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I. Basic Information

	Course Code
	
	Credit/Credit hours
	3 / 48

	Prerequisites
	Intermediate Financial Accounting/Accountancy、
Financial Management
	Corequisite
	Advanced Accounting

	Semester
	2019-2020 Academic Year Second Semester



II. Instructor Information 

Professor: Kai ZHU 
Phone：021-65908981
Email： aczhuk@mail.shufe.edu.cn 
Office：Room#219, School of Accountancy, No. 111 Wuchuan Road, Shanghai Office hour: By appointment
Course website: BB system

Professor: Yanming WANG 
Phone：021-65908979
Email：ymwang@mail.shufe.edu.cn 
Office：Room#327, School of Accountancy, No. 111 Wuchuan Road, Shanghai Office hour: By appointment
Course website: BB system

Assistant Professor: Sumingyue WANG 
Phone：021-65904276
Email： wang.sumingyue@mail.shufe.edu.cn
Office：Room#410, School of Accountancy, No. 111 Wuchuan Road, Shanghai Office hour: By appointment
Course website: BB system


III. Course Description
How does one pull apart the financial statements to get the relevant information for valuing equities? How does profitability tie into valuation? How are fundamental values (or “intrinsic values”) estimated? How does one trade on fundamental information?
This course will address the above questions through the following steps. First, we establish a conceptual framework to analyze a firm’s financial statement information, to develop and apply methods for valuing firms, and to identify accounting quality issues. While discussing these mainstream topics, this course will also take into account the social and cultural realities in China, and inspire students to analyze and understand the features and phenomena of Chinese firms. The methods of fundamental analysis will be examined in detail and applied in cases and projects involving listed firms. In addition, the course will introduce students to various financial issues in the context of globalization.


IV. Course Materials Required Textbook：
Stephen H. Penman, Financial Statement Analysis and Security Valuation, 5th edition,
China Machine Press, 2016 (ISBN 978-7-111-52486-1)
Supplemental Materials:
Xinmiao Dai, Financial Statement Analysis, 3rd Edition, Tsinghua University Press, 2017.
Krishna G. Palep and Paul M. Healy, Business Analysis and Valuation, Dongbei University of Finance & Economics Press, 2014.


V. Assessment Methods (AMs)

	Assessment Methods
	Weight

	AM 1. Class Participation
	5%

	AM 2. Individual Assignment
	5%

	AM 3. Course Project
	20%

	AM 4. Final Exam
	70%

	Total
	100%





	Structure of Final Exam
	Weight

	Multiple Choices
	20%

	Conceptual Questions
	30%

	Calculation Questions
	50%

	Total
	100%





VI. Academic Conduct
This course does not allow any academic misconduct by the student, including (but is not limited to) plagiarism; cheating in exams; forgery or misuse of academic records; obtain and use test materials without the instructor’s permission. The minimum penalty for academic misconduct is zero points for the exam. Other penalties include being reported to the relevant department of the school and being dealt with in accordance with relevant school regulations.
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VII. Planning

	Topics

	Chapter 1 Introduction to Investing and Valuation
1. Investment style and Fundamental analysis
2. Relationship between investors, firms, securities and capital market
3. Business of Analysis and Analysis of Business

Chapter 2 Introduction to Financial Statements
1. The broad picture of the firm that is painted by the financial statements
2. The component parts of each financial statement
3. How the financial statements fit together (or “articulate”)
4. The stocks and flow equation that dictates how shareholders’ equity is updated
5. The concept of comprehensive income
6. The difference between market value added and earnings
7. Why fundamental analysts want accountants to enforce the reliability criterion
8. How financial statements anchor investors

Chapter 3 How Financial Statements are used in Valuation
1. What a valuation technology looks like
2. What a valuation model is and how it differs from an asset pricing model
3. How a valuation model provides the architecture for fundamental analysis
4. The practical steps involved in fundamental analysis
5. How the financial statements are involved in fundamental analysis
6. How one converts a forecast to a valuation
7. The difference between valuing terminal investments and going concern investments (like business firms)
8. The dividend irrelevance concept
9. Why financing transactions do not generate value, except in particular circumstances
10. Why the focus of value creation is on the investing and operating activities of a firm
11. How the method of comparables works (or does not work)
12. How asset-based valuation works (or does not work)
13. How multiple screening strategies work (or do not work)
14. How fundamental analysis differs from screening






Chapter 4 Cash Accounting, Accrual Accounting, and DCF valuation
1. How the dividend discount model works (or does not work)
2. How a constant growth model works
3. What is meant by cash flow from operations
4. What is meant by cash used in investing activities
5. What is meant by free cash flow
6. How discounted cash flow valuation works
7. Problems that arise in applying cash flow valuation
8. Why free cash flow may not measure value added in operations
9. How discounted cash flow valuation involves cash accounting for operating activities
10. How accrual accounting for operations differs from cash accounting for operations
11. The difference between earnings and cash flow from operations
12. The difference between earnings and free cash flow
13. How accruals and the accounting for investment affect the balance sheet as well as the income statement
14. Why analysts forecast earnings rather than cash flows

