $102,218 + $78,341

The accounting equation works for all companies at all times.

Reporting of Operating Activities

Operating activities are the use of company resources to produce, promote, and sell its products and ser-
vices. These activities extend from input markets involving suppliers of materials and labor to a com-
pany’s output markets involving customers of products and services. Input markets generate most
operating expenses (or costs) such as inventory, salaries, materials, and logistics. Output markets generate
operating revenues (or sales) to customers. Output markets also generate some operating expenses such
as marketing and distributing products and services to customers. Operating income, also called operat-
ing profit or operating earnings, arises when operating revenues exceed operating expenses. An operating
loss occurs when operating expenses exceed operating revenues. Selecting the proper mix of operating ac-
tivities is known as strategic management.

Management performance with operating activities is assessed using various benchmarks. For exam-
ple, Harley-Davidson earned $580 million in a recent year. This number by itself is not very meaningful.
Instead, we can better assess income performance relative to the level of investment used to generate that
income. Specifically, Harley’s return on its average asset level of $3,490 million is 16.6%. The same
$3,490 million invested in a savings account earning 2% would yield earnings of only $70 million.

Defining Company Value

Business activities are set within a mix of business forces. These forces include key stakeholders, which
are individuals with vested interests in a company’s performance and condition. Many of these stakehold-
ers participate in capital markets, which refer to financing sources. Capital markets often involve a com-
pany’s issuance of securities (stocks, bonds, and notes) that are traded on organized exchanges. They also
include capital raised from family members, friends, venture capitalists, and local banks.

Most owners and nonowners formalize their claims on a company in the form of a contract or a
security. A typical owner security is stock, and typical nonowner securities are bonds and notes. A security
can often be traded in capital markets. For example, the original owners can sell those claims in capital
markets if they wish to liquidate their securities. All subsequent owners are called secondary holders of
such securities.

Company value is the value of all owner and nonowner claims.

Value of Company = Value of Nonowner Claims + Value of Owner Claims

Owner value is referred to as residual value, which reflects its junior (subordinate) status to nonowner
claims. Business activities are the drivers of company value.

B CONSTRUCTING FINANCIAL STATEMENTS

Four financial statements are used to periodically report on a company’s business activities. These state-
ments are the: balance sheet, income statement, statement of equity, and statement of cash flows.

Exhibit 1.2 shows how these statements are linked across time. A balance sheet reports on a com-
pany’s position at a point in time. The income statement, statement of equity, and the statement of cash
flows report on performance over a period of time. The three statements in the middle of Exhibit 1.2
(period-of-time statements) link the balance sheet from the beginning to the end of a period.

o
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EXHIBIT 1.2 ™ Financial Statement Links across Time

Statement of

— Cash Flows l

Balance Sheet Statement of Balance Sheet
L] Equity

beginning-of- .
( geriodg) _> _> (end-of-period)

T

A one-year, or annual, reporting period is common, which is called the accounting, or fiscal, year.
Semiannual, quarterly, and monthly reporting periods are also common. Calendar-year companies are
those companies whose reporting period begins on January 1 and ends on December 31. Berkshire Hath-
away is a calendar-year company. Some companies choose a fiscal year ending on a date other than
December 31, such as when sales and inventory are low. For example, J. Crew Group’s fiscal year-end is
always near February 1, after the busy holiday season.

>

Balance Sheet

A balance sheet reports on investing and financing activities. It lists amounts for assets, liabilities, and
equity at a point in time. The accounting equation (also called the balance sheet equation) is the basis of
the balance sheet: Assets = Liabilities + Equity.

The balance sheet for Berkshire Hathaway is in Exhibit 1.3. Refer to this balance sheet to verify the
following amounts: assets = $180,559 million, liabilities = $102,218 million, and equity = $78,341 mil-
lion. Assets equal liabilities plus equity, which reflects the equality of investing and financing totals.

EXHIBIT 1.3 ™ Balance Sheet ($ millions)

BERKSHIRE HATHAWAY
Balance Sheet Report amounts at a
December31,2003 = | pointintime

Assets = { Investing ‘
Cash ... .. $ 35,957
Noncashassets . . ........... ... ... .......... 144,602
Total @ssets ... $180,559 4—{ Total resources ‘

Financing ‘

Liabilities and equity —=

Total liabilities . ........ .. ... ... .. ... ... ... $102,218 1 Nonowner claim on

Equity resources
Contributed capital . ......... ... ... ... ... 26,159
Retained earnings . . ........... .. .. ... ... 31,881 Owner claim on
<
Accumulated other comprehensive income? . . . . . 19,556 resources
Minority interests® . ........ ... ... 745
Total liabilities and equity . .................... $180,559

2Other comprehensive income refers to revenues and expenses that affect equity, but are not included in net income. The
cumulative total of other comprehensive income is reported as accumulated other comprehensive income, which is reported on the
balance sheet (see Module 2 for further explanation).

3Minority interests refer to claims of minority shareholders, which arise when Berkshire Hathaway acquires less than 100% of
another company’s stock. Minority shareholders have a claim on Berkshire’s assets and earnings just like its common shareholders
(see Module 6).

o
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Income Statement

An income statement reports on operating activities. It lists amounts for revenues less expenses over a
period of time. Revenues less expenses yield the bottom-line net income amount.

Berkshire Hathaway’s income statement is in Exhibit 1.4. Refer to its income statement to verify the
following: revenues = $63,859 million, expenses = $55,708 million, and net income = $8,151 million.
Net income reflects the profit to owners for that specific period, while the line items of the statement de-
tail how income is determined.

EXHIBIT 1.4 M Income Statement ($ millions)

Report amounts over

a period of time

Revenues . ...... ... .. .. ... $63,859 <«—— Inflows of net assets

EXPENSES . .ottt 55,708 <—|_ from revenues

Net income (loss) . .......................... $ 8,151 Outflows of net assets
generating revenues

For manufacturing and merchandising companies, the cost of goods sold is an important measure
and is also disclosed in the income statement. This measure is typically reported immediately following
revenues. It is also common to report the gross profit subtotal, which is revenues less the cost of goods
sold. The company’s remaining expenses are then reported below gross profit. This income statement lay-
out follows:

Revenues Cost of materials,

— Cost of goods sold labor and overhead

= Gross profit = Revenues less cost of
—  Expenses goods sold

= Net income (loss)

Statement of Equity

The statement of stockholders’ equity, or simply statement of equity, reports on changes in key equity
accounts over a period of time. Berkshire Hathaway’s statement of stockholders’ equity is in Exhibit 1.5.
During the recent period, its equity changed due to share issuances and income reinvestment. Berkshire
Hathaway details and classifies these changes into three categories:

*  Contributed capital (includes preferred stock, common stock, and additional paid-in capital)
*  Retained earnings (includes accumulated net income or loss, minus dividends)
*  Accumulated other comprehensive income

EXHIBIT 1.5 M Statement of Equity ($ millions)

Report amounts over
a period of time

December 31,2002 ... .......... $26,036 $23,730 $14,271 <«— Beginning period
Stock issuance ... .............. 123 amounts
Netincome ................... 8,151 Change in balances
Dividends .................... 0 over a period
Other comprehensive income . . . .. 5,285 - -
— Ending period
December 31,2003 ... .......... $26,159 $31,881 $19,556 <€—— amounts

o



eas70119_mod01.gxd

$

Cash Effect

Cash Effect

2/8/05 3:25 PM Page 12 CE

Module 1: Introducing Financial Accounting for MBAs

Contributed capital represents the net amount contributed by shareholders (owners). Retained earn-
ings (also called earned capital) represent the amount of income retained in the business and not distrib-
uted to shareholders in the form of dividends. The change in retained earnings links consecutive balance
sheets via the income statement. For Berkshire Hathaway, its recent year’s retained earnings increases
from $23,730 million to $31,881 million. This increase of $8,151 million is explained by net income of
$8,151 million and no payment of dividends. (Note: Ending retained earnings = Beginning retained earn-
ings + Net income — Dividends. The combination of retained earnings and accumulated other compre-
hensive income is often referred to as earned capital.)

Statement of Cash Flows

The statement of cash flows reports on net cash flows from operating, investing, and financing activities
over a period of time. Berkshire Hathaway’s statement of cash flows is in Exhibit 1.6. Its cash balance in-
creased by $23,209 million in the recent period. Of this increase in cash, operating activities generated an
$8,257 million cash inflow, investing activities generated a $16,113 million cash inflow, and financing ac-
tivities yielded a cash outflow of $(1,161) million.

EXHIBIT 1.6 Statement of Cash Flows ($ millions)

BERKSHIRE HATHAWAY
Statement of Cash Flows Report amounts over
For Year Ended December 31,2003 < | a period of time

Operating cash flows .................... $ 8,257 4—‘ Net cash flow from operating ‘
Investing cash flows . .................... 16,113 4—‘ Net cash flow from investing ‘
Financing cash flows . . ................... (1,161)

Net increase (decrease) incash ............. 23,209 4—\—{ Net cash flow from financing ‘
Cash, December 31,2002 . ............... 12,748 1 Cash amounts per balance
Cash, December 31,2003 ................ $35,957 <€—— sheet

Berkshire Hathaway’s $23,209 million net cash inflow does not equal its $8,151 million net income.
Generally, a company’s net cash flow for a period does not equal its net income. This is due to timing dif-
ferences between when revenue and expense items are recognized and when cash is received and paid.

