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Preface

F inancial statements are the basis for a wide range of business analyses. Managers use them to monitor and judge
their firms’ performance relative to competitors, to communicate with external investors, to help judge what
financial policies they should pursue, and 1o evaluate potential new businesses (o acquire as part ol their investment
strategy. Securities analysts use financial statements to rate and value companies they recommend to clients. Bankers
use them in deciding whether 1o extend a loan to a client and to determine the loan's terms. Investment bankers
use them as a basis for valuing and analyzing prospective buyouts, mergers, and acquisitions. And consultants use
them as a basis for competitive analysis for their clients. Not surprisingly, therefore, there is a strong demand among
business students for a course that provides a framework for using financial statement data in a variety of business
analysis and valuation contexts. The purpose of this book is to provide such a framework for business students and
practiioners. This IFRS Standards edition is the Furopean adaptation of the authoritative US edition - authored by
Krishna G. Palepu and Paul M. Healy - that has been used in Accounting and Finance departments in universities
around the world In 2007 we decided to write the first IFRS Standards edition because of the European business
environment’s unique character and the introduction of mandatory IFRS Standards reporting for public corpora-
tions in the European Union. This fifth IFRS Standards edition is a thorough update of the successful fourth edition,
incorporating new examples, cases, problems and exercises, and regulatory updates.

This IFRS Standards edition

Particular features of the IFRS Standards edition are the following:

e A large number of examples support the discussion of business analysis and valuation throughout the chapters.
The examples are from (mostly European) companies that students will generally be familiar with, such as
Audi, BMW, British American Tobacco, BP, Carlsberg, Deutsche Telekom, easyGroup, Hennes and Mauritz,
Lufthansa, Renault, Sanofi, Société Générale, and Tesco.

e The chapters dealing with accounting analysis (Chapters 3 and 4) prepare students for the task of analyzing IFRS
Standards-based financial statements. All numerical examples of accounting adjustments in Chapter 4 describe
adjustments to IFRS Standards-based financial statements. Further, throughout the book we discuss various
topics that are particularly relevant to understanding IFRS Standards-based (European) financial reports, such
as: the classification of expenses by nature and by function; a principles-based approach versus a rules-based
approach to standard setting; the first-time adoption of IFRS Standards; cross-country differences and similari-
ties in external auditing and public enforcement, and cross-country differences in financing structures

e The terminology that we use throughout the chapters is consistent with the terminology that is used in the
IFRS Standards.

e ‘Throughout the chapters, we describe the average performance and growth ratios, the average time-series
behavior of these ratios, and average financing policies of a sample of close to 7,800 firms that have been listed
on European public exchanges between 1998 and 2017.

e The financial analysis and valuation chapters (Chapters 5-8) focus on firms in II}c apparel retail sector, prima
ily Hennes & Mauritz and Inditex. Throughout these chapters, we explicitly dlllx.'u'mlauc between analyzing
and valuing operations and analyzing and valuing non-operating investments Further, Chapter 8 explicitly
discusses implementation differences between equity-based and asset-based valuation approaches.
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e Chapter 10 on credit analysis includes a discussion of how credit ratings and default probability estimates can
be used in debt valuation. Chapter 11 on M&A analysis includes a discussion on how to perform a purchase
price allocation using the tools and techniques from Chapters 5 through 8.

Data, analyses, problems, and examples have been thoroughly updated in the fifth edition.

We have updated some of the fourth IFRS Standards edition’s cases (‘Carrefour SA, ‘Forecasting Earnings

and Earnings Growth in the European Oil and Gas Industry, “Two European Hotel Groups’) and have

included eight new cases: ‘Akris: Competition in the High-End Fashion Industry, “Toshiba: Accounting Fraud,
‘Accounting for the iPhone Upgrade Program, ‘Valuation Multiples in Fast Fashion, ‘Ferrari: The 2015 Initial
Public Offering; ‘Tesco: From Troubles to Turnaround;, ‘Spotify’s Direct Listing IPO; and ‘Valuing Europe’s fast-
est growing company: HelloFresh in 2017?

Key features

This book differs from other texts in business and financial analysis in a number of important ways. We introduce
and develop a framework for business analysis and valuation using financial statement data. We then show how this
framework can be applied to a variety of decision contexts.

FRAMEWORK FOR ANALYSIS

We begin the book with a discussion of the role of accounting information and intermediaries in the economy, and
how financial analysis can create value in well-functioning markets (Chapter 1). We identify four key components,
or steps, of effective financial statement analysis:

Business strategy analysis
Accounting analysis
Financial analysis

Prospective analysis

The first step, business strategy analysis (Chapter 2), involves developing an understanding of the business and
competitive strategy of the firm being analyzed. Incorporating business strategy into financial statement analysis
is one of the distinctive features of this book. Traditionally, this step has been ignored by other financial statement
analysis books. However, we believe that it is critical to begin financial statement analysis with a company’s strategy
because it provides an important foundation for the subsequent analysis. The strategy analysis section discusses
contemporary tools for analyzing a company’s industry, its competitive position and sustainability within an indus-
try, and the company’s corporate strategy.

