
Fourth Edition

International
Financial
Statement
Analysis
Workbook





INTERNATIONAL
FINANCIAL 

STATEMENT
ANALYSIS 

WORKBOOK



CFA Institute is the premier association for investment professionals around the world, with 
more than 150,000 CFA charterholders worldwide in 165+ countries and regions. Since 1963 
the organization has developed and administered the renowned Chartered Financial Analyst®
Program. With a rich history of leading the investment profession, CFA Institute has set the 
highest standards in ethics, education, and professional excellence within the global invest-
mentcommunity and is the foremost authority on investment profession conduct and practice. 
Each book in the CFA Institute Investment Series is geared toward industry practitioners along 
with graduate-level fi nance students and covers the most important topics in the industry. Th e
authors of these cutting-edge books are themselves industry professionals and academics and 
bring their wealth of knowledge and expertise to this series.



INTERNATIONAL
FINANCIAL 

STATEMENT
ANALYSIS 

WORKBOOK

Fourth Edition

Th omas R. Robinson, CFA

Elaine Henry, CFA

Michael A. Broihahn, CFA



Cover image: © akinbostanci/Getty Images
Cover design: Wiley

Copyright © 2020 by CFA Institute. All rights reserved.

Published by John Wiley & Sons, Inc., Hoboken, New Jersey.
Th e First and Second Editions of this book were published by Wiley in 2008 and 2012 respectively.
Published simultaneously in Canada.

No part of this publication may be reproduced, stored in a retrieval system, or transmitted in any form or by 
any means, electronic, mechanical, photocopying, recording, scanning, or otherwise, except as permitted under 
Section 107 or 108 of the 1976 United States Copyright Act, without either the prior written permission of the
Publisher, or authorization through payment of the appropriate per-copy fee to the Copyright Clearance Center, 
Inc., 222 Rosewood Drive, Danvers, MA 01923, (978) 750-8400, fax (978) 646-8600, or on the Web at 
www.copyright.com. Requests to the Publisher for permission should be addressed to the Permissions Department, 
John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online
at www.wiley.com/go/permissions.

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their best eff orts in preparing 
this book, they make no representations or warranties with respect to the accuracy or completeness of the contents 
of this book and specifi cally disclaim any implied warranties of merchantability or fi tness for a particular purpose. 
No warranty may be created or extended by sales representatives or written sales materials. Th e advice and strategies
contained herein may not be suitable for your situation. You should consult with a professional where appropriate.
Neither the publisher nor author shall be liable for any loss of profi t or any other commercial damages, including 
but not limited to special, incidental, consequential, or other damages.

For general information on our other products and services or for technical support, please contact our Customer
Care Department within the United States at (800) 762-2974, outside the United States at (317) 572-3993 or 
fax (317) 572-4002.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material included with 
standard print versions of this book may not be included in e-books or in print-on-demand. If this book refers to
media such as a CD or DVD that is not included in the version you purchased, you may download this material at 
http://booksupport.wiley.com. For more information about Wiley products, visit www.wiley.com.

ISBN 978-1-119-62809-5 (paper)
ISBN 978-1-119-70523-9 (ePDF)
ISBN 978-1-119-62812-5 (ePub)

Printed in the United States of America.
10 9 8 7 6 5 4 3 2 1

http://www.copyright.com
http://www.wiley.com/go/permissions
http://booksupport.wiley.com
http://www.wiley.com


v

CONTENTS

PART I
Learning Objectives, Summary Overview, and Problems 1

CHAPTER 1
Introduction to Financial Statement Analysis 3
Learning Outcomes 3
Summary Overview 3
Problems 5

CHAPTER 2
Financial Reporting Standards 9
Learning Outcomes 9
Summary Overview 9
Problems 10

CHAPTER 3
Understanding Income Statements 13
Learning Outcomes 13
Summary Overview 14
Problems 15

CHAPTER 4
Understanding Balance Sheets 21
Learning Outcomes 21
Summary Overview 21
Problems 23