Chapter 5 Accrual Accounting and Valuation: Pricing Book Value
1. What “residual earnings” is
2. How forecasting residual earnings gives the premium over book value and the P/B ratio
3. What is meant by a “normal price-to-book ratio”
4. How residual earnings are driven by return on common equity (ROCE) and growth in book value
5. The difference between a Case 1, 2 and 3 residual earnings valuation
6. How the residual earnings model applies to valuing business strategies
7. How the residual earnings model captures value added in a strategy
8. The advantages and disadvantages of using the residual earnings model and how it contrasts to dividend discounting and discounted cash flow analysis
9. How residual earnings valuation protects the investor from paying too much for earnings added by investment
10. How residual earnings valuation protects the investor from paying for earnings that



are created by accounting methods.

Chapter 6 Accrual Accounting and Valuation: Pricing Earnings
1. What a P/E ratio means
2. What “abnormal earnings growth” is
3. How forecasting abnormal earnings growth yields the intrinsic P/E ratio
4. What is meant by a normal P/E ratio
5. The difference between ex-dividend earnings growth and cum-dividend earnings growth
6. The difference between a Case 1 and Case 2 abnormal earnings growth valuation
7. How abnormal earnings growth valuation protects the investor from paying too much for
earnings growth
8. The advantages and disadvantages of using an abnormal earnings growth valuation and how the valuation compares with residual earnings valuation
9. That abnormal earnings growth is equal to the change in residual earnings
10. How abnormal earnings growth valuation protects the investor from paying for growth
11. What a PEG ratio is

Chapter 7 Valuation and Active Investing
1. Reverse engineer the market price to ascertain the market’s earnings forecasts
2. Plot the future earnings growth path that is implicit in the market price
3. Calculate the expected return from buying at the current market price
4. Evaluate the current level of a stock market index like the S&P 500
5. Challenge the market price of a stock
6. Take the first steps in engaging in active listening

Chapter 8 Viewing the Business through the Financial Statements
1. How businesses are set up to generate value
2. How the financial statements are organized to reveal value added for shareholders
3. Why reformatting financial statements is necessary for analysis
4. How operating, investing, and financing activities are depicted in reformatted financial statements
5. The four types of cash flows in a business and how they relate to each other



6. How reformulated statements tie together as a set of stocks and flows
7. What operating activities involve
8. What financing activities involve
9. What determines dividends
10. What determines free cash flow
11. How free cash flow is disbursed
12. Why free cash flow is a dividend from operating activities to the financing activities
13. Why free cash flow does not affect the accounting for value added

Chapter 9 Analysis of Statement of Shareholders’ Equity
1. How statements of shareholders’ equity are typically laid out
2. Why reformulation of the statement is necessary
3. What is reported in “other comprehensive income” and where it is reported
4. What “dirty-surplus” items appear in the statement of shareholders’ equity
5. How stock options work to compensate employees
6. How stock options and other contingent equity claims result in a hidden expense
7. How management can create value (and losses) for shareholders with share transactions
8. How accounting hides losses from share transactions

Chapter 10 Analysis of Balance Sheet and Income Statement
1. Why the analyst reformulates income statements and balance sheets
2. How operating and financing components of the two statements are identified
3. What assets and liabilities typically fall into operating and financing categories
4. Why income taxes are allocated to different parts of the income statement
5. What balance sheet and income statement ratios reveal
6. How one learns of a firm’s strategy through the reformatted financial statements
7. How firms manage “cash”

Chapter 11 Analysis of Cash Flow Statement
1. How free cash flow can be calculated from reformulated income statements and balance sheets (without a cash flow statement)
2. How the cash conservation equation ties the cash flow statement together to equate free cash flow and financing cash flow



3. The difference between the direct and indirect calculations of cash from operations
4. Problems that arise in analyzing cash flows from GAAP statements of cash flow
5. What reformulated cash flow statements tell you
6. How to examine the quality of reported cash flow from operations

Chapter 12 The Analysis of Profitability
1. How ratios aggregate to explain Return on Common Equity (ROCE)
2. How economic factors determine ratios
3. How financial leverage affects ROCE
4. How operating liability leverage affects ROCE
5. The difference between Return on Net Operating Assets (RNOA) and Return on Assets (ROA)
6. How profit margins, asset turnovers and their composite ratios drive RNOA
7. How borrowing costs are analyzed
8. How profitability analysis can be used to ask penetrating questions regarding the firm’s activities