Both cash flow and net income numbers are important for business decisions. Each are used in se-
curity valuation models, and both help users of accounting reports understand and assess a company’s
past, present, and future business activities.

Financial Statement Linkages

Financial statements are not independent reports. They are linked. These links are shown in Exhibit 1.7
using Berkshire Hathaway’s financial statements from Exhibits 1.3 through 1.6.

The left side of this exhibit shows Berkshire Hathaway’s beginning-year balance sheet. Beginning-
year assets equal $169,544 million, consisting of $12,748 million in cash and $156,796 million in noncash
assets. These investments are financed with $104,116 million from nonowners and $65,428 million from
owners. The owner portion consists of $26,036 million in contributed capital, $23,730 million in retained
earnings, $14,271 million in accumulated other comprehensive income, and $1,391 million in minority in-
terests (minority interests refer to outsider ownership of the company’s subsidiaries).

Berkshire Hathaway’s recent-period operating activities are reflected in the middle column of Exhibit
1.7. Tts statement of cash flows explains how operating, financing, and investing activities increase the
$12,748 million beginning-year cash balance to the $35,957 million year-end balance. This year-end cash
balance is reported in the year-end balance sheet on the right side of the exhibit.

Berkshire Hathaway’s income statement reports $8,151 million net income, which explains the
change in retained earnings reported in its statement of equity (Berkshire Hathaway did not pay any divi-
dends to its shareholders during the year).

In summary, the balance sheet is a listing of investing and financing activities at a point in time. The
three statements that report on (1) cash flows, (2) income, and (3) equity explain changes over a period of
time for investing and financing activities. All transactions and events reflected in these three statements

o
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EXHIBIT 1.7 Articulation of Berkshire Hathaway Financial Statements ($ millions)

Statement of Cash Flows
For Year Ended Dec. 31, 2003

Balance Sheet Operating cash flows $ 8,257 Balance Sheet
Dec. 31, 2002 Investing cash flows 16,113 Dec. 31, 2003
Assets Financing cash flows (1,161) Assets
Cash $ 12,748 L Increase (decrease) in cash 23,209 Cash $ 35,957
Noncash assets 156,796 Cash, Dec. 31, 2002 12,748 Noncash assets 144,602
Total assets $169,544 Cash, Dec. 31, 2003 $35.957 Total assets $180,559
Liabilities and equity Liabilities and equity
Total liabilities $104,116 Income Statement Total liabilities $102,218
Equity For Year Ended Dec. 31, 2003 Equity
Contributed capital 26,036 | pavenues $63,859 —>» Contributed capital 26,159
Retained earnings 23,730 — Expenses 55708 —>» Retained earnings 31,881
Acc. other comp. inc. 14,271 Net income (loss) o $8—151 > Acc. other comp. inc. 19,556
Minority interests 1,391 _— Minority interests 745
Liabilities and equity $169,544 Liabilities and equity $180,559

Statement of Stockholders' Equity
For Year Ended Dec. 31, 2003

> Contributed capital,
Dec. 31, 2002 $26,036

Stock issuances and retirements 123

Contributed capital,
Dec. 31, 2003 $26,159 —

—>» Retained earnings,

Dec. 31, 2002 $23,730
Net income 8,151
Less: dividends 0
Retained earnings,

Dec. 31, 2003 $31,881 ——

—>» Accum. other comp. income,

Dec. 31, 2002 $14,271
Other comprehensive income 5,285
Accum. other comp. income,

Dec. 31, 2003 $19,556 ——

A A

Point in time Period of time Point in time

Y

impact the balance sheet. That is, the income, cash flows, and equity statements explain changes in bal-
ance sheets. This linkage is known as the articulation of financial statements.

Information Beyond Financial Statements

Important information about a company is communicated to various decision makers through reports other
than financial statements. These reports include the following:

*  Management Discussion and Analysis (MD&A)
*  Independent Auditor Report

o
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Financial statement footnotes
Regulatory filings, including proxy statements and other SEC filings

We describe and explain the usefulness of these additional information sources throughout the book—
some discussion is in Appendix 1A to this module.

B MID-MODULE REVIEW W

The following financial information is from Procter & Gamble, for the year ended June 30, 2004 ($ millions):

Cash asset, ending year . ....... $5,469
Cash flows from operations . . . .. 9,362

Sales .......... ... ........ 51,407
Stockholders’ equity .......... 17,278
Cost of goodssold . ........... 25,076
Cash flows from financing ... ... (414)
Total liabilities . .............. 39,770
Expenses ................... 19,850
Noncash assets . ............. 51,5679
Cash flows from investing . ... .. (9,391)
Netincome ................. 6,481

Cash, beginningyear .......... 5912

Required

Prepare an income statement, balance sheet, and statement of cash flows for Procter & Gamble at June 30, 2004.

Solution

Cash Effect

Cost of goods sold

Gross Profit . . ..o
EXPENSES . .o
Netincome . ... ... ... . . ..

Cashasset ........ $ 5,469 Total liabilities . . ............
Noncash assets .. ... 51,579 Stockholders’ equity .........
Total assets ........ $57,048 Total liabilities and equity . . . . .

Cash flows from operations . .. .......... ... ... L
Cash flows frominvesting . ......... ... ... ... ... .
Cash flows from financing . . .. ... .. .
Net increase (decrease) in cash
Cash, beginning year

Cash, ending year .. .. ... .t

$9,362
(9,391)
(414)
(443)

5912

$5,469
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B DEMAND FOR AND SUPPLY OF INFORMATION

Financial accounting information facilitates economic transactions and promotes efficient resource allo-
cations. Decision makers demand information on a company’s past and prospective returns and risks.
Companies are encouraged to supply such information to lower their costs of financing and some less ob-
vious costs such as political, contracting, and labor costs.

As with all goods, the supply of information depends on companies weighing the costs of disclosure
against the benefits of disclosure. Regulatory agencies intervene in this process with various disclosure re-
quirements that establish a minimum supply of information.

Demand for Information
Demand for financial accounting information extends to numerous users that include:

*  Managers and employees

e Creditors and suppliers

*  Shareholders and directors

*  Customers and sales staff

*  Regulators and tax agencies

*  Voters and their representatives

Managers and Employees

For their own well-being and future earnings potential, managers and employees demand accounting in-
formation on the financial condition, profitability, and prospects of their companies. Managers and em-
ployees also demand comparative financial information on competing companies and other business
opportunities. This permits them to conduct comparative analyses to benchmark company performance
and condition.

Managers and employees also demand financial accounting information for use in compensation and
bonus contracts that are tied to such numbers. The popularity of employee profit sharing and stock own-
ership plans has further increased demand for financial information. Other sources of demand include
union contracts that link wage negotiations to accounting numbers and for pension and benefit plans
whose solvency depends on company performance.

Creditors and Suppliers
Creditors such as banks and other lenders demand financial accounting information to help determine loan
terms, loan amounts, interest rates, and collateral. Creditors’ loans often include contractual requirements,
called covenants, for the loan recipient to maintain minimum levels of working capital, retained earnings,
interest coverage, and so forth to safeguard lenders. Covenant violations can yield technical default, en-
abling the creditor to demand early payment or other compensation.

Suppliers similarly demand financial information to establish credit sales terms and to determine their
long-term commitment to supply-chain relations. Both creditors and suppliers use financial information to
monitor and adjust their contracts and commitments with a debtor company.

Shareholders and Directors

Shareholders and directors demand financial accounting information to assess the profitability and risks
of companies. Shareholders and others (including investment analysts, brokers, potential investors, etc.)
look for information useful in their investment decisions. Fundamental analysis uses financial informa-
tion to estimate company value and, hence, buy-sell stock strategies. Even analysis based on semistrong-
form market efficiency uses accounting numbers to estimate dividend yield and risk factors for portfolio
selection.

Both directors and shareholders use accounting information to evaluate manager performance. Man-
agers similarly use such information to request further compensation and managerial power from direc-
tors. Outside directors are crucial to determining who runs the company, and these directors use
accounting information to help make this assessment.

o
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TN RIS (€ h  Degrees of Market Efficiency

Capital markets are efficient if, at any given time, current stock prices reflect information that determines
those prices. That is, the market is efficient if disclosure of some information does not alter stock prices.
This implies that excess stock returns cannot be earned from analysis of that information in predicting
stock prices. Three degrees of market efficiency are defined with respect to the information set:

*  Weak-form efficiency: The information set includes only the history of stock prices.

e Semistrong-form efficiency: The information set includes all information known to market
participants, but is limited to public information.

e Strong-form efficiency: The information set includes all information known to market participants,
including private information.

Strong-form efficiency is dismissed. Further, research has revealed stock pricing anomalies that cast doubt
on semistrong-form efficiency. For example, investor over- and under-reaction to income announcements,
the size effect (smaller firms yield higher returns), the book-to-market effect (firms with a higher book
value-to-market value ratio earn higher returns), and others reject semistrong-form efficiency. There is
also evidence that the degree of efficiency varies with the information environment such as the quality
and quantity of disclosure, press coverage, and analyst following.

Customers and Sales Staff

Customers and sales staffs demand accounting information to assess the ability of a company to provide
products or services as agreed and to assess the company’s staying power and reliability. Customers
and sales staffs also wish to estimate the company’s profitability to assess fairness of returns on mutual
transactions.