CHAPTER 5
Understanding Cash Flow Statements 29
Learning Outcomes 29
Summary Overview 29
Problems 30

CHAPTER 6
Financial Analysis Techniques 37
Learning Outcomes 37
Summary Overview 37
Problems 38



vi Contents

CHAPTER 7
Inventories 45
Learning Outcomes 45
Summary Overview 45
Problems 47

CHAPTER 8
Long-Lived Assets 63
Learning Outcomes 63
Summary Overview 64
Problems 65

CHAPTER 9
Income Taxes 77
Learning Outcomes 77
Summary Overview 77
Problems 78

CHAPTER 10
Non-Current (Long-Term) Liabilities 83
Learning Outcomes 83
Summary Overview 83
Problems 85

CHAPTER 11
Financial Reporting Quality 91
Learning Outcomes 91
Summary Overview 91
Problems 93

CHAPTER 12
Applications of Financial Statement Analysis 97
Learning Outcomes 97
Summary Overview 97
Problems 98

CHAPTER 13
Intercorporate Investments 101
Learning Outcomes 101
Summary Overview 101
Problems 102

CHAPTER 14
Employee Compensation: Post-Employment and Share-Based 113
Learning Outcomes 113
Summary Overview 113
Problems 115



Contents vii

CHAPTER 15
Multinational Operations 125
Learning Outcomes 125
Summary Overview 125
Problems 127

CHAPTER 16
Analysis of Financial Institutions 139
Learning Outcomes 139
Summary Overview 139
Problems 140

CHAPTER 17
Evaluating Quality of Financial Reports 149
Learning Outcomes 149
Summary Overview 149
Problems 151

CHAPTER 18
Integration of Financial Statement Analysis Techniques 157
Learning Outcomes 157
Summary Overview 157
Problems 158

PART II
Solutions 161

CHAPTER 1
Introduction to Financial Statement Analysis 163
Solutions 163

CHAPTER 2
Financial Reporting Standards 165
Solutions 165

CHAPTER 3
Understanding Income Statements 167
Solutions 167

CHAPTER 4
Understanding Balance Sheets 171
Solutions 171

CHAPTER 5
Understanding Cash Flow Statements 175
Solutions 175

CHAPTER 6
Financial Analysis Techniques 179
Solutions 179



viii Contents

CHAPTER 7
Inventories 183
Solutions 183

CHAPTER 8
Long-Lived Assets 191
Solutions 191

CHAPTER 9
Income Taxes 197
Solutions 197

CHAPTER 10
Non-Current (Long-Term) Liabilities 199
Solutions 199

CHAPTER 11
Financial Reporting Quality 207
Solutions 207

CHAPTER 12
Applications of Financial Statement Analysis 211
Solutions 211

CHAPTER 13
Intercorporate Investments 213
Solutions 213

CHAPTER 14
Employee Compensation: Post-Employment and Share-Based 219
Solutions 219

CHAPTER 15
Multinational Operations 225
Solutions 225

CHAPTER 16
Analysis of Financial Institutions 233
Solutions 233

CHAPTER 17
Evaluating Quality of Financial Reports 241
Solutions 241

CHAPTER 18
Integration of Financial Statement Analysis Techniques 245
Solutions 245

About the CFA Program 247



PART II
LEARNING OBJECTIVES,
SUMMARY OVERVIEW,

AND PROBLEMS





3

                CHAPTER 11
INTRODUCTION TO

FINANCIAL STATEMENT 
ANALYSIS

 LEARNING OUTCOMES

       After completing this chapter, you will be able to do the following:  

•         describe the roles of fi nancial reporting and fi nancial statement analysis;
•         describe the roles of the statement of fi nancial position, statement of comprehensive income, 

statement of changes in equity, and statement of cash fl ows in evaluating a company’s per-
formance and fi nancial position;  

•         describe the importance of fi nancial statement notes and supplementary information—
including disclosures of accounting policies, methods, and estimates—and management’s 
commentary;  

•         describe the objective of audits of fi nancial statements, the types of audit reports, and the 
importance of eff ective internal controls;

•         identify and describe information sources that analysts use in fi nancial statement analysis 
besides annual fi nancial statements and supplementary information;

•         describe the steps in the fi nancial statement analysis framework.