Accounting analysis (Chapters 3 and 4) involves examining how accounting rules and conventions represent a
firm’s business economics and strategy in its financial statements, and, if necessary, developing adjusted account-
ing measures of performance. In the accounting analysis section, we do not emphasize accounting rules. Instead
we develop general approaches to analyzing assets, liabilities, entities, revenues, and expenses. We believe that such
an approach enables students to effectively evaluate a company’s accounting choices and accrual estimates, even
if students have only a basic knowledge of accounting rules and standards. The material is also designed to allow
students to make accounting adjustments rather than merely identify questionable accounting practices.

Financial analysis (Chapter 5) involves analyzing financial ratio and cash flow measures of the operating, financ-
ing, and investing performance of a company relative to either key competitors or historical performance. Our
distinctive approach focuses on using financial analysis to evaluate the effectiveness of a company’s strategy and to
make sound financial forecasts.

Finally, under prospective analysis (Chapters 6-8) we show how to develop forecasted financial statements and
how to use these to make estimates of a firm’s value. Our discussion of valuation includes traditional discounted cash
flow models as well as techniques that link value directly to accounting numbers. In discussing accounting-based
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valuation models, we integrate the latest academic research with traditional approaches such as earnings and book
value multiples that are widely used in practice

While we cover all four steps of business analysis and valuation in the book, we recognize that the extent of
their use depends on the user’s decision context: For example, bankers are likely to use business strategy analysis,
accounting analysis, financial analysis, and the forecasting portion of prospective analysis. They are less likely to be
interested in formally valuing a prospective client

APPLICATION OF THE FRAMEWORK TO DECISION CONTEXTS
The next section of the book shows how our business analysis and valuation framework can be applied to a variety
of decision contexts:

e Securities analysis (Chapter 9)
e Credit analysis and distress prediction (Chapter 10)
e Merger and acquisition analysis (Chapter 11)

For each of these topics we present an overview to provide a foundation for the class discussions. Where possible
we discuss relevant institutional details and the results of academic research that are useful in applying the analysis
concepts developed earlier in the book. For example, the chapter on credit analysis shows how banks and rating
agencies use financial statement data to develop analysis for lending decisions and to rate public debt issues. This
chapter also presents academic research on how to determine whether a company is financially distressed.

Using the book

We designed the book so that it 1s flexible for courses in financial statement analysis for a variety of student audiences -
MBA students, Masters in Accounting or Finance students, Executive Program participants, and undergraduates in
accounting or finance. Depending upon the audience, the instructor can vary the manner in which the conceptual
materials in the chapters, end-of-chapter questions, and case examples are used. To get the most out of the book,
students should have completed basic courses in financial accounting, finance, and either business strategy or busi-
ness economics. The text provides a concise overview of some of these topics, primarily as background for preparing
the cases. But it would probably be difficult for students with no prior knowledge in these fields to use the chapters
as stand-alone coverage of them

If the book is used for students with prior working experience or for executives, the instructor can use almost a
pure case approach, adding relevant lecture sections as needed. When teaching students with little work experience,
a lecture class can be presented first, followed by an appropriate case or other assignment material, It is also possible
to use the book primarily for a lecture course and include some of the short or long cases as in-class illustrations of
the concepts discussed in the book. Alternatively, lectures can be used as a follow-up to cases to more clearly lay out
the conceptual issues raised in the case discussions. This may be appropriate when the book is used in undergradu-
ate capstone courses. In such a context, cases can be used in course projects that can be assigned to student teams.

Companion website

A companion website accompanies this book. This website contains the following valuable materfal for instructors
and students:

o Instructions for how to casily produce standardized financial statements in Excel,
o Spreadshects containing: (1) the reported and standardized financial statements of Hennes & Maurits (L&A
and Inditex; (2) calculations of HE&M's and Inditex’s ratios (presented in Chapter 5); (3) H&M's forecasted
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financial statements (presented in Chapter 6); and (4) valuations of H&M's shares (presented in Chapter 8).
Using these spreadsheets students can easily replicate the analyses presented in Chapters 5 through 8 and
perform “what-if” analyses - i.¢., to find out how the reported numbers change as a result of changes to the
standardized statements or forecasting assumptions

Spreadsheets containing case material
Answers to the discussion questions and case instructions (for instructors only).
A complete set of lecture slides (for instructors only)

Accompanying teaching notes to some of the case studies can be found at www.harvardbusiness.org or www.
thecasecentre.org. Lecturers are able to register to access the teaching notes and other relevant information.