Regulators and Tax Agencies

Regulators and tax agencies demand accounting information for tax policies, antitrust assessments, public
protection, price setting, import-export analyses, and various other uses. Timely and reliable information
is crucial to effective regulatory policy. Moreover, accounting information is often central to social and
economic policy. For example, governments often grant monopoly rights to electric and gas companies
serving specific areas in exchange for regulation over prices charged to consumers. These prices are
mainly determined from accounting measures of return.

Voters and their Representatives

Voters and their representatives to national, state, and local governments demand accounting information
for policy decisions. The decisions can involve economic, social, taxation, and other initiatives. Voters and
their representatives also use accounting information to monitor government spending. We have all heard
of the $1,000 hammer type stories that are uncovered while sifting through accounting data. Contributors
to nonprofit organizations also demand accounting information to assess the impact of their donations.

ELVS N33 M (€188 Warren Buffet on Management Talk

“Bad terminology is the enemy of good thinking. When companies or investment professionals use terms
such as ‘EBITDA’ and ‘pro forma,’ they want you to unthinkingly accept concepts that are dangerously
flawed. (In golf, my score is frequently below par on a pro forma basis: | have firm plans to ‘restructure’
my putting stroke and therefore only count the swings | take before reaching the green.)”"—Berkshire
Hathaway annual report

Supply of Information

The supply of accounting information is determined by management’s estimates of the benefits and costs
of disclosure. That is, management would release information provided the benefits of disclosure outweigh
the costs of disclosure.

o
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Regulation and bargaining power also play roles in determining the supply of accounting informa-
tion. Many areas of the world regulate the minimum levels of accounting disclosures. For example, regu-
lators in the U.S. require financial statements, various note disclosures, and other reports on a regular
basis. Moreover, some stakeholders possess ample bargaining power to obtain accounting information for
themselves. These typically include private lenders and major suppliers and customers.

Recognize that the minimum, regulated supply of information is not the standard. We need only look
at several annual reports to see considerable variance in the supply of accounting information. For exam-
ple, differences abound on disclosures for segment operations, product performance reports, financing ac-
tivities, and so forth. Both the quantity and quality of information differs across companies and over time.

Benefits of Disclosure

The benefits of supplying accounting information extend to a company’s capital, labor, input, and output
markets. Companies must compete in these markets. For example, capital markets provide the sources of
financing; the better a company’s prospects, the lower is its costs of capital (as reflected in lower interest
rates or higher stock prices). The same holds for a company’s recruiting efforts in labor markets and its
ability to establish superior supplier-customer relations in the input and output markets.

A company’s performance in these markets depends on success with its business activities and the
market’s awareness of that success. Companies reap the benefits of disclosure with good news informa-
tion about their products, processes, management, and so forth. That is, there are real economic incentives
for companies to disclose reliable (audited) accounting information enabling them to better compete in
capital, labor, input, and output markets.

What inhibits companies from providing false or misleading good news? There are several con-
straints. An important constraint imposed by stakeholders is that of audit requirements and legal reper-
cussions associated with inaccurate accounting information. Another relates to reputation effects from
disclosures over time as events either support or refute earlier news.

Costs of Disclosure

The costs of supplying accounting information include its preparation and dissemination, competitive dis-
advantages, litigation potential, and political costs. Preparation and dissemination costs can be substantial,
but much of this cost is already borne by inside managers for their own business decisions. The potential
for information to yield competitive disadvantages is high. Companies are concerned that disclosures of
their activities such as product or segment successes, strategic alliances or pursuits, technological or sys-
tem innovations, and product or process quality improvements will harm their competitive advantages.
Also, litigation costs can arise when disclosures yield expectations that are not met. Political costs also are
usually linked to highly visible companies that must be careful to not generate excess profits; for example,
government defense contractors and oil companies are often targets of public scrutiny.

B PROFITABILITY ANALYSIS

There are many ways to measure company success. One crucial measure is profitability. Profitability re-
flects on whether or not a company is able to bring its product or service to the market in an efficient man-
ner, and whether the market values that product or service. Companies that fail to perform on profitability
are unlikely to succeed in the long run.

A key profitability metric for stakeholders and decision makers is company return on invested capi-
tal. This metric compares the level of net income with the amount of invested capital used to generate that
income. Invested capital refers to total financing, which is the sum of both owner and nonowner financ-
ing. Since total financing equals total investing (assets), this return metric refers to the income generated
by total assets. This section introduces the return on total assets metric and its corresponding disaggrega-
tion as a motivating and learning framework for much of our subsequent analyses in this book.

Measuring Return on Assets

Return on assets (ROA), also called return on invested capital, in its simplified form is computed as:
Return on Assets (ROA) = Net Income /Average Assets

For example, if we invest $100 in a savings account yielding $3 at year-end, the return on assets is 3%.
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A company can be assessed from the perspective of its total financing base, which by definition equals
total assets (or the total of liabilities and equity). The return on assets metric reflects the return from all
assets (financing) entrusted to it, and does not distinguish return by its sources. Alternatively, analysis can
concentrate on evaluating operating performance relative to operating assets. This is an important focus
of Module 3.*

The income number in the numerator of the return measure reflects performance for a specific period.
This implies that the asset measure used in the denominator should reflect the average asset level for that
same period. Accordingly, we use the average asset level for ratio analysis in our examples and end-of-
module assignments since it normally provides a better measure of capital utilization for a period and is
the predominant method for analyst services, such as S&P Compustat. However, if circumstances dictate
use of period-end amounts, then we will explicitly note the exception.

Disaggregating Return on Assets

Return on assets in its most simplified form is computed as net income divided by average total assets.
This return can be disaggregated (separated) into meaningful components for profitability analysis as
follows:

Net Income  Net Income 9 Sales
Average Assets ~  Sales Average Assets

The income to sales ratio is called net profit margin, or simply profit margin, which reflects the prof-
itability of sales. The sales to average assets ratio is called asset turnover, or fotal asset turnover, which
reflects effectiveness in generating sales from assets. The disaggregation of return on assets into profit
margin and asset turnover is illustrated in Exhibit 1.8. (This disaggregation is sometimes called DuPont
analysis; this is because DuPont’s managers first developed and publicized this disaggregation analysis for
business decisions by its managers.)

EXHIBIT 1.8 & Return on Assets Disaggregation

ROA can be further disaggregated to yield additional insights. For example, we can investigate profit mar-
gin (net income/sales) by analyzing its component ratios involving gross profit and individual expense
items. Also, asset turnover (sales/average assets) can be broken down into turnover rates for each asset
category such as receivables, inventories, and plant assets. These deeper levels of analyses yield insights
into factors driving the higher-level results and can suggest areas that warrant management attention. Such
analysis can lead to further efforts to enhance competitive advantages and to correct or discontinue those
that are not.

There are an infinite number of combinations of profit margin and asset turnover that yield a target re-
turn on assets. To illustrate, Exhibit 1.9 graphs the 7% return on assets line for various combinations of
these two profitability drivers. This exhibit also shows recent combinations of these drivers for several in-
dustries. Specifically, these points represent industry medians from over 55,000 observations over the
decade and a half prior to 2005. Certain industries carry much higher profit margins with much lower as-
set turnovers, and vice-versa. This is basic economics at work.

“This module uses the generic, simplified form of return on assets (Net Income/Average Assets) for a simple introduction to ratio
analysis. We discuss a more useful version called return on net operating assets (RNOA) in Module 3, which is measured as net
operating profit after tax (NOPAT) divided by net operating assets (NOA).

o
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EXHIBIT 1.9 Profit Margin, Asset Turnover, and Return on Assets for Selected Industries
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Profit Margin

It is important to recognize that the key drivers of profitability are also key outputs of the financial ac-
counting information system. Accordingly, good analysis demands that we understand accounting mea-
surements, their limitations and strengths, and the potential for adjustments to further enrich our use of
these numbers.

Berkshire Hathaway reported 2003 net income of $8.1 billion on average total assets of $175 billion,
yielding a 4.6% return on assets, which is about average for all publicly traded companies. In his Chair-
man’s report, Warren Buffet discusses the fact that he is finding it increasingly difficult to find under-
valued investments of sufficient size to positively affect the performance of his company.

You Are the Chief Financial Officer

You are reviewing your company's financial performance for the first six months of the year and are un-
satisfied with the results. How can you use return on assets disaggregation to identify areas for improve-
ment? [Answer, p. 1-28]

B FINANCIAL ACCOUNTING AND BUSINESS ANALYSIS

Analysis and interpretation of financial statements must consider the broader business context in which a
company operates. This section describes how to systematically consider those broader business forces to
enhance our analytical and interpretive skills. We can then better extract the insights from financial state-
ments and better estimate future performance and firm value.

Analyzing the Competitive Environment

Financial statements are influenced by five important forces that confront the company and determine its
competitive intensity. One of these is industry competitors. Industry competition and rivalry raises the
cost of doing business as companies must hire and train competitive workers, advertise products, research
and develop products, and so forth. Beyond industry competitors are the four following forces that further
add to the cost of doing business (adapted from Porter, 1980 and 1998):

o
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*  Bargaining power of buyers. Buyers with strong bargaining power can extract price concessions
and demand a higher level of service and delayed payment terms. Such a force reduces both profits
on sales and operating cash flows to sellers.