 SUMMARY OVERVIEW 

 Th e information presented in fi nancial and other reports, including the fi nancial statements, 
notes, and management’s commentary, helps the fi nancial analyst to assess a company’s per-
formance and fi nancial position. An analyst may be called on to perform a fi nancial analysis
for a variety of reasons, including the valuation of equity securities, the assessment of credit 
risk, the performance of due diligence on an acquisition, and the evaluation of a subsidiary’s 
performance relative to other business units. Major considerations in both equity analysis and 
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credit analysis are evaluating a company’s fi nancial position, its ability to generate profi ts and 
cash fl ow, and its potential to generate future growth in profi ts and cash fl ow. 

 Th is chapter has presented an overview of fi nancial statement analysis. Among the major 
points covered are the following:  

•    Th e primary purpose of fi nancial reports is to provide information and data about a com-
pany’s fi nancial position and performance, including profi tability and cash fl ows. Th e 
information presented in the reports —including the fi nancial statements and notes and 
management’s commentary or management’s discussion and analysis—allows the fi nan-
cial analyst to assess a company’s fi nancial position and performance and trends in that 
performance.  

•    Th e primary fi nancial statements are the statement of fi nancial position (i.e., the balance 
sheet), the statement of comprehensive income (or two statements consisting of an income
statement and a statement of comprehensive income), the statement of changes in equity,
and the statement of cash fl ows.

•    Th e balance sheet discloses what resources a company controls (assets) and what it owes 
(liabilities) at a specifi c point in time. Owners’ equity represents the net assets of the com-
pany; it is the owners’ residual interest in, or residual claim on, the company’s assets after
deducting its liabilities. Th e relationship among the three parts of the balance sheet (assets,
liabilities, and owners’ equity) may be shown in equation form as follows: Assets = Liabilities 
+ Owners’ equity.  

•    Th e income statement presents information on the fi nancial results of a company’s business 
activities over a period of time. Th e income statement communicates how much revenue
and other income the company generated during a period and what expenses, including 
losses, it incurred in connection with generating that revenue and other income. Th e basic 
equation underlying the income statement is Revenue + Other income – Expenses = Net
income.  

•    Th e statement of comprehensive income includes all items that change owners’ equity except 
transactions with owners. Some of these items are included as part of net income, and some 
are reported as other comprehensive income (OCI).

•    Th e statement of changes in equity provides information about increases or decreases in the 
various components of owners’ equity.  

•    Although the income statement and balance sheet provide measures of a company’s success, 
cash and cash fl ow are also vital to a company’s long-term success. Disclosing the sources
and uses of cash helps creditors, investors, and other statement users evaluate the company’s 
liquidity, solvency, and fi nancial fl exibility.  

•    Th e notes (also referred to as footnotes) that accompany the fi nancial statements are an 
integral part of those statements and provide information that is essential to understanding 
the statements. Analysts should evaluate note disclosures regarding the use of alternative
accounting methods, estimates, and assumptions. 

•    In addition to the fi nancial statements, a company provides other sources of information 
that are useful to the fi nancial analyst. As part of his or her analysis, the fi nancial analyst 
should read and assess this additional information, particularly that presented in the man-
agement commentary (also called management report[ing], operating and fi nancial review,
and management’s discussion and analysis [MD&A]).  

•    A publicly traded company must have an independent audit performed on its annual fi nan-
cial statements. Th e auditor’s report expresses an opinion on the fi nancial statements and
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provides some assurance about whether the fi nancial statements fairly present a company’s 
fi nancial position, performance, and cash fl ows. In addition, for US publicly traded com-
panies, auditors must also express an opinion on the company’s internal control systems.  

•    Information on the economy, industry, and peer companies is useful in putting the compa-
ny’s fi nancial performance and position in perspective and in assessing the company’s future. 
In most cases, information from sources apart from the company are crucial to an analyst’s 
eff ectiveness.