Chapter 13 The Analysis of Growth and Sustainable Earnings
1. Why growth analysis focuses on residual earnings growth and abnormal earnings growth, rather than earnings growth
2. What a growth firm is
3. What constitutes sustainable earnings
4. What is meant by transitory earnings
5. How to analyze sustainable profitability
6. How sustainable earnings and growth analysis help answer the question of whether a firm has durable competitive advantage
7. What drives growth of the common shareholders’ investment
8. How P/E and P/B ratios relate to each other

Chapter 14 The Value of Operations and the Evaluation of Enterprise Price-to-Book Ratios and Price-Earnings Ratios
1. How, for an asset at fair market value on the balance sheet, expected residual income in the future must be zero
2. How a valuation based on forecasting residual income from operations differs from a residual earnings (RE) valuation based on forecasting full comprehensive income



3. Why forecasted residual income (or expense) on financial assets and liabilities is typically zero
4. How return on net operating assets and growth in net operating assets are the two drivers of residual operating income
5. How a valuation based on forecasting abnormal operating income growth differs from an abnormal earnings growth (AEG) valuation
6. How the required return for operations and the required return for equity are related
7. How financial leverage affects ROCE, earnings growth, and the required return for equity
8. How financial leverage affects a valuation
9. Why earnings growth that is created by leverage should not be valued
10. The effects of stock repurchases on value
11. The difference between enterprise (unlevered) price multiples and levered multiples

Chapter 15 Anchoring on the Financial Statements: Simple Forecasting and Simple Valuation
1. How simple forecasts yield simple but insightful valuations
2. How forecasts are developed from the current financial statements
3. How sales forecasts are combine with financial statement information to provide simple forecasts
4. When simple forecasts and simple valuations work as reasonable approximations
5. How simple forecasting works as an analysis tool in sensitivity analysis
6. How simple valuation models work in reverse engineering mode to challenge the market price
7. How simple valuation models enhance screening analysis

Chapter 16 Full Information Forecasting, Valuation and Business Strategy Analysis
1. How forecasting is a matter of financial statement analysis for the future
2. How financial statement drivers translate economic factors into a valuation
3. How to identify key drivers
4. How to conduct full-information pro forma analysis
5. The 15 steps in pro forma analysis
6. The seven steps involved in forecasting residual operating income and abnormal



operating income growth
7. How mergers and acquisitions are evaluated
8. How pro forma analysis is used as a tool in strategy analysis

Chapter 17 Creating Accounting Value and Economic Value
1. How rates of return and residual earnings can be created by accounting methods
2. How growth in earnings, growth in residual earnings, and abnormal earnings growth can be created by accounting methods
3. The difference between economic value added and accounting value added
4. How appropriate valuation techniques produce valuations that are not affected by accounting methods
5. How P/E and P/B ratios are affected by accounting methods
6. How accounting methods affect continuing value calculations
7. What are "conservative" accounting and "liberal" accounting and how they affect valuation
8. How firms create and release hidden reserves

Chapter 18 Analysis of Quality of Financial Statements
1. How accounting methods and estimates affect the sustainability of earnings
2. What “quality of earnings” means.
3. The accounting devices that management can use to manipulate earnings
4. How firm can time transactions to determine their earnings
5. What disclosure quality means
6. Situations where accounting manipulation is more likely
7. Why change in net operating assets is the focus of a quality analysis
8. How diagnostics are developed to detect manipulation in financial statements
9. How quality scoring works

Chapter 19 Analysis of Risk and Return
1. The difference between the required return and the expected return
2. That precise measures of the cost of capital are difficult to calculate
3. What risk is
4. How business investment can yield extreme (high and low) returns
5. How diversification reduces risk
6. Problems with using the standard Capital Asset Pricing Model and other beta



 (
technologies
The difference between fundamental risk and price
 
risk
The determinants of fundamental
 
risk
How pro forma analysis can be adapted to prepare value-at-risk
 
profiles
How the investor finesses the problem of not knowing the required
 
return
How to be sensitive to risk associated with
 
growth
)


“Financial Statement Analysis” Course Design

I. Course Learning Objectives（CLOs）
By the end of the course students should be able to……
CLO 1. Understand basic concepts, principles, models, and techniques of financial analysis
CLO 2. Perform financial analysis under analytical frameworks
CLO 3. Apply the accounting-based equity valuation and other valuation technologies in valuing a company with publicly available information and propose feasible solutions
CLO 4. Identify accounting quality issues
CLO 5. Comprehend various financial analysis and valuation techniques in the context of globalization


II. Teaching and Learning Activities（TLAs） 
TLA 1. Interactive Lectures
Financial analysis concepts and practices are introduced using both PowerPoint slides and blackboard. Key concepts and techniques are illustrated using mini-cases and real company examples. At the same time, the instructor will invite and encourage students to share their opinions and personal experiences.