*  Bargaining power of suppliers. Suppliers with strong bargaining power can demand a higher price
for their goods and early payments, yielding adverse effects on profits and cash flows to buyers.

e Threat of substitution. When the number of product substitutes increases, sellers lose their ability
to raise prices and/or pass on cost increases to buyers. The threat of substitution places considerable
downward pressure on profits of sellers.

e Threat of entry. New entrants to a market increase competition. To mitigate that threat, companies
expend monies to erect barriers to entry. These include research and development (R&D),
advertising, management hires with special expertise, and mergers to create economies of scale.

Each of these forces is depicted graphically in Exhibit 1.10.

EXHIBIT 1.10 Five Forces of Competitive Intensity

Potential
Entrants

Threat of
Entry

Industry
Bargaining Competitors Bargaining

Power Power
suppiers | ——p| () |e——

Internal
Rivalry

T Threat of
Substitution

Substitutes

Reprinted with permission of The Free Press, a Division of Simon & Schuster Adult Publishing
Group, from COMPETITIVE STRATEGY: Techniques for Analyzing Industries and Competitors, by
Michael E. Porter. Copyright © 1980, 1998 by The Free Press. All rights reserved.

Applying Competitive Analysis for Financial Interpretations

We apply competitive analysis to help us interpret the financial results of McLane Company. McLane is
a subsidiary of Berkshire Hathaway and was acquired in 2003 as explained in the following note to the
Berkshire annual report:

On May 23, 2003, Berkshire acquired McLane Company, Inc. from Wal-Mart Stores, Inc. Results of
McLane’s business operations are included in Berkshire’s consolidated results beginning on that date.
McLane’s revenues were $13,743 million and pre-tax earnings totaled $150 million for the period from
May 23 to December 31. Approximately 35% of McLane’s revenues derived from sales to Wal-Mart Stores,
Inc. McLane’s business is marked by high sales volume and low profit margins. For its most recently
completed fiscal year prior to the acquisition, McLane’s sales and pre-tax earnings totaled approximately
$21.9 billion and $220 million, respectively.

McLane is a wholesaler of food products in that it purchases food products in finished and semifin-
ished form from agricultural and food-related businesses and resells them to grocery and convenience food
stores. The extensive distribution network required in this business entails considerable investment.
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A competitive analysis of McLane’s financial results include the following observations:

Industry competitors. McLane has many competitors with food products that are difficult to
differentiate.

Bargaining power of buyers. 35% of McLane’s sales are to Wal-Mart. Wal-Mart has considerable
buying power that limits seller profits. Further, the food industry is characterized by high turnover
and low profit margins, which implies that cost control is key to success.

Bargaining power of suppliers. McLane is large ($22 billion in annual sales), which implies its
suppliers are unlikely to exert forces to increase its cost of sales.

Threat of substitution. Grocery items are usually not well differentiated. This means the threat of
substitution is high, which inhibits its ability to raise selling prices.

Threat of entry. High investment costs (such as warehousing and logistics) are a barrier to entry in
McLane’s business. This means the threat of entry is relatively low.

Our analysis shows that McLane is a high-volume, low-margin company. Its ability to control costs is

crucial to its financial performance, including its ability to fully utilize its assets. Evaluation of McLane’s
financial statements, therefore, should focus on these dimensions. In sum, a company’s financial state-
ments must be evaluated within the competitive environment.

Assessing the Broader Business Environment

A quality accounting analysis depends on an effective business analysis. Before we analyze a single
accounting number, we must ask questions about the company’s business environment such as the
following:

pret

Life cycle At what stage in its life is this company? Is it a startup, experiencing growing pains? Is it
strong and mature, reaping the benefits of competitive advantages? Is it nearing the end of its life,
trying to milk what it can from stagnant product lines?

Outputs What products does it sell? Are its products new, established, or dated? Do its products
have substitutes? How complicated are its products to produce?

Buyers Who are its buyers? Are buyers in good financial condition? Do buyers have substantial
purchasing power? Can the seller dictate sales terms to buyers?

Inputs Who are its suppliers? Are there many supply sources? Does the company depend on a few
supply sources with potential for high input costs?

Competition In what kind of markets does it operate? Are markets open and able to accept new
investment? Is the market competitive? Does the company have competitive advantages? Can it
protect itself from new entrants? At what cost? How must it compete to survive?

Capital Must it seek capital from public markets? Is it going public? Is it seeking to use its stock to
acquire another company? Is it in danger of defaulting on debt covenants? Are there incentives to
tell an overly optimistic story to attract lower cost capital or to avoid default on debt?

Labor Who are its managers? What are their backgrounds? Can they be trusted? Are they
competent? What is the state of employee relations? Is labor unionized?

Governance How effective is its corporate governance? Does its have a strong and independent
board of directors? Does a strong audit committee of the board exist, and is it populated with
outsiders? Does management have a large portion of its wealth tied to the company’s stock?

Risk Ts it subject to lawsuits from competitors or shareholders? Is it under investigation by
regulators? Has it changed auditors? If so, why? Are its auditors independent? Does it face
environmental and/or political risks?

We must remember the broader business context in which a company operates as we read and inter-
its financial statements. Exhibit 1.11 emphasizes that a review of financial statements, which reflect

business activities, cannot be undertaken in a vacuum. It is contextual and can only be effectively under-
taken within the framework of a thorough understanding of the broader forces that impact company
performance.

1-20
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EXHIBIT 1.11 Business Context for Financial Statements
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B BOOK ORGANIZATION AND FLEXIBILITY

This book is aimed at those who use or will use financial accounting information to make better business
decisions. As such, the book is focused on business decision makers both internal and external to com-
panies. Profitability analysis is a guiding focus throughout, as it is a focus of attention by both internal
and external decision makers. Accordingly, we use the return on assets disaggregation to help frame many
discussions.

Our discussion of accounting emphasizes information, knowledge, and decision-making. These are
the areas that provide the greatest value added. We focus on recording and compiling activities (the ‘book-
keeping’ part of accounting) only to the extent necessary to pursue these more valuable management
activities.

We begin the book with a focus on financial statements, including their preparation, analysis, and in-
terpretation. Next, we introduce financial statement analysis objectives and techniques. This knowledge is
useful background for other topics that focus on measuring, reporting, analyzing, and interpreting the core
business activities of operating, investing, and financing. This includes off-balance-sheet financing and
financial statement forecasting. We then show how accounting numbers are used in the valuation of se-
curities, both debt and equity.

It is important to emphasize that each module, to the extent possible, is self-contained, with limited
reference to any other module. This means that the instructor and reader can rearrange the ordering of
modules or cover only a selected few. This is important as MBA programs and instructors offer diverse
and valuable insights that complement the materials in this book.

Module 1 introduced the output of the financial reporting process: the balance sheet, the income state-
ment, the statement of cash flows, and the statement of equity. Footnotes to each of those reports are an in-
tegral component of their usefulness. These financial reports and footnotes reflect the business activities
of the company. We must keep this point in mind as we delve more deeply into principles that guide the
preparation of financial reports. Financial statements are not reality; they merely reflect reality and pro-
vide us with clues concerning the degree to which the company is effectively managing its business ac-
tivities. The more we understand the financial reporting process, the more skilled we will become in
interpreting and acting on those clues.
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MODULE-END REVIEW
Following are selected ratios of Procter & Gamble:
Profit Margin Asset Turnover
2003 .. ... 12.0% 1.027
2004 .. ... 12.6% 1.024

Required

a. Was the company profitable in 2004? What evidence supports your inference?

b. Do you interpret the change in the company’s asset turnover rate as a positive development? Explain.
c. Compute the return on assets (ROA) for 2004 (show computations).

Solution

a. Procter & Gamble was profitable in 2004 as evidenced by its positive profit margin of 12.6%.

b.  Asset turnover slightly decreased from 1.027 in 2003 to 1.024 in 2004. This is not a positive development as it
indicates that assets are not generating the level of sales that they did in the prior year—however, this change is
probably not material. Moreover, ROA increased in 2004; thus, the slight decline in turnover might be related to
managerial initiatives to increase ROA.

c.  Return on Assets (ROA) = Profit Margin X Asset Turnover = 12.6% X 1.024 = 12.9%

APPENDIX 1A

Accounting Principles and Governance Structures
B FINANCIAL ACCOUNTING ENVIRONMENT

Information in financial statements is crucial to company valuation and, by extension, the valuation of its debt and
equity securities. Financial statements affect prices paid for its equity securities and interest rates attached to its debt
securities.

The importance of financial statements means that their reliability is of paramount importance. This includes the
crucial role of ethics. To the extent that financial performance and condition are accurately communicated to business
decision makers, debt and equity securities are more accurately priced. By extension, it is also important to recognize
the crucial role of financial accounting in efficient resource allocation within and across economies. We must also rec-
ognize its importance to the effectiveness of securities markets—and other markets such as labor, input, and output
markets.

To illustrate its importance, imagine the consequences of a breakdown in the integrity of financial accounting.
Enron provides a case in point. Once it became clear to the markets that Enron had not faithfully and accurately re-
ported its financial condition and performance, people became unwilling to purchase its securities. The value of its
debt and equity securities dropped precipitously and the company was unable to obtain cash needed for operating ac-
tivities. Within months of the disclosure of its financial accounting irregularities, Enron, with revenues of over $100
billion and total company value of over $60 billion, the fifth largest U.S. company, was bankrupt!