•    Th e fi nancial statement analysis framework provides steps that can be followed in any fi nan-
cial statement analysis project. Th ese steps are:
•    articulate the purpose and context of the analysis;  
•    collect input data;  
•    process data;
•    analyze/interpret the processed data;  
•    develop and communicate conclusions and recommendations; and  
•    follow up.              

 PROBLEMS      

   1  .     Providing information about the performance and fi nancial position of companies so that 
users can make economic decisions  best  describes the role of:t
    A   .     auditing.
    B   .     fi nancial reporting. 
    C   .     fi nancial statement analysis.

   2  .     Which of the following  best  describes the role of fi nancial statement analysis?
    A   .     To provide information about a company’s performance.
    B   .     To provide information about a company’s changes in fi nancial position. 
    C   .     To form expectations about a company’s future performance and fi nancial position.

   3  .     Th e role of fi nancial statement analysis is best  described as:t
    A   .     providing information useful for making investment decisions.  
    B   .     evaluating a company for the purpose of making economic decisions.  
    C   .     using fi nancial reports prepared by analysts to make economic decisions.    

   4  .     A company’s fi nancial position would best  be evaluated using the:  t
    A   .     balance sheet.
    B   .     income statement. 
    C   .     statement of cash fl ows.   

   5  .     A company’s profi tability for a period would  best  be evaluated using the:  t
    A   .     balance sheet.
    B   .     income statement. 
    C   .     statement of cash fl ows.   

   6  .     Th e fi nancial statement that presents a shareholder’s residual claim on assets is the: 
    A   .     balance sheet.
    B   .     income statement. 
    C   .     cash fl ow statement.   
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   7  .     A company’s profi tability over a period of time is  best  evaluated using the:  t
    A   .     balance sheet.
    B   .     income statement. 
    C   .     cash fl ow statement.   

   8  .     Th e income statement is  best  used to evaluate a company’s:  t
    A   .     fi nancial position. 
    B   .     sources of cash fl ow.
    C   .     fi nancial results from business activities.

   9  .     Accounting policies, methods, and estimates used in preparing fi nancial statements are 
most likely to be found in the:y
    A   .     auditor’s report. 
    B   .     management commentary.
    C   .     notes to the fi nancial statements.

  10  .     Information about management and director compensation are least likely to be found iny
the:  
    A   .     auditor’s report. 
    B   .     proxy statement. 
    C   .     notes to the fi nancial statements.

  11  .     Information about a company’s objectives, strategies, and signifi cant risks are most likely toy
be found in the: 
    A   .     auditor’s report. 
    B   .     management commentary.
    C   .     notes to the fi nancial statements.

  12  .     Which of the following best  describes why the notes that accompany the fi nancial state-t
ments are required? Th e notes:
    A   .     permit fl exibility in statement preparation. 
    B   .     standardize fi nancial reporting across companies. 
    C   .     provide information necessary to understand the fi nancial statements.

  13  .     What type of audit opinion is preferred when analyzing fi nancial statements?
    A   .     Qualifi ed.
    B   .     Adverse.
    C   .     Unqualifi ed.

  14  .     An auditor determines that a company’s fi nancial statements are prepared in accordance 
with applicable accounting standards except with respect to inventory reporting. Th is
exception is most likely to result in an audit opinion that is:y
    A   .     adverse.
    B   .     qualifi ed.
    C   .     unqualifi ed. 

  15  .     An independent audit report is  most likely to provide:y
    A   .     absolute assurance about the accuracy of the fi nancial statements. 
    B   .     reasonable assurance that the fi nancial statements are fairly presented.  
    C   .     a qualifi ed opinion with respect to the transparency of the fi nancial statements. 
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  16  .     Interim fi nancial reports released by a company are  most likely to be:  y
    A   .     monthly. 
    B   .     unaudited.
    C   .     unqualifi ed.

  17  .     Which of the following sources of information used by analysts is found outside a compa-
ny’s annual report?  
    A   .     Auditor’s report. 
    B   .     Peer company analysis. 
    C   .     Management’s discussion and analysis.   

