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“To be successful, 

you should concentrate on 
the world of companies, 

not arcane accounting 
mathematics.”

- Buffett
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The Statement of Cash Flows
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The Statement of Cash Flows

Operations

Investing

Financing
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You have $200 for a business

December 1, 2012 December 31, 2012 December 31, 2013
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You invest all $200 into current assets and PP&E

December 1, 2012 December 31, 2012 December 31, 2013
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December 1, 2012 December 31, 2012 December 31, 2013

You invest all $200 into current assets and PP&E
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How much cash have you invested in the business?

December 1, 2012 December 31, 2012 December 31, 2013

You invest all $200 into current assets and PP&E
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How much cash have you invested in the business?

How much cash have you generated from operations?

December 1, 2012 December 31, 2012 December 31, 2013

You invest all $200 into current assets and PP&E
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What do the financials represent at 12/31/12?

Statement of Cash Flows:

Cash Flows for Investing Activities (100)

December 1, 2012 December 31, 2012 December 31, 2013
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Statement of Cash Flows:

Cash Flows for Investing Activities (100)

Cash Flows from Operations (100)

What do the financials represent at 12/31/12?

December 1, 2012 December 31, 2012 December 31, 2013
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You sell off $100 of working capital for $100

December 1, 2012 December 31, 2012 December 31, 2013
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December 1, 2012 December 31, 2012 December 31, 2013

You sell off $100 of working capital for $100
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Cash generated?

December 1, 2012 December 31, 2012 December 31, 2013

You sell off $100 of working capital for $100
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Cash generated?

What reported?

December 1, 2012 December 31, 2012 December 31, 2013

You sell off $100 of working capital for $100
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Statement of Cash Flows:

Cash Flows for Investing Activities (100)

Cash Flows from Operations (100)

December 1, 2012 December 31, 2012 December 31, 2013

You sell off $100 of working capital for $100
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Statement of Cash Flows:

Cash Flows for Investing Activities (100)

Cash Flows from Operations (100) + 100

December 1, 2012 December 31, 2012 December 31, 2013

You sell off $100 of working capital for $100
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 Cash Flows From/For Operations
– Changes in working capital
– Rental expense, R&D
– Pension “expense”
– Interest expense

 Cash Flows From/For Investing
– All of the above
– Others

 Cash Flows From/For Financing
– Dividends
– Off-balance sheet debt
– Others

Restating the Statement of Cash Flows
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 Cash Flows From/For Operations
– Changes in working capital
– Rental expense, R&D
– Pension “expense”
– Interest expense

 Cash Flows From/For Investing
– All of the above
– Others

 Cash Flows From/For Financing
– Dividends
– Off-balance sheet debt
– Others

Restating the Statement of Cash Flows
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Lauver, 

Leisenring

& Sweiringa
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 Cash Flows From/For Operations
– Changes in working capital
– Rental expense, R&D
– Pension “expense”
– Interest expense

 Cash Flows From/For Investing
– All of the above
– Others

 Cash Flows From/For Financing
– Dividends
– Off-balance sheet debt
– Others

Restating the Statement of Cash Flows
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• “None…aptly named”

• “Inconsistencies”

• “Undesirable”

• “Misleading”

• “Misunderstood”
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“The misperception is 
you are investing in the 

stock market, not 
companies.” 

-- Charles Brandes
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Acquirer

 Book value assets

 R&D expensed

 Full year sales

 Full year earnings

 Full year cash flows

Acquired

 “Fair value” assets

 R&D capitalized

 Partial year sales

 Partial year earnings

 Partial year cash flows

Incomparable M&A Accounting
Far more than just goodwill
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AT&T

Acquisition of DirecTV (Closed 7/24/2015)

End of Year      

Reported Value

Understatement Per    

GAAP Accounting

Unreported                          

% of EoY

Net Income 13,345                 987                                7%

Revenue 146,801                19,028                           13%

Gross PP&E 306,227                12,857                           4%

Source: Valens Research, CapIQ, Company Financials
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Acquirer

 Book value assets

 R&D expensed

 Full year sales

 Full year earnings

 Full year cash flows

Acquired

 “Fair value” assets

 R&D capitalized

 Partial year sales

 Partial year earnings

 Partial year cash flows

Incomparable M&A Accounting
Far more than just goodwill
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Acquisitions Occuring

By Quarter 2014 & 2015

% of Acquisitions

Q1 25%

Q2 30%

Q3 13%

Q4 33%

Q2, Q3, Q4 75%

Q3, Q4 45%

Source: Valens Research, CapIQ

“Incomparable M&A Accounting” 

stems from mid-year M&A, especially Q4
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Becton, Dickinson and Company

Acquisition of CareFusion (Closed 3/17/2015)

End of Year      

Reported Value

Understatement Per    

GAAP Accounting

Unreported                          

% of EoY

Net Income 695                      226                                33%

Revenue 10,282                 1,878                             18%

Gross PP&E 8,277                   643                                8%

Source: Valens Research, CapIQ, Company Financials
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Acquisitions Greater than 10% of Market Cap