Further historical evidence of the importance of financial accounting is provided by the Great Depression of the
20th century. This depression was caused, in large part, by the failure of companies to faithfully report their financial
condition and performance.

Oversight of Financial Accounting

The Great Depression led Congress to pass the 1933 Securities Act. This act had two main objectives: (1) to require
disclosure of financial and other information about securities being offered for public sale; and (2) to prohibit deceit,
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misrepresentations, and other fraud in the sale of securities. This act also required that companies register all securi-
ties proposed for public sale and disclose information about the securities being offered, including information about
company financial condition and performance. This act became and remains a foundation for contemporary financial
accounting.

Congress also passed the 1934 Securities Act, which created the Securities and Exchange Commission (SEC)
and gave it broad powers to regulate the issuance and trading of securities. The act also provided that companies with
more than $10 million in assets and whose securities are held by more than 500 owners must file annual and other pe-
riodic reports, including financial statements that are available for download from the SEC’s EDGAR database
(WWw.sec.gov).

The SEC has ultimate authority over U.S. financial reporting, including setting accounting standards for prepar-
ing financial statements. The SEC has ceded the authority to set accounting standards to businesses themselves in the
form of a nongovernmental body, the American Institute of Certified Public Accountants (AICPA). Over the years, the
AICPA has sponsored three (nonoverlapping in time) standard-setting organizations, each of which was governed by
representatives from private industry, including accountants, investment managers, securities analysts, academics, and
corporate managers.

The current standard-setting organization is the Financial Accounting Standards Board (FASB), which has
published over 150 accounting standards governing the preparation of financial reports. This is in addition to over
40 standards that were written by predecessor organizations to the FASB and numerous bulletins and interpretations,
all of which form the body of accounting standards governing financial statements, which are called Generally
Accepted Accounting Principles (GAAP).

The standard-setting process is arduous, often lasting a decade and involving extensive comment by the public,
public officials, accountants, academics, investors, analysts, and corporate preparers of financial reports. The reason
for this involved process is that amendments to existing standards or the creation of new standards affect the reported
financial performance and condition of companies—that is, their reported profits and other measures of financial con-
dition. Consequently, given the widespread impact of financial accounting, there are considerable economic conse-
quences as a result of accounting changes.

Choices in Financial Accounting

Some people mistakenly assume that financial accounting is an exact discipline—that is, companies select the proper
standard to account for a transaction and then follow the rules. The reality is that GAAP allows companies choices in
preparing financial statements. The choice of methods often yields financial statements that are markedly different
from one another in terms of reported income, assets, liabilities, and equity amounts.

People often are surprised that financial statements depend on numerous estimates. For example, companies must
estimate the amounts owed from customers that will eventually be collected, the length of time that buildings and
equipment will be productive, the value impairments of assets, the prediction of future costs such as warranties, the
prediction of future pension costs, and so on.

Accounting standard setters walk a fine line regarding choice in accounting. On one hand, they are concerned that
choice in preparing financial statements will lead to abuse by those seeking to gain by influencing decisions of those
who rely on those statements. On the other hand, they are concerned that companies are too diverse for a ‘one size fits
all’ financial accounting system.

For example, Enron exemplifies rigidity problems with accounting standards. A set of accounting standards re-
lating to special purpose entities (SPEs) provided preparers with guidelines under which these entities are and are not
aggregated with the companies that established them. Unfortunately, once guidelines are set, some people work dili-
gently to structure these entities so as to just miss the requirements to aggregate them with the financial statements of
the establishing company. This is one example of off-balance-sheet financing.

For most of its existence, the FASB has promulgated standards that were quite complicated and replete with
guidelines. This invited abuse of the type embodied by the Enron scandal. Consequently, the pendulum has begun to
swing away from such rigidity. Now, once financial statements are prepared, company management is required to step
back from the details and make a judgment on whether the statements taken as a whole ‘fairly present’ the financial
condition of the company.

Moreover, as a result of the 2002 Sarbanes-Oxley Act, the SEC requires the chief executive officer (CEO) of the
company and its chief financial officer (CFO) to personally sign a statement attesting to the accuracy and complete-
ness of financial statements. This requirement is an important step in restoring confidence in the integrity of financial
accounting. The statements signed by both the CEO and CFO contain the following commitments:

*  Both the CEO and CFO have personally reviewed the annual report
*  There are no untrue statements of a material fact or the failure to state a material fact necessary to make the
statements not misleading
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*  Financial statements fairly present in all material respects the financial condition of the company
*  All material facts are disclosed to the company’s auditors and board of directors
*  No changes to its system of internal controls are made unless properly communicated

The prospect of personal losses is designed to make these managers more vigilant in monitoring the financial ac-
counting system.

B REGULATORY AND LEGAL ENVIRONMENT

Even though managers must personally attest to the completeness and accuracy of company financial statements, mar-
kets demand further assurances from outside parties to achieve the level of confidence necessary to warrant invest-
ment, credit, and other business decisions. The regulatory and legal environment provides further assurance that
financial statements are complete and accurate.

Audit Committee

Law requires each publicly traded company to have a board of directors, where stockholders elect each director. This
board represents the company owners and oversees management. The board also hires executive management and reg-
ularly reviews company operations.

The board of directors usually establishes several subcommittees to focus on particular governance tasks such as
compensation, strategic plans, and financial management. Exhibit 1A.1 illustrates a typical organization of a com-
pany’s governance structure. Corporate governance refers to the checks and balances that monitor company and man-
ager activities. Governance committees are commonplace. One of these, the audit committee, oversees the financial
accounting system.

EXHIBIT 1A.1

Stockholders 4 A

* elects

Board of directors which:
e Sets policy
¢ Hires executive managers
* Appoints committees such as <
- Strategic
- Governance )
- Audit appoints

* hires

Executive managers

reports to

> Audit firm

*

pay audit fees

The audit committee preferably consists solely of outside directors, excluding the CEO. As part of its oversight
of the financial accounting system, the audit committee focuses on internal controls, which refers to the policies and
procedures used to protect assets, ensure reliable accounting, promote efficient operations, and urge adherence to com-
pany policies.

Statement of Management Responsibility

Financial statements for each publicly traded company must contain a statement of responsibility such as that for
DuPont in Exhibit 1A.2.
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EXHIBIT 1A.2 1 Responsibility for Financial Reporting

Responsibility for Financial Reporting Report of Independent Accountants

Management is responsible for the consolidated financial statements and the other financial information contained in
this Annual Report on Form 10-K. The financial statements have been prepared in conformity with accounting
principles generally accepted in the United States of America and are considered by management to present fairly the
company'’s financial position, results of operations and cash flows. The financial statements include some amounts
that are based on management's best estimates and judgments.

The company’s system of internal controls is designed to provide reasonable assurance as to the protection of assets
against loss from unauthorized use or disposition, and the reliability of financial records for preparing financial
statements and maintaining accountability for assets. The company's business ethics policy is the cornerstone of our
internal control system. This policy sets forth management’s commitment to conduct business worldwide with the
highest ethical standards and in conformity with applicable laws. The business ethics policy also requires that the
documents supporting all transactions clearly describe their true nature and that all transactions be properly reported
and classified in the financial records. The system is monitored by an extensive program of internal audit, and
management believes that the system of internal controls at December 31, 2002, meets the objectives noted above.

The financial statements have been audited by the company’s independent accountants, PricewaterhouseCoopers
LLP. The purpose of their audit is to independently affirm the fairness of management's reporting of financial
position, results of operations and cash flows. To express the opinion set forth in their report, they study and
evaluate the internal controls to the extent they deem necessary. The adequacy of the company'’s internal controls
and the accounting principles employed in financial reporting are under the general oversight of the Audit
Committee of the Board of Directors. This committee also has responsibility for employing the independent
accountants, subject to stockholder ratification. No member of this committee may be an officer or employee of the
company or any subsidiary or affiliated company. The independent accountants and the internal auditors have direct
access to the Audit Committee, and they meet with the committee from time to time, with and without
management present, to discuss accounting, auditing and financial reporting matters.

The statement of responsibility contains several assertions by management:

1. Financial statements are prepared by management, which assumes responsibility for them
Financial statements are prepared in accordance with GAAP

3. Its system of internal controls provides reasonable assurance that assets are safeguarded and the information
system is protected

4. Financial statements are audited by an outside auditing firm

5. Board of directors has an audit committee to oversee the financial accounting system and the system of internal
controls

It is important to remember that management prepares financial statements—not the auditors that are hired to express
an opinion on those statements. Moreover, remember that management’s interests may or may not be aligned with
those of other stakeholders.

Audit Report

Financial statements for each publicly traded company must be audited by an independent audit firm. There are four
large, international auditing firms (and other smaller firms) that are authorized by the SEC to provide auditing services
for companies that issue securities to the public:

1. Deloitte & Touche LLP

2. Ernst & Young LLP

3. KPMGLLP

4. PricewaterhouseCoopers LLP

These four firms provide opinions for the majority of financial statements filed by publicly traded U.S. companies.
There also are a number of regional accounting firms that provide audit services for both publicly traded and non-
traded private companies.
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Auditors are hired by the company to review and express an opinion on its financial statements. The audit opin-
ion expressed by Deloitte & Touche, LLP on the financial statements of Berkshire Hathaway is reproduced in
Exhibit 1A.3.