  18  .     Ratios are an input into which step in the fi nancial statement analysis framework?  
    A   .     Process data.
    B   .     Collect input data. 
    C   .     Analyze/interpret the processed data.   

  19  .     Which phase in the fi nancial statement analysis framework is  most likely  to   involve
producing updated reports and recommendations?  
    A   .     Follow-up.
    B   .     Analyze/interpret the processed data. 
    C   .     Develop and communicate conclusions and recommendations.
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     CHAPTER 22
 FINANCIAL REPORTING 

STANDARDS

 LEARNING OUTCOMES

After completing this chapter, you will be able to do the following:

•         describe the objective of fi nancial reporting and the importance of fi nancial reporting stan-
dards in security analysis and valuation; 

•         describe the roles of fi nancial reporting standard-setting bodies and regulatory authorities in 
establishing and enforcing reporting standards;  

•         describe the International Accounting Standards Board’s conceptual framework, including 
qualitative characteristics of fi nancial reports, constraints on fi nancial reports, and required 
reporting elements;  

•         describe general requirements for fi nancial statements under International Financial 
Reporting Standards (IFRS);

•         describe implications for fi nancial analysis of alternative fi nancial reporting systems and the 
importance of monitoring developments in fi nancial reporting standards.     

 SUMMARY OVERVIEW 

 An awareness of fi nancial reporting and underlying fi nancial reporting standards can assist in 
security valuation and other fi nancial analysis. Th is chapter describes the conceptual objectives 
of fi nancial reporting standards, the parties involved in standard-setting processes, and the
implication for analysts in monitoring developments in reporting standards. 

 Some key points of the chapter are summarized below:

•    Th e objective of fi nancial reporting is to provide fi nancial information about the reporting 
entity that is useful to existing and potential investors, lenders, and other creditors in mak-
ing decisions about providing resources to the entity. 

•    Financial reporting requires policy choices and estimates. Th ese choices and estimates re-
quire judgment, which can vary from one preparer to the next. Accordingly, standards are
needed to ensure increased consistency in these judgments.  



10 Part I: Learning Objectives, Summary Overview, and Problems

•    Private-sector standard-setting bodies and regulatory authorities play signifi cant but dif-
ferent roles in the standard-setting process. In general, standard-setting bodies make the 
rules, and regulatory authorities enforce the rules. However, regulators typically retain legal 
authority to establish fi nancial reporting standards in their jurisdiction.

•    Th e IFRS framework sets forth the concepts that underlie the preparation and presentation 
of fi nancial statements for external users. 

•    Th e objective of fair presentation of useful information is the center of the IASB’s Concep-
tual Framework . Th e qualitative characteristics of useful information include fundamentalk
and enhancing characteristics. Information must exhibit the fundamental characteristics of 
relevance and faithful representation to be useful. Th e enhancing characteristics identifi ed 
are comparability, verifi ability, timeliness, and understandability.

• IFRS Financial Statements : IAS No. 1 prescribes that a complete set of fi nancial statementss
includes a statement of fi nancial position (balance sheet), a statement of comprehensive in-
come (either two statements—one for net income and one for comprehensive income—or
a single statement combining both net income and comprehensive income), a statement of 
changes in equity, a cash fl ow statement, and notes. Th e notes include a summary of signif-
icant accounting policies and other explanatory information. 

•    Financial statements need to refl ect certain basic features: fair presentation, going concern, 
accrual basis, materiality and aggregation, and no off setting.

•    Financial statements must be prepared at least annually, must include comparative informa-
tion from the previous period, and must be consistent.  

•    Financial statements must follow certain presentation requirements including a classifi ed 
statement of fi nancial position (balance sheet) and minimum information on both the face
of the fi nancial statements and in the notes.  

•    A signifi cant number of the world’s listed companies report under either IFRS or 
US GAAP.  