TLA 2. In-class Exercises
The concepts and techniques taught in this class are best illustrated and learned through problem solving. In order to follow the lectures closely, students are encouraged to work along with the instructor on in-class exercises, such as financial analysis of listed companies. Students are encouraged to raise questions, participate in discussions and share ideas with their peers. These discussions help students formulate their own opinions on controversial issues.

TLA 3. Case Analysis and Group Discussions
Students are expected to have read the assigned cases related to each topic before class. In the class, the instructor will guide students to engage in group discussions regarding the cases. Students are encouraged to think critically and logically and would be asked to respond to questions. Students are invited to exchange ideas, raise thoughtful questions, and propose feasible solutions. The instructor will conclude the analysis with final comments. By the end of discussion, students will learn how to make sound decisions and solve practical issues from different perspectives.



TLA 4. Individual Assignment
For certain week(s), a short individual assignment will be given and collected. Each student writes a report, based on the cases/exercises provided by the instructor.

TLA 5. Course Project
[bookmark: _Hlk33714578]Students are required to deliver a project that involves financial analysis and uses tools developed in the course. The project may be done individually or in groups of up to five people. Clearly, a team project should be more ambitious than an individual project. The project must be original material or material duly referenced. The final report must be written in English, 5000 – 6000 words. Please refer to page 14-15 for further information on the requirements of the project.

TLA 6. Self-study
Students are required to read the corresponding chapters and related references in the recommended materials according to the progress of the course.


Instructor Statement
· The instructor has the right to modify the syllabus (including the assessment method) without notifying the student.
· The course planning outlined in this syllabus is a general expectation of the lecture progress. The instructor may modify, delete or increase the topics listed in the course planning based on the progress in the semester; all modifications will be announced in class.
















Guidelines for the Course Project


Formal requirements

You are required to deliver a project that involves financial analysis and uses tools developed in the course. The project may be done individually or in groups of up to five people. Clearly, a team project should be more ambitious than an individual project. 

The project must be original material or material duly referenced. The final report must be written in English, 5000 – 6000 words. At the end of the report, there must be a separate section stating the contribution of each group member. You will be graded based on the quality of the final report as well as your contribution to the project.

Team: Please assemble your team of up to five individuals during the first week of class. Please submit the list of your group members (name + student ID) along with the team’s name during the second week of class.

Deadline: The final report is due on the day of the last class. 


The form of the project

The standard approach is to lead off with a discussion of the industry and the firm’s competitive situation, the business model, followed by the financial statement analysis, forecasting, valuation and a challenge to the market price. While these elements should be there, don’t be too mechanical. Creativity in presentation will be rewarded. 

The most important point is to write a persuasive report that leads to a credible conclusion or investment recommendation. The reader wants to see that you know what you are talking about, that you are a thorough and insightful analyst. The reader will want to see that you have the necessary understanding and are using the appropriate tools.


Some pointers

Most people do an equity analysis and valuation project, either on an individual firm or on two or more firms in an industry. Choose a firm or an industry about which you know something, about which you have some understanding of the business model and competitive conditions. Or choose a firm or industry that you are keen to understand, something that will raise your enthusiasm. 

Look for special situations that might interest you: a merger or acquisition, a strategy proposal, for example. You could use a published analyst’s report as a point of departure, and take it to task. 




The more seasoned the firm is, the more the tools in the course come in to play. Clearly a startup with losses and not much on the balance sheet will not give you much financial statement analysis to do. But, pro forma analysis will always come into play; as with all firms, the heart of the analysis will be in the modeling the future financial statements. 

Avoid firms that are pure gamble plays. A R&D startup with few sales (or even products from the R&D) is very speculative, and financial analysis won’t help much. Better to study the R&D technology, the engineering or the biotechnology. 

Avoid firms where there are a large number of subsidiaries with the equity method. These are harder to penetrate (unless you can get access to subsidiaries’ financial statements). Or you might want to take on such a firm as a challenge.

Do not apply the tools you have learnt mechanically. Ask: what is appropriate for the particular firm. What are the key drivers? Sales forecasting is always important, but some lower level drivers may not be important. The way we approach the valuation of Chubb Corporation is quite different from Procter & Gamble. 

Maintain a sense of perspective. Work first with simple methods and apply more complicated methods only as necessary. Don’t roll out the full apparatus from the course unless it is necessary. 


Some other points

An historical financial statement analysis is needed in most cases, as a base for forecasting. Three to five years is usually sufficient to get a feel for the drivers, unless there has been a major change in the direction of the business.

Pro forma analysis (Ch. 15 of the text) is central in most cases. Work back through the tools from there. Think of adding sensitivity analysis, valuation grids, earnings quality analysis, simple forecasting, and reverse engineering to challenge the price.
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