Chapter 14 - Financial Statement Analysis


Our Comments on the "Your Turn" Cases

You as a Member of the House of Representatives  There is no correct answer to whether the compliance burden imposed by the Sarbanes-Oxley Act is excessive. There are three essential issues in this debate. The first is whether the additional requirements imposed by the Sarbanes-Oxley Act (SOX) will lead to improved financial reporting.  Second, Congress needs to see whether public companies are going private and whether the number of companies going public declines after SOX. Third, even if SOX improves financial reporting quality, Congress needs to assess whether the benefits of improved financial information to investors and other financial statement users outweigh the compliance costs imposed on companies. These compliance costs include not only whether public companies go private and whether private companies choose not to go public, but also the actual costs incurred by those companies that choose to remain public. These costs (as are all costs) will either be passed on to: (1) consumers in the form of higher prices, (2) employees in the form of lower wages and fringe benefits, and/or (3) investors in the form of lower profits. Investors might be willing to accept lower profits because of the compliance burden, if their risk goes down as a result of an increase in the quality of the information they now have for decision making.


Although it is too early to definitely answer the above questions, anecdotal evidence suggests that the compliance burden of SOX will be significant; that some public companies will go private; and that auditors, boards of directors, and management teams are now more serious about financial reporting quality. The compliance burden created by SOX includes a significant increase in audit costs, higher costs to attract and retain board members, and costs (including opportunity costs) incurred by management in documenting compliance with SOX’s provisions. There have been a number of public companies that have gone private since SOX was passed, and some of these companies specifically refer to SOX and the increased compliance burden as their reason for going private. Finally, there also is evidence that auditors, boards of directors, and management teams are investing more resources to ensure high-quality financial reporting. Auditors have significantly expanded the amount of their audit testing, leading to the increase in audit fees that companies are experiencing. Boards of directors, and particularly the audit committee of the board, are meeting more often, for longer periods of time, and with a greater commitment to fulfilling their responsibility for overseeing the company’s financial reporting process. Management teams are spending more time documenting, redesigning, and testing internal control systems; reviewing the company’s financial reports; and, in a number of companies, creating or expanding the internal audit function.

You as a Financial Analyst  For your client who is primarily interested in the dividends that will be received, you might advise him/her to evaluate investment possibilities much as a short-term creditor would. This would focus attention on liquidity—the current and quick ratios and the extent to which operating activities are generating positive cash flows. Also, you should suggest that he/she look at the company’s dividend policy and the consistency with which dividends have been paid in the past. For the investor that is more interested in the market value of the stock, you should suggest that he/she look at information that focuses on the long-term potential for the successful operation of the companies being considered—net income, growth over time in sales, and return on assets and stockholders’ equity. You should also suggest that he/she look at the pattern of changes in the value of the stock of the companies. For both investors, information in management’s discussion and analysis may be helpful in identifying companies that are consistent with the specific investment objectives of each client.
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