•    In many cases, a user of fi nancial statements will lack the information necessary to make 
specifi c adjustments required to achieve comparability between companies that use IFRS
and companies that use US GAAP. Instead, an analyst must maintain general caution in 
interpreting comparative fi nancial measures produced under diff erent accounting standards 
and monitor signifi cant developments in fi nancial reporting standards.

•    Analysts can remain aware of ongoing developments in fi nancial reporting by monitor-
ing new products or types of transactions; actions of standard setters, regulators, and other 
groups; and company disclosures regarding critical accounting policies and estimates.            

   PROBLEMS      

   1  .     Which of the following is  most likely  not an objective of fi nancial statements?  y
    A   .     To provide information about the performance of an entity.
    B   .     To provide information about the fi nancial position of an entity. 
    C   .     To provide information about the users of an entity’s fi nancial statements.

   2  .     International fi nancial reporting standards are currently developed by which entity?
    A   .     Th e IFRS Foundation. 
    B   .     Th e International Accounting Standards Board.
    C   .     Th e International Organization of Securities Commissions.   
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   3  .     US generally accepted accounting principles are currently developed by which entity?  
    A   .     Th e Securities and Exchange Commission. 
    B   .     Th e Financial Accounting Standards Board. 
    C   .     Th e Public Company Accounting Oversight Board.

   4  .     A core objective of the International Organization of Securities Commissions is to:
    A   .     eliminate systemic risk.
    B   .     protect users of fi nancial statements. 
    C   .     ensure that markets are fair, effi  cient, and transparent.   

   5  .     According to the  Conceptual Framework for Financial Reporting , which of the following isgg
not  an enhancing qualitative characteristic of information in fi nancial statements?  t
    A   .     Accuracy.
    B   .     Timeliness.
    C   .     Comparability.   

   6  .     Which of the following is  not  a constraint on the fi nancial statements according to thet
Conceptual Framework?k
    A   .     Understandability. 
    B   .     Benefi t versus cost.
    C   .     Balancing of qualitative characteristics.

   7  .     Th e assumption that an entity will continue to operate for the foreseeable future is called:  
    A   .     accrual basis.
    B   .     comparability. 
    C   .     going concern.

   8  .     Th e assumption that the eff ects of transactions and other events are recognized when they 
occur, not when the cash fl ows occur, is called:  
    A   .     relevance. 
    B   .     accrual basis.
    C   .     going concern.

   9  .     Neutrality of information in the fi nancial statements most closely contributes to which 
qualitative characteristic? 
    A   .     Relevance. 
    B   .     Understandability. 
    C   .     Faithful representation.

  10  .     Valuing assets at the amount of cash or equivalents paid or the fair value of the consid-
eration given to acquire them at the time of acquisition most closely describes which
measurement of fi nancial statement elements?
    A   .     Current cost.
    B   .     Historical cost.
    C   .     Realizable value.

  11  .     Th e valuation technique under which assets are recorded at the amount that would be 
received in an orderly disposal is:  
    A   .     current cost.
    B   .     present value.
    C   .     realizable value.
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  12  .     Which of the following is  not  a required fi nancial statement according to IAS No. 1?t
    A   .     Statement of fi nancial position.
    B   .     Statement of changes in income.
    C   .     Statement of comprehensive income.

  13  .     Which of the following elements of fi nancial statements is most  closely related to measure-t
ment of performance?  
    A   .     Assets. 
    B   .     Expenses. 
    C   .     Liabilities.

  14  .     Which of the following elements of fi nancial statements is most  closely related to measure-t
ment of fi nancial position?  
    A   .     Equity. 
    B   .     Income. 
    C   .     Expenses.   

