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B0 PART Il Business analysis and valuation tools

1 Business activities versus financing activities. Analysts typically analyze and value a firm’s business
activities separately from the firm’s sources of financing because both have different value implications.
Whereas business activities affect the firm’s value creation, financing activities affect the allocation of value
among the firm's capital providers more than the value itself. As we will see in a later chapter, for example,
a common approach to equity valuation is to estimate equity value as the value of a residual claimona
firm’s business assets or, alternatively stated, as the value of a firms business assets after subtracting the
value of its fixed financing obligations. The standardized financial statements must clearly separate busi-
ness from financial assets or liabilities to follow such an approach.

2 Aggregation versus disaggregation. A central task in many business analysis and valuation applications is
to predict the amount, timing, and uncertainty of a firm’s future cash flows or profits. Although aggrega-
tion of line items in the standardized financial statements generally helps to remove unnecessary details,
the statements must be sufficiently disaggregated to enable users to separately analyze items that have
materially different future performance consequences. This need for disaggregation s why we distinguish,
for example, operating from investment items, current from non-current il:c.'ms: and continued from dis-
continued operations. }}”

In sum, following the preceding general rules, we classify balance sheet items along the following
dimensions: : j

e Business (operating and investment) versus financial assets or liabilities.
« Current versus non-current assets or liabilities. )
» Assets or liabilities from continued versus discontinued operations.

This classification is useful not only because managers' business and financing decisions have different
valuation implications and must be separately aml?, but also because the three categories of assets and
liabilities receive different accounting treatments. For example, in contrast to most upﬂe:_.g- g assets, several
financial and discontinued assets are recognized at their fair values rather than their historical cost. Consistent
with the approach used for the balance sheﬂ, the income statement, we distinguish business items, such as
revenue, cost of sales, and investment i , from financial items, such as intergst expense and income from
discontinued operations. ® 4

Tables 3.1, 3.2, 3.3, 3.4, and 3.5 pres:ent the format used throughout tf}; bﬂok to standardize the income
statement, balance sheet, and caMﬂw statement, respectively.

To create standardized financials for a company, the analyst classlﬁes cach line item in that firm’s financial
statements using the apprapriate account name from the templates set out in the tables. This may require using
information from the nﬂE’ to the financial statements to enstire that accounts are classified appropriately. For

example, applying

plates to standardize the 2020 ﬂrvﬁéa] statements for apparel retailer H&M AB is

shown in the appendix at the end of this chapter. L
4
.__ 1‘,
4 L3
TABLE 3.1 Standardized income statement format (classification of operating expenses by function)
Standard income statement Sample line items
accounts Description classified in account
Business - operating items
Revenue Revenues generated through the use of ~ Sales
operating asssts. Turnover
Membership fees
bt
Licenses
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TABLE 3.1 Standardized income statement format (classification of operating expensas by function) (continued)

Standard income statement Sample line items
accounts Description classified in account
Business - operating items
Cost of sales (by function) Expenses recognized to account for the Cost of merchandise sold
usa of operafing assets in production or Cost of products sokd
procurement activities. Cost of revenues
Cost of services
Depreciation on manufaciuring faciities
SGEA by function) Expenses recognized 1o account for General and administrative
the use of operating assets in selling, Marketing and sales
distribution, or overhead activities. Distribution expanses
Senvicing and maintenance
ion on selling and administrative
facilitios ;
A@rﬁzaﬂndht&mﬁa
Other operating income, net of other Raumhghmmimmmmmr!q ch and development
operating expense (by function) activities minus recurring expenses that -Up oosts
are not directly related to current-period
revenuas but primarily incurred
ate other operating income or
evenues.
Business - investment items
Imvesiment income Nor-interest income generated from Result from associate companies
MWM mmnwmmm
accounted for usingdbe equity method
. Dividend i
)
iriferest income Mmﬂunlmmm income
B, turing the period (net of the amortization (erest eamed
t of costs of aoquiring the assets). ‘J
Financial items ﬁ"-;"..r/’
Inferest expense 1 MMMunﬂmm@E Interest expense
: cllmﬂ‘mpwn:lﬁrmﬂﬂlam Finance cost
w mmmﬂn@mm interest charge on non-current provisions
liabilites). & Post-employment/pension benefits
LY interest cost
~ Y Amortization of isste costs on loans
- Dividend on preference shares
Profitfoss to non-controfling interest Portion of net group income that is attrib-  Minority interest

utahie to minorty inferesis.