EXHIBIT 1A.3 M Audit Report for Berkshire Hathaway

INDEPENDENT AUDITORS' REPORT

To the Board of Directors and Shareholders
Berkshire Hathaway Inc.

We have audited the accompanying consolidated balance sheets of Berkshire Hathaway Inc. and subsidiaries (the
“Company") as of December 31, 2003 and 2002, and the related consolidated statements of earnings, cash flows
and changes in shareholders’ equity and comprehensive income for each of the three years in the period ended
December 31, 2003. These financial statements are the responsibility of the Company's management. Our
responsibility is to express an opinion on these financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United States of America.
Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material aspects, the financial position of
Berkshire Hathaway Inc. and subsidiaries as of December 31, 2003 and 2002, and the results of their operations and
their cash flows for each of the three years in the period ended December 31, 2003 in conformity with accounting
principles generally accepted in the United States of America.

As described in Note 1 to the consolidated financial statements, the Company adopted Statement of Financial
Accounting Standards No. 142 (“SFAS 142"), “Goodwill and Other Intangible Assets”, effective January 1, 2002.

DELOITTE & TOUCHE LLP
March 4, 2004
Omaha, Nebraska

The basic structure of a ‘clean’ audit report is consistent across companies and includes these assertions:

*  Financial statements present fairly and in all material respects a company’s financial condition.

*  Financial statements are prepared in conformity with GAAP.

*  Financial statements are management’s responsibility. Auditor responsibility is to express an opinion on those
statements.

*  Auditing involves a sampling of transactions, not investigation of each transaction.

*  Audit opinion provides reasonable assurance that the statements are free of material misstatements, not a
guarantee.

*  Auditors review accounting policies used by management and the estimates used in preparing the statements.

The audit opinion is not based on a test of each transaction. Auditors usually develop statistical samples and in-
fer test results to other transactions. The audit report is not a guarantee that no misstatements exist. Auditors only pro-
vide reasonable assurance that the statements are free of material misstatements. Their use of the word reasonable is
deliberate, as they do not want to be held to an absolute standard should problems be subsequently uncovered. The
word material is used in the sense that an item must be of sufficient magnitude to make a difference, that is, to change
the perceptions or decisions of the user (such as a decision to purchase stock or extend credit).

The requirement of auditor independence is the cornerstone of effective auditing and is subject to debate as the
company pays audit fees. Auditing firms often perform consulting services for the company it audits, such as tax plan-
ning, information system design and implementation, internal control evaluation, and benchmarking analyses.

Regulators have questioned the perceived lack of independence of auditing firms and the degree to which de-
clining independence compromises the ability of auditing firms to challenge a client’s dubious accounting. Auditing
firms object to any assertion that their independence is compromised.
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OSSN M €0 Warren Buffet on Audit Committees

“Audit committees can't audit. Only a company’s outside auditor can determine whether the earnings
that a management purports to have made are suspect. Reforms that ignore this reality and that instead
focus on the structure and charter of the audit committee will accomplish little.

As we've discussed, far too many managers have fudged their company’s numbers in recent years,
using both accounting and operational techniques that are typically legal but that nevertheless materially
mislead investors. Frequently, auditors knew about these deceptions. Too often, however, they remained
silent. The key job of the audit committee is simply to get the auditors to divulge what they know.

To do this job, the committee must make sure that the auditors worry more about misleading its
members than about offending management. In recent years auditors have not felt that way. They have
instead generally viewed the CEO, rather than the shareholders or directors, as their client. That has been
a natural result of day-to-day working relationships and also of the auditors’ understanding that, no mat-
ter what the book says, the CEO and CFO pay their fees and determine whether they are retained for
both auditing and other work. The rules that have been recently instituted won't materially change this
reality. What will break this cozy relationship is audit committees unequivocally putting auditors on the
spot, making them understand they will become liable for major monetary penalties if they don't come
forth with what they know or suspect.”"—Warren Buffet, Berkshire Hathaway annual report

B SEC ENFORCEMENT ACTIONS

Companies whose securities are issued to the public must file reports with the SEC (see www.sec.gov). One of these
reports is the 10-K, which includes the annual financial statements (quarterly statements are filed under report 10-Q).
The 10-K report provides more information than the company’s glossy annual report, which is partly a marketing
document (although the basic financial statements are identical). You should use the 10-K because of its additional
information.

The SEC has ultimate authority to accept or reject financial statements that companies submit. Should the SEC
reject financial statements a company files, the company is then required to restate and refile them. Any restatement
takes time and such companies usually incur a marked decline in its market value. For example, the following SEC
press release is an example of SEC action against Xerox arising from its financial statements:

Washington, D.C., April 11, 2002—The Securities and Exchange Commission today filed suit against Xerox Corpora-
tion in connection with a wide-ranging, four-year scheme to defraud investors. The SEC’s complaint alleges that from at
least 1997 through 2000, Xerox used a variety of what it called ‘accounting actions’ and ‘accounting opportunities’ to
meet or exceed Wall Street expectations and disguise its true operating performance from investors. These actions, most
of which violated generally accepted accounting principles (GAAP), accelerated the company’s recognition of equipment
revenue by over $3 billion and increased its pre-tax earnings by approximately $1.5 billion. Xerox agreed to settle the
SEC’s complaint by consenting to the entry of an injunction for violations of the antifraud and other provisions of the fed-
eral securities laws; restating its financials for the years 1997 to 2000; agreeing to a special review of its accounting con-
trols; and paying an unprecedented $10 million penalty. (SEC Website, April 2002)

The SEC’s power to require restatement, with its consequent damage to company reputation and company stock price,
is a major deterrent to those desiring to bias their financial accounts to achieve a particular goal.

Courts

Courts provide remedies to individuals or companies that can show damages as a result of material misstatements in
financial numbers. Typical court actions involve shareholders that sue the company and its auditors, alleging that the
company disclosed, and auditors attested to, false and misleading financial statements. The number of such share-
holder suits has increased dramatically according to Stanford Law School’s Securities Class Action Clearinghouse,
which commented that “an increasing percentage of the complaints filed allege financial misstatements and violations
of GAAP, or generally accepted accounting principles.”

Both the SEC and attorneys representing shareholders in a class action suit brought one such suit against Rite
Aid Corporation, the large drug store chain. The SEC described Rite Aid’s financial accounting as follows:

Rite Aid’s former senior management team engaged in a financial fraud that materially overstated the Company’s net
income for the fiscal years (FY) 1998, 1999, the intervening quarters and the first quarter of FY 2000. In addition, the

o
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former senior management failed to disclose material information, including related party transactions, in Proxy and Reg-
istration Statements, as well as a Form 8-K filed in February 1999. Initially in July 2000 and later in October 2000, Rite
Aid restated reported cumulative pre-tax income by a total of $2.3 billion and cumulative net income by $1.6 billion. Rite
Aid’s massive restatement was, and to this day is, the largest financial restatement of income by a public company. As a
result of the improper acts and accounting practices described below, Rite Aid violated the reporting, books and records,
and internal controls provisions of the Exchange Act.

Sections 13(a) and 13(b)(2)(A) of the Exchange Act and Rules 12b-20, 13a-1, and 13a-13 require issuers to make and
keep accurate books, records, and accounts, to file annual and quarterly reports with the Commission, and to keep re-
ported information current and not misleading. Section 13(b)(2)(B) of the Exchange Act requires issuers to devise and
maintain a system of internal accounting controls sufficient to provide reasonable assurances that transactions are
recorded as necessary to permit preparation of financial statements in conformity with generally accepted accounting
principles and to maintain the accountability of assets.

Rite Aid’s internal books, records, and accounts reflected numerous transactions that were invalid or without substantia-
tion, had no legitimate business purpose, and were recorded in violation of GAAP. Moreover, from at least 1997 to July
11, 2000, all of the annual and quarterly reports that Rite Aid filed with the Commission contained misleading financial
statements. As a result, Rite Aid violated Sections 13(a) and 13(b)(2)(A) of the Exchange Act and Rules 12b-20, 13a-1,
and 13a-13 thereunder.

Rite Aid’s system of internal accounting controls was not designed to provide reasonable assurances that transactions
were recorded as necessary to permit preparation of financial statements in conformity with GAAP or to maintain the ac-
countability of assets. Rite Aid’s system of internal accounting controls failed to prevent, and indeed facilitated, the im-
proper accounting practices described in detail above. As a result, Rite Aid violated Section 13(b) of the Exchange Act
and Rule 13(b)(2)(B) thereunder. (Source: SEC Website, April 2003)

Rite Aid’s settlement agreement with shareholders provided for the following payments:

1. Rite Aid agreed to pay $193 million in damages.

2. Rite Aid’s auditors agreed to pay $125 million in damages.

3. Martin Grass, Rite Aid’s former chair, agreed to pay $1.45 million in damages.
4. Timothy Noonan, Rite Aid’s former COO, agreed to pay $130,000 in damages.

GUIDANCE ANSWERS
You Are the Product Manager

There are at least two considerations that must be balanced—namely, the disclosure requirements and
your company's need to protect its competitive advantages. You must comply with all minimum required
disclosures. The extent to which you offer additional disclosures depends on the sensitivity of the infor-
mation; that is, how beneficial it is to your existing and potential competitors. Another consideration is
how the information disclosed will impact your existing and potential investors. Disclosures such as this
can be beneficial in that they convey the positive investments that are available to your company. Still,
there are many stakeholders impacted by your decision and each must be given due consideration.