  15  .     Which of the following disclosures regarding new accounting standards provides the most
meaningful information to an analyst? 
    A   .     Th e impact of adoption is discussed. 
    B   .     Th e standard will have no material impact.
    C   .     Management is still evaluating the impact.
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    CHAPTER 33
 UNDERSTANDING INCOME 

STATEMENTS

 LEARNING OUTCOMES

       After completing this chapter, you will be able to do the following:  

•         describe the components of the income statement and alternative presentation formats of 
that statement; 

•         Describe general principles of revenue recognition and accounting standards for revenue 
recognition;

•         calculate revenue given information that might infl uence the choice of revenue recognition 
method;  

•         describe general principles of expense recognition, specifi c expense recognition applications, 
and implications of expense recognition choices for fi nancial analysis;  

•         describe the fi nancial reporting treatment and analysis of non-recurring items (including 
discontinued operations, unusual or infrequent items) and changes in accounting policies; 

•         distinguish between the operating and non-operating components of the income statement;  
•         describe how earnings per share is calculated and calculate and interpret a company’s earn-

ings per share (both basic and diluted earnings per share) for both simple and complex 
capital structures;  

•         distinguish between dilutive and antidilutive securities and describe the implications of each 
for the earnings per share calculation; 

•         convert income statements to common-size income statements;
•         evaluate a company’s fi nancial performance using common-size income statements and 

fi nancial ratios based on the income statement;
•         describe, calculate, and interpret comprehensive income;  
•         describe other comprehensive income and identify major types of items included in it.       
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 SUMMARY OVERVIEW 

 Th is chapter has presented the elements of income statement analysis. Th e income statement 
presents information on the fi nancial results of a company’s business activities over a period of 
time; it communicates how much revenue the company generated during a period and what
costs it incurred in connection with generating that revenue. A company’s net income and its
components (e.g., gross margin, operating earnings, and pretax earnings) are critical inputs 
into both the equity and credit analysis processes. Equity analysts are interested in earnings
because equity markets often reward relatively high- or low-earnings growth companies with 
above-average or below-average valuations, respectively. Fixed-income analysts examine the
components of income statements, past and projected, for information on companies’ abilities 
to make promised payments on their debt over the course of the business cycle. Corporate 
fi nancial announcements frequently emphasize income statements more than the other fi nan-
cial statements.

 Key points to this chapter include the following:

•    Th e income statement presents revenue, expenses, and net income.  
•    Th e components of the income statement include: revenue; cost of sales; sales, general, and 

administrative expenses; other operating expenses; non-operating income and expenses;
gains and losses; non-recurring items; net income; and EPS.  

•    An income statement that presents a subtotal for gross profi t (revenue minus cost of goods 
sold) is said to be presented in a multi-step format. One that does not present this subtotal 
is said to be presented in a single-step format. 

•    Revenue is recognized in the period it is earned, which may or may not be in the same 
period as the related cash collection. Recognition of revenue when earned is a fundamental 
principal of accrual accounting. 

•    An analyst should identify diff erences in companies’ revenue recognition methods and ad-
just reported revenue where possible to facilitate comparability. Where the available infor-
mation does not permit adjustment, an analyst can characterize the revenue recognition as
more or less conservative and thus qualitatively assess how diff erences in policies might aff ect
fi nancial ratios and judgments about profi tability.  

•    As of the beginning of 2018, revenue recognition standards have converged. Th e core prin-
ciple of the converged standards is that revenue should be recognized to “depict the transfer 
of promised goods or services to customers in an amount that refl ects the consideration to 
which the entity expects to be entitled in an exchange for those goods or services.”

•    To achieve the core principle, the standard describes the application of fi ve steps in recog-
nizing revenue. Th e standard also specifi es the treatment of some related contract costs and
disclosure requirements.  

•    Th e general principles of expense recognition include a process to match expenses either to 
revenue (such as, cost of goods sold) or to the time period in which the expenditure occurs 
(period costs such as administrative salaries) or to the time period of expected benefi ts of the
expenditures (such as depreciation).  

•    In expense recognition, choice of method (i.e., depreciation method and inventory cost 
method), as well as estimates (i.e., uncollectible accounts, warranty expenses, assets’ useful
life, and salvage value) aff ect a company’s reported income. An analyst should identify 
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diff erences in companies’ expense recognition methods and adjust reported fi nancial state-
ments where possible to facilitate comparability. Where the available information does not
permit adjustment, an analyst can characterize the policies and estimates as more or less 
conservative and thus qualitatively assess how diff erences in policies might aff ect fi nancial 
ratios and judgments about companies’ performance.  