(continued)
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PART Il Business analysis and valuation tools

TABLE 3.1 Standardized income statement format (classification of operating expenses by function) (continued)

Standard income statement Sample line ttems
accounts Description classified in account
Diher items
Net non-recurming income or expense Gains rminus losses from non-recurring Foreign exchange gains/losses
fransactions or evenis. Special charges
Gainsfosses on sale of investments/
non-cument assats
Asset impairments
Restructuring charges
Tax expense Current and deferred tax expense or Provision for taxes
credit (ansing from business or financing
Profit/loss of discontinued operations Net after-tax profit or loss generated by T
operations that have been discontinuad
or will be soid.
Profitfass fo ordinary shareholders Profit o loss attributable to ordinary
sharehoiders, |.e., excluding profitioss of
discontinued operations and profitioss.
attributable to non-controiling |merrere|1§‘L
.--ﬁ”':?.ll

—

TABLE 3.2 Standardized income statement format (classification of operating expenses by nature)

Standard income y Sample line items -
statement accounts Description classified in account ™
Business - operating items

Revenue w#dmmmﬂmulmm—

oy

Cost of materials (by nature) ’ Expenses recognized to account for the o Cost of outsourced work and services fecenved
. immiﬁmhu'usajdlﬂqﬂmg!ﬂ_ Raw materials and work subcontracted
B . Cost of companents
\ J} Changes in inventories and own work
-'_;" capitalized (correchion)
Emmrmuyﬂzﬂba&mnthﬁnmsm Salaries and wages
personnel during the period. Social security
Post-employment/Pension benefit servica cost
Share-based payments
Depreciation and amortization Expenses recognized fo account for the cost Depreciation on property, plant, and equipment
{by ratuirg) of non-current operating assets used during Amartization of intangibles
the period.
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Chapter 3 Accounting analysis: The basics 83
TABLE 3.2 Standardized income statement format (classification of operaling expenses by nature) (continued)
Standard income Sample line items
statement accounts Description classified in account
Other aperating income, nef of other Recurring income from noncove operating Transport and distribufion costs
operating expanss by naturel activities minus expenses that are; Operating lease instaliments
= recognized to account for operating insurance premiums
expenditures or the use of operating assets; 4
* recurring in nature; “. A
+ not classified as cost of materials,
personnel axpense, or dapreciation and i
Investment, financial and See Tabe 3.1 _.'
o
{
TABLE 3.3 Standardized balance sheet format — assets ¥
\ Sample line items classified in
account
related to the company’s AL
: 55 activities. {
Fair vakie of cash and cash equivalents Cash dfid Cash equivalents
y used in the financing of short-term Shortsderm investments
business activities. Time deposits
Claims against customers (to be settled -, " Accounts receivable
within one year). (- Trade deblors
Net cost of inventories produced or : Imventory
acquired. e Finished goods
r Raw materials
4 € Work-in-progress
> Stocks
F Ve Stock-in-trade
Claims against ofhers than customers Prepaid expenses
{to be settied within one year or Claims for tax refunds
expendituras incurred for next year's Amounts due from affilates
operations (other than the cost of Amounts due from employees
inventories), Current contract assets
Derivatives — assets Fair valua of investments in derivative {Non-) current derivative financial
financial instruments. instruments
Non-current tangible assels Depreciated cost of tangible resources Propenty, plant, and equipment
to be used in ihe long-term operations of Land and buildings
the firm. Right-of-use assets
(continued)
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B4 PART Il Business analysis and valuation tools

TABLE 3.3 Standardized balance sheet format — assets (continued)

Standard balance sheet Sample line items classified in
accounts Description account
Non-current infangible asssfs Amartized cost of infangible resources to Goodwil
be usad in the long-term operations of Software/product development costs
the firm, Defesred financing costs
Deferred subscriber acquisition costs
mmmm@l
Deterred cha

Business - investment items

Business assets unrelated fo the
company's core business activities.

Investments acoounted for wsing the equity

Minority equity investmenis Cost of minority investmenis in
subsidiaries plus the accumulat mithod
in subsidiaries’ retained Investments in associates
Other non-operating imestments Cost or fair valua of investm nts i Financa lease receivables
(non-equity) assetshat are not used n Derivative financial Instruments
the com business activifies. Biological assets
Investment property »
Other items P A
Defarred tax asset #-cmam tax claims arising from o/
4 _Empm;'s business and financing Fy
Assats hald for sale E g ~ HAssets that were used in operations thal ent assets classified as held for sale
have been discontinued or will be sold. Mon-current assets classified as held
ﬂ for sale
TABLE y’smmm balance sheet format — liabilities and equify
m-uum Description ., Sample line items
classified in account
Business - operating items (Non-interest-bearing) liabilifies arising
from the company's business activities.
Trade payabies Suppliers’ claims against the company Accounis payahle
(to be sattled within one year), Trade creditors
Other current Eabilities Claims against the company held by Accrued expenses
others than suppliers {to be settied Amounts due to refated parties
within one year} or revenues to ba Income tax liabilities
eamad in next year's operafions. Social Security and payroll faxes
Dividends payable
Current contract fabilities
Current provisions
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Chapter 3 Accounting analysis: Tha basics B85

TABLE 3.4 Standardized balance sheet format - liabilities and equity (continued)