You Are the Chief Financial Officer

Financial performance is typically measured by return on assets, which can be disaggregated into the net
profit margin (income/sales) and the asset turnover rate (sales/average assets). This disaggregation might
lead you to a review of both the factors affecting profitability (gross margins and expense control) and
how effectively your company is utilizing its assets (the turnover rates). Finding ways to increase prof-
itability and reduce the amount of invested capital contributes to improved financial performance.

Superscript A denotes assignments based on Appendix 1A.

B DISCUSSION QUESTIONS

Q1-1. What are the three major business activities of a company that are motivated and shaped by planning
activities? Explain each activity.

o
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Q1-2.
Q1-3.
Ql-4.
Q1-5.
Ql-6.
Q1-7.
Q1-8.
Q1-9.

Q1-10.

QI1-11.
Q1-12.

Q1-13.

Q1-14.4

Q1-15.A

Q1-16.4
Q1-17.A

Q1-18.4

The accounting equation (Assets = Liabilities + Equity) is a fundamental business concept. Explain what

this equation reveals about a company’s sources and uses of funds and the claims on company resources.

Companies prepare four primary financial statements. What are those financial statements and what

information is typically conveyed in each?

Does a balance sheet report on a period of time or at a point in time? Also, explain the information

conveyed in that report.

Does an income statement report on a period of time or at a point in time? Also, explain the information

conveyed in that report.

Does a statement of cash flows report on a period of time or at a point in time? Also, explain the

information and activities conveyed in that report.

Explain what is meant by the articulation of financial statements.

The trade-off between risk and return is a fundamental business concept. Briefly describe both risk and

return and their trade-off. Provide some examples that demonstrate investments of varying risk and the

approximate returns that you might expect to earn on those investments.

Identify the five forces that influence competitive intensity and discuss the impact of each.

Financial statements are used by several interested stakeholders. Develop a listing of three or more

potential external users of financial statements and their applications.

What ethical issues might managers face in dealing with confidential information?

Return on assets (ROA) is an important summary measure of financial performance. How is it computed?

Describe what this metric reveals about company performance.

Refer to Exhibit 1.9 to answer (a) through (c).

a. Discuss possible reasons for the difference in profit margin and asset turnover between the Retail and
the Communication industries.

b.  Which industry is more profitable, Pharmaceuticals or Healthcare? Why do you believe this is the
case?

c¢.  Which industry has the higher asset turnover, Restaurants or Agriculture? Why do you believe this is
the case?

Access the 2004 10-K for Procter & Gamble at the SEC’s EDGAR database of financial reports

(www.sec.gov). Who is P&G’s auditor? What specific language does its auditor use in expressing its

opinion and what responsibilities does it assume?

Business decision makers external to the company increasingly demand more financial information on

business activities of companies. Discuss the reasons why companies have traditionally opposed the

efforts of regulatory agencies like the SEC to require more disclosure.

What are generally accepted accounting principles and what organization presently establishes them?

Corporate governance has received considerable attention since the collapse of Enron and other

accounting-related scandals. What is meant by corporate governance? What are the primary means by

which sound corporate governance is achieved?

What is the primary function of the auditor? To what does the auditor attest in its opinion?

B MINI EXERCISES

M1-19.

M1-20.

M1-21.

Financing and Investing Relations, and Financing Sources Total assets of Dell Computer Corpora-
tion equal $15,470 million and its equity is $4,873 million. What is the amount of its liabilities? Does Dell
receive more financing from its owners or nonowners, and what percentage of financing is provided by its
owners?

Financing and Investing Relations, and Financing Sources Total assets of Ford Motor Company
equal $315,920 million and its liabilities equal $304,269 million. What is the amount of its equity? Does
Ford receive more financing from its owners or nonowners, and what percentage of financing is provided
by its owners?

Applying the Accounting Equation and Computing Financing Proportions Use the accounting equa-
tion to compute the missing financial amounts (a), (b), and (c). Which of these companies is more owner-
financed? Which of these companies is more nonowner-financed?

($ millions) Assets = Liabilities aF Equity
Hewlett-Packard . . ... $74,708 $ 36,962 $ (@
General Mills ....... $18,227 $ (b) $4,175
General Motors . . .. .. $ (c) $365,057 $6,814
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M1-22. Identifying Key Numbers from Financial Statements Access the 2004 10-K for Winn-Dixie Stores,

M1-23.

M1-24.

M1-25.4

M1-26.4

Inc., at the SEC’s EDGAR database for financial reports (www.sec.gov). What are Winn Dixie’s dollar
amounts for assets, liabilities, and equity at June 30, 2004? Confirm that the accounting equation holds in
this case. What percent of Winn Dixie’s assets is financed from nonowner financing sources?

Verifying Articulation of Financial Statements Access the 2002 10-K for DuPont at the SEC’s EDGAR
database of financial reports (www.sec.gov). Using its December 31, 2002, consolidated statement of stock-
holders’ equity, prepare a table showing the articulation of its retained (reinvested) earnings for calendar-
year 2002.

Identifying Financial Statement Line Items and Accounts Several line items and account titles are
listed below. For each, indicate in which of the following financial statement(s) you would likely find the
item or account: income statement (IS), balance sheet (BS), statement of stockholders’ equity (SE), or state-

ment of cash flows (SCF).

a. Cash asset d.  Contributed capital g. Cash inflow for stock issued
b. Expenses e.  Cash outflow for land h.  Cash outflow for dividends
c. Noncash assets [ Retained earnings i.  Netincome

Ethical Issues and Accounting Choices Assume that you are a technology services provider and you
must decide on whether to record revenue from the installation of computer software for one of your clients.
Your contract calls for acceptance of the software by the client within six months of installation before pay-
ment is due. Although you have not yet received formal acceptance, you are confident that it is forthcom-
ing. Failure to record these revenues will cause your company to miss Wall Street’s earnings estimates.
What stakeholders will be affected by your decision and how might they be affected?

Internal Controls and their Importance The Sarbanes-Oxley legislation requires companies to report
on the effectiveness of their internal controls. What are internal controls and their purpose? Why do you
think Congress felt it to be such an important area to monitor and report on?

B EXERCISES

E1-27.

E1-28.

E1-29.

E1-30.

Applying the Accounting Equation and Assessing Financing Contributions Determine the missing
amount from each of the separate situations (a), (b), and (c) below. Which of these companies is more
owner-financed? Which of these companies is more nonowner-financed?

($ millions) Assets = Liabilities aF Equity
a. Motorola, Inc. .. ... $31,152 = $ ? $11,239
b. Kraft Foods ....... $ ? = $31,268 $25,832
c¢. Merck & Co. ...... $47 561 = $29,361 $ ?

Applying the Accounting Equation and Financial Statement Articulation Answer the following ques-

tions. (Hint: Apply the accounting equation.)

a. Intel had assets equal to $44,224 million and liabilities equal to $8,756 million for a recent year-end.
What was the total equity for Intel’s business at year-end?

b. At the beginning of a recent year, JetBlue’s assets were $1,378 million and its equity was
$415 million. During the year, assets increased $70 million and liabilities increased $30 million.
What was its equity at the end of the year?

¢. At the beginning of a recent year, The Walt Disney Company’s liabilities equaled $26,197 million.
During the year, assets increased by $400 million, and year-end assets equaled $50,388 million.
Liabilities decreased $100 million during the year. What were its beginning and ending amounts
for equity?

Specifying Financial Information Users and Uses Financial statements have a wide audience of inter-
ested stakeholders. Identify two or more financial statement users that are external to the company. Specify
two questions for each user identified that could be addressed or aided by use of financial statements.

Applying Financial Statement Relations to Compute Dividends
lowing dollar balances in its stockholders’ equity.

Colgate-Palmolive reports the fol-

o

1-30

Winn-Dixie
Stores, Inc.
(WIN)

DuPont (DD)

Motorola, Inc.
(MOT)

Kraft Foods
(KFT)

Merck & Co.
(MRK)

Intel (INTC)

JetBlue (JBLU)

The Walt
Disney
Company
(DIS)

Colgate-
Palmolive (CL)



eas70119_mod0l.gxd 2/8/05 3:26 PM Page 32 $

1-31 Module 1: Introducing Financial Accounting for MBAs
($ millions) 2003 2002
Contributed capital, net ............. § 458 $ 568.7
Retained earnings . .. ............... 7,433.0 6,518.5
Totalequity ............ ... ... . ... $7.478.8 $7,087.2

During 2003, Colgate-Palmolive reported net income of $1,421.3 million. What amount of dividends, if any,
did Colgate-Palmolive pay to its shareholders in 2003? Assuming it paid dividends, this dividend amount
constituted what percent of its net income?

Briggs & E1-31. Computing and Interpreting Financial Statement Ratios Following are selected ratios of Briggs &

Stratton (BGG) Stratton (manufacturer of engines).
Net Profit Margin Total Asset Turnover
(Net Income/Sales) (Sales/Average Assets)
2000 .. ... 8.58% 1.76
2001 .. ... 3.66% 1.18

a.  Was the company profitable in 2001? What evidence do you have of this?
. Do you interpret the change in its total asset turnover rate as a positive development? Explain.
c.  Compute the company’s return on assets (ROA) for 2001 (show computations).