•    To assess a company’s future earnings, it is helpful to separate those prior years’ items of 
income and expense that are likely to continue in the future from those items that are less
likely to continue.  

•    Under IFRS, a company should present additional line items, headings, and subtotals be-
yond those specifi ed when such presentation is relevant to an understanding of the entity’s 
fi nancial performance. Some items from prior years clearly are not expected to continue in 
future periods and are separately disclosed on a company’s income statement. Under US
GAAP, unusual and/or infrequently occurring items, which are material, are presented sepa-
rately within income from continuing operations.  

•    Non-operating items are reported separately from operating items on the income statement. 
Under both IFRS and US GAAP, the income statement reports separately the eff ect of the 
disposal of a component operation as a “discontinued” operation. 

•    Basic EPS is the amount of income available to common shareholders divided by the weight-
ed average number of common shares outstanding over a period. Th e amount of income 
available to common shareholders is the amount of net income remaining after preferred 
dividends (if any) have been paid.  

•    If a company has a simple capital structure (i.e., one with no potentially dilutive securities), 
then its basic EPS is equal to its diluted EPS. If, however, a company has dilutive securities, 
its diluted EPS is lower than its basic EPS.  

•    Diluted EPS is calculated using the if-converted method for convertible securities and the 
treasury stock method for options.  

•    Common-size analysis of the income statement involves stating each line item on the in-
come statement as a percentage of sales. Common-size statements facilitate comparison
across time periods and across companies of diff erent sizes.

•    Two income-statement-based indicators of profi tability are net profi t margin and gross 
profi t margin.  

•    Comprehensive income includes  both  net income and other revenue and expense items thath
are excluded from the net income calculation.

   PROBLEMS       

   1  .     Expenses on the income statement may be grouped by:
    A   .     nature, but not by function. 
    B   .     function, but not by nature. 
    C   .     either function or nature.

   2  .     An example of an expense classifi cation by function is:  
    A   .     tax expense.
    B   .     interest expense.
    C   .     cost of goods sold.
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   3  .     Denali Limited, a manufacturing company, had the following income statement information:

Revenue $4,000,000
Cost of goods sold $3,000,000
Other operating expenses $500,000
Interest expense $100,000
Tax expense $120,000

 Denali’s gross profi t is equal to:
    A   .     $280,000. 
    B   .     $500,000. 
    C   .     $1,000,000.   

   4  .     Under IFRS, income includes increases in economic benefi ts from:
    A   .     increases in liabilities not related to owners’ contributions.
    B   .     enhancements of assets not related to owners’ contributions. 
    C   .     increases in owners’ equity related to owners’ contributions.

   5  .     Fairplay had the following information related to the sale of its products during 2009, 
which was its fi rst year of business:

Revenue $1,000,000
Returns of goods sold $100,000
Cash collected $800,000
Cost of goods sold $700,000

 Under the accrual basis of accounting, how much net revenue would be reported on Fair-
play’s 2009 income statement?
    A   .     $200,000. 
    B   .     $900,000. 
    C   .     $1,000,000.   

   6  .     Apex Consignment sells items over the internet for individuals on a consignment basis. 
Apex receives the items from the owner, lists them for sale on the internet, and receives a 
25 percent commission for any items sold. Apex collects the full amount from the buyer
and pays the net amount after commission to the owner. Unsold items are returned to the 
owner after 90 days. During 2009, Apex had the following information:
•     Total sales price of items sold during 2009 on consignment was €2,000,000. 
•     Total commissions retained by Apex during 2009 for these items was €500,000.
 How much revenue should Apex report on its 2009 income statement?  
    A   .     €500,000. 
    B   .     €2,000,000. 
    C   .     €1,500,000.   

   7  .     A company previously expensed the incremental costs of obtaining a contract. All else 
being equal, adopting the May 2014 IASB and FASB converged accounting standards on
revenue recognition makes the company’s profi tability initially appear: 
    A   .     lower. 
    B   .     unchanged. 
    C   .     higher.   