Standard balance sheet Sample line items classified in
accounts Descriptian account
Darivatives — Nabiity Fair value of investments in derivative
financial instruments.
{rhon-imterest-baanng) liabilities arising from the company's Other non-current liabilities
business activities.
Financial items Liabifities incurred to finance the
company’s business activities. L
Current detit Current inferest-bearing liabiites or Current lm%!
current portion of non-current interast- Notes payable
bearing Eabilities. 1k
portion of non-current borowings
nt portion of finance laase obligation
Non-cerrent debi MNon-cument interest-bearing kabilities. Long-term borrowings/financial kabiities
Subordinated debentures
Finance lease obligations
Convertible debentures
Provision for post-employment benefits
_ Provision for decommissioning costs
’“z Other non-current prgyisions
Preference shares Pra * investment in Preferance shaﬁ"f
Non-conirolling interest in equity ' subsidiaries’ menorty Y
o, shareholders” share in the company's ‘\?
e Nos
Ordinary sharehoigers ' aquity y Ordinary sharehoiders' investment in the 'J"} Share capital
0 Retained eamings
il . reasury ‘own share purchased but not
. E Treasury share/
A %W canceled
Y
Deferred tax fiabilty Non-cument b csims against e
company arising from the company’s
business and financing activities.
Lighilities held for sale Liahiities related o operations that have
been discontinued or will be sold.
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B6 PART Il Business analysis and valuation tools

TABLE 3.5 Standardized cash flow statement format

Standard cash flow statement Sample line items
accounts Description classified in account
Business — operating/investment items {
Profit before interest and tax Profitfioss plus net interest expense and AP
2 expensa.
Taxes paid Tax payments made during the current
Nan-operating gains flasses) Adjustment to profit for non-cash g " fBain (loss) on disposal of investments/
{and losses) resulting from non non-curment assets
activities. Cumuative effect of accounting changes
Gain (loss) on foreign exchange
Non-current operating accruals Depreciation and amortization
Deterred revenues/costs
Deferred taxes
Inwhnmlufmuqmﬁamts
Other non-cash chag(¥s to operations
eqﬂywn&sdaﬂilia‘hmﬂmmmnﬁﬂoﬂ
e Minorityintarest
e- Stogk bonus awards
interost received \ Interest payments receiver on other non- (-’
s operating investments. -
mmm@e( ' Dividend payments received from
Net (in  in) or fguidation of Net changes in working tapitz! Changes in:
J working capital components arising frofm the company’s Trade receivables
‘ operating activifles” Other recetvables
{ Prepaid expenses
Trade payables
Accrued expenses (iabilities)
Due from affiliates
Accounts payable and accrued expenses
Refundable/payable income taxes
Irvertories
Provision for doubtful accounts
(Other current Eabilifies (excluding current
debt)
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Chapter 3 Accounting analysis: The basics 87
TABLE 3.5 Standardized cash flow shaet format (continued)
Standard cash flow statement Sampie line items
accounts Description classified in account
Net fivestrment i) or ffguidation of non- Net changes in the book value of Purchasefdisposal of non-curment assets
current operating or investment assets non-current assals arising from the Acquisition of research and development
company's business activities. Acquisition/sale of business
Capital expenditures
Acquisition of subsidiaries and aquity
imvestments

mimt:lmmmm
Em;ln tess of the fair value of net assets

In financing leases

Inferest paid Interest payments made on finangiale..  Interest paid
liahilities. s 3 Dividends paid on preference shares
Nat debt (rapayment) or issuance Net change in current Principal payments on debt (leases)
debt arising from | and/or Borrowings (repayments) under credit
repayments. , facility
L4 Issuance frapayment) of long-term debt
Net increase (decrease) in short-term
: borrowings
" Motes payable .
- Issue (redemption) of preferred securities
‘ ' Amggtization of lsases
Dividend (payments) 4\ _ Dividend payments made during the Cagh dividends paid on ordinary shares
Narmrrwmm@b? Met change in shareholders’ equity < Proceeds from issuance of ordinary shares
arising from issuances and/or f/’- Issue of ordinary share for senices
o repurchases. / Issue of subsidiary equity
‘ : Purchase (issue) of treasury shares
' ' Capital contributions

eXtensible Business Reporting Language

n increasing number of firms worldwide prepare and report their financial statements using the eXtensible Busi-
ness Reporting Language (XBRL) or Inline XBAL (XBRL). XBRL is a markup language used to prepare structured
financial statement documents that are computer-readable. Inling XBRL helps embed XBRL data into an HTML docu-
ment, such that the data also become human-readable and more easily accessible to users of financial statements.
The LS. Securities and Exchange Committee (SEC) has mandated all companies listed on a U.S. exchange to prepare
and disclose XBRL-based financial data since 2009 and use Inline XBRL since 2019. European regulator ESMA has
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