Nordstrom, E1-32. Computing Return on Assets and Applying the Accounting Equation Nordstrom, Inc., reports net in-
I come of $242.8 million for its fiscal year ended January 2004. At the beginning of that year, Nordstrom had
$4,096.4 million in total assets. By fiscal year-end 2004, total assets had grown to $4,465.7. What is Nord-

strom’s return on assets (ROA)? Does its ROA seem adequate? Explain.

E1-33.* Accounting in Society Financial accounting plays an important role in modern society and business.

a. Identify two or more external stakeholders that are interested in a company’s financial statements and
what their particular interests are.

b.  What are generally accepted accounting principles, and what organization has primary responsibility
for their formulation?

c.  What role does financial accounting play in the allocation of society’s financial resources?

d.  What are three aspects of the accounting environment that can create ethical pressure on
management?

B PROBLEMS

P1-34. Applying the Accounting Equation and Financial Statement Articulation The following table con-

Procter & tains financial statement information for Procter & Gamble ($ millions):
Gamble (PG)
Year Assets Liabilities Equity Net Income Cash Dividends
2001 $ ? $22,377 $12,010 $2,922 $1,943
2002 40,776 ? 13,706 4,352 2,095
2003 43,706 27,520 ? 5,186 2,246
Required

a. Compute the missing amounts for assets, liabilities, and equity for each year.

b.  Compute return on assets for 2002 and 2003. The average ROA for all publicly traded companies is
about 5.5%. How does P&G compare with this average?

c.  What factors do you think might allow a company like P&G to reap above-average returns?
(Hint: Consider the five forces of competitive intensity.)

General Mills, P1-35. Formulating Financial Statements from Raw Data Following is selected financial information from
Inc. (GIS) General Mills, Inc., for its fiscal year ended May 30, 2004 ($ millions):

o
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Cashasset .......................... $ 751
Net cash from operations .. ............. 1,461
Sales . ... ... 11,070
Stockholders’ equity .. .......... ... ... 5,547
Costof goodssold . ................... 6,584
Net cash from financing .. .............. (943)
Total liabilities . . ...................... 12,901
Total expenses . ...................... 3,431
Noncashassets . . ..................... 17,697
Net cash from investing ................ (470)
Netincome ......................... 1,055
Cash, beginningyear .................. 703

Prepare an income statement, balance sheet, and statement of cash flows for General Mills, Inc.

Formulating Financial Statements from Raw Data Following is selected financial information from
Abercrombie & Fitch for its fiscal year ended January 31, 2004 ($ millions):

Required

Cashasset .......................... $ 511
Cash flows from operations ............. 282
Sales . ... ... 1,708
Stockholders' equity .. ........... ... ... 871
Costof goodssold .................... 991
Cash flows from financing . ............. (92)
Total liabilities . . . ........... ... .. .. ... 328
Expenses .......... ... ... L 512
Noncash assets . ...................... 688
Cash flows from investing . ............. (99)
Netincome ........ ... ... . ... ... ... 205
Cash, beginningyear .................. 420

Prepare an income statement, balance sheet, and statement of cash flows for Abercrombie & Fitch.

Formulating Financial Statements from Raw Data Following is selected financial information from
Cisco Systems, Inc., for the year ended July 31, 2004 ($ millions):

Required

Cashasset .......................... $ 3,722
Cash flows from operations ............. 7,121
Sales ... 22,045
Stockholders' equity .. .............. ... 25916
Costof goodssold . ................... 6,919
Cash flows from financing .............. (7,790)
Total liabilities . . ...................... 9,678
Expenses .......... ...l 10,725
Noncash assets . . ..................... 31,872
Cash flows from investing . ............. 466
Netincome ......................... 4,401
Cash, beginningyear .................. 3,925

Prepare an income statement, balance sheet, and statement of cash flows for Cisco Systems, Inc.

Formulating a Statement of Stockholders’ Equity from Raw Data Crocker Corporation began
calendar-year 2005 with stockholders’ equity of $100,000, consisting of contributed capital of $70,000 and

o
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retained earnings of $30,000. During 2005, it issued additional stock for total cash proceeds of $30,000. It
also reported $50,000 of net income, of which $25,000 was paid as a cash dividend to shareholders.
Required

Prepare the 2005 statement of stockholders’ equity for Crocker Corporation.

P1-39. Formulating a Statement of Stockholders’ Equity from Raw Data EA Systems, Inc., reports the fol-
lowing selected information at December 31, 2005 ($ millions):

Contributed capital, December 31, 2004 and 2005 .......... $ 550
Retained earnings, December 31,2004 . .................. 2,437
Cash dividends, 2005 . . .. ... ... ... . ... ... .. 281
Netincome, 2005 ... ... ... . . ... .. 859

Required
Use this information to prepare its statement of stockholders’ equity for 2005.

P1-40. Computing, Analyzing, and Interpreting Return on Assets Following are summary financial statement

Kimberly-Clark data for both Kimberly-Clark and Procter & Gamble (industry competitors) for the years 2002 and 2003:
(KMB)
Procter & Kimberly-Clark Corporation (KMB)
Gamble (PG)
($ millions) Total Assets Net Sales Net Income
2002 $15,586 $13,566 $1,675
2003 16,780 14,348 1,694

Procter & Gamble Company (PG)

($ millions) Total Assets Net Sales Net Income
2002 $40,776 $40,169 $4,352
2003 43,706 43,373 5,186
Required

a. Compute the return on assets (net income/average assets), the net profit margin (net income/sales),
and the total asset turnover (sales/average assets) for both companies for 2003.

b.  Verify that return on assets is equal to the product of net profit margin and total asset turnover for
both companies. Show computations.

c¢.  Which company reports a higher return on assets for 2003? Identify one or more reasons for this
difference? (Hint: Consider the five forces of competitive intensity.)

Nokia (NOK) P1-41. Computing, Analyzing, and Interpreting Return on Assets Nokia manufactures, markets, and sells
phones and other electronics. Total assets for Nokia are €23,920 in 2003 and €23,327 in 2002. In 2003,
Nokia reported net income of €3,592 on sales of €29,455.
Required
a.  What is Nokia’s return on assets for 2003?
b.  Does return on assets seem satisfactory for Nokia given that its competitors average a 12% return on
assets? Explain.
c.  What are total expenses for Nokia in 2003?
d.  What is Nokia’s average total amount of liabilities plus equity for 2003?

Abercrombie  P1-42.  Computing, Analyzing, and Interpreting Return on Assets and its Components Abercrombie &
& Fitch (ANF) Fitch (ANF) reported net income of $205 million on sales of $1,700 million for fiscal year ended January
31, 2004. The January 31, 2004, balance sheet of ANF reports the following ($ millions):

2004 2003

Total assets . . ... $1,199 $1,023

Required
a.  What is ANF’s return on assets? Given that the average ROA for all publicly traded firms is about
5.5%, how does ANF compare on ROA? Explain.

o
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b. Decompose ANF’s ROA into its net profit margin and total asset turnover. Given that the average net
profit margin and asset turnover rate for all publicly traded firms is about 4.3% and 1.2 times,
respectively, how does ANF compare on these measures? Explain.

c.  Given the competitive nature of the retail clothing industry, can you identify any reasons why ANF
should report an above-average level of financial performance? (Hint: Recall the five forces of
competitive intensity)? Explain.

Computing, Analyzing, and Interpreting Return on Assets and its Components McDonald’s Corpo-
ration (MCD) reported 2003 net income of $1,470 million on sales of $17,140 million.The December 31,
2003, balance sheet of MCD reports the following ($ millions):

2003 2002

Total assets . .. .. $25,525 $23,971

Required

a. What is MCD’s return on assets? Given that the average ROA for all publicly traded firms is about
5.5%, how does MCD compare on ROA? Explain.

b. Decompose MCD’s ROA into its net profit margin and total asset turnover. Given that the average
net profit margin and asset turnover rate for all publicly traded firms is about 4.3% and 1.2 times,
respectively, how does MCD compare on these measures? Explain.

c.  Given the competitive nature of the food service industry, can you identify any reasons why MCD
should report this level of financial performance and any potential areas of concern? (Hint: Recall the
five forces of competitive intensity.) Explain.

Computing, Analyzing, and Interpreting Return on Assets and its Components Wal-Mart (WMT)
reported net income of $9,100 million on sales of $258,700 million for fiscal year ended January 31, 2004.
The January 31, 2004, balance sheet of WMT reports the following ($ millions):

2004 2003

Total assets ... .. $104,912 $94,808

Required

a. What is WMT’s return on assets? Given that the average ROA for all publicly traded firms is about
5.5%, how does WMT compare on ROA? Explain.

b. Decompose WMT’s ROA into its net profit margin and total asset turnover. Given that the average
net profit margin and asset turnover rate for all publicly traded firms is about 4.3% and 1.2 times,
respectively, how does WMT compare on these measures? Explain.

c.  Given the competitive nature of the retailing industry, can you identify any reasons why WMT
should report an above-average level of financial performance? (Hint: Recall the five forces of
competitive intensity.) Explain.

Analysis and Explanation of Risk and Return The trade-off between risk and return is a fundamental

business concept. It underlies all business activities and management decisions.

Required

a. Identify three different types of investments and their approximate return to the investor.

b. Drawing on your solutions to (a), do you see that the concept of higher expected risk yields higher
expected return? Explain.

c.  Apply the risk and return trade-off to discuss an investment in Berkshire Hathaway stock vis-a-vis
an investment in U.S. government bonds.
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