# Companies % of Companies

Top 300 80 27%

Top 200 51 26%

Top 150 37 25%

Top 100 19 19%

Top 50 12 24%

Source: Valens Research, CapIQ

Even in a slow M&A environment, 

noticeable distortions at 1 out of 4 companies
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Acquisitions Greater than 10% of Market Cap

# Companies % of Companies

Top 300 80 27%

Top 200 51 26%

Top 150 37 25%

Top 100 19 19%

Top 50 12 24%

Source: Valens Research, CapIQ

Acquisitions Greater than 25% of Market Cap

# Companies % of Companies

Top 300 44 15%

Top 200 32 16%

Top 150 24 16%

Top 100 13 13%

Top 50 8 16%

Source: Valens Research, CapIQ

Even in a slow M&A environment, 
very material distortions at 1 out of 7 companies
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“In the zeal to satisfy consensus 

earnings estimates… 

wishful thinking may be winning 

the day over faithful 

representation…  

We are witnessing an erosion in 

the quality of earnings, and 

therefore, the quality of financial 

reporting.”

Arthur Levitt, Chairman, SEC 

September 1998
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TRW and 6 Million Shares

TRW Inc.

0%

5%

10%

15%

20%

1991 1992 1993 1994 1995 1996 1997

GAAP ROA

0
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Total Investor Return (rel. to market)Cash ROI

Source: HOLT Value Associates
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“…the FASB and the IASB have jointly 
made progress on converging U.S. 

GAAP and IFRS. 

A transition of this magnitude is likely 
to prove to be a challenge and could, 

for those not prepared, easily result in 
misapplication… 

The fact that IFRS provides more 
opportunity for the application of 

judgment… only adds to the risk for 
those not fully ready for this 

undertaking.”  -- Epstein
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Cadbury Schweppes:  1996 – Dr. Pepper Acquisition

ROA’ EPS

Price/

Earnings

Price/

Book RONA

Base Case 

(UK GAAP) .35 14.94 3.82 8.86

Goodwill Capitalized

& Amortized over 40

Years (US) 

.31 16.87 1.61 8.08

Goodwill Capitalized
& Amortized over 4

years (DEU)

5.98%

5.98%

5.98% (.05) NM 1.86 (1.05)

Source: HOLT Value Associates
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“The misperception is 
you are investing in the 

stock market, not 
companies.” 

-- Charles Brandes
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 Earnings

 Book Assets 

 ROE, RONA, ROA

 CAPX

 Price

 Price-to-Book

 Price-to-earnings

Fixing the financial reporting disaster of GAAP and IFRS:
Uniform Adjusted Financial Reporting Standards
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 Earnings  E’ = UAFRS earnings

 Book Assets  A’ = UAFRS assets

 ROE, RONA, ROA  ROA’ (UAFRS-adjusted)

 CAPX  Asset’ Growth (UAFRS-adjusted CAPX)

 Price  Enterprise value, V’ (UAFRS-adjusted)

 Price-to-Book  V/A’ (UAFRS-based P/B)

 Price-to-earnings  V/E’ (UAFRS-based P/E)

Fixing the financial reporting disaster of GAAP and IFRS:
Uniform Adjusted Financial Reporting Standards
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 Earnings  E’ = UAFRS earnings

 Book Assets  A’ = UAFRS assets

 ROE, RONA, ROA  ROA’ (UAFRS-adjusted)

 CAPX  Asset’ Growth (UAFRS-adjusted)

 Price  Enterprise value, V’ (UAFRS-adjusted)

 Price-to-Book  V/A’ (UAFRS-based)

 Price-to-earnings  V/E’ (UAFRS-based)

Fixing the financial reporting disaster of GAAP and IFRS:
Uniform Adjusted Financial Reporting Standards
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36

Cheapest PE versus cheapest Adjusted PE

200 Companies in Mainland China

Cheapest 40

on PE

Data as of June 2007
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37

Cheapest PE versus cheapest Adjusted PE

200 Companies in Mainland China

Cheapest 40

On Economic PE
Cheapest 40

on PE

Data as of June 2007
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38

Cheapest PE versus cheapest Adjusted PE

200 Companies in Mainland China

Cheapest 40

On Economic PE
Cheapest 40

on PE Stocks that look 

expensive but 

might really be 

cheap

Data as of June 2007
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39

Cheapest PE versus cheapest Adjusted PE

200 Companies in Mainland China

Cheapest 40

On Economic PE
Cheapest 40

on PE Stocks that look 

expensive but 

might really be 

cheap

Stocks that look 

cheap but might 

really be 

expensive

Data as of June 2007
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40

Cheapest PE versus cheapest Adjusted PE

200 Companies in Mainland China

Cheapest 40

On Economic PE
Cheapest 40

on PE Stocks that look 

expensive but 

might really be 

cheap

Stocks that look 

cheap but might 

really be 

expensive

Discrepancy of 40%

Data as of June 2007
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41

Highest PE versus highest Adjusted PE

200 Companies in Mainland China

Highest 40

On Economic PE
Highest 40

on PE Stocks that look 

cheaper but 

might really be 

expensive

Stocks that look 

expensive but 

might really be 

cheaper

Discrepancy of 60%

Data as of June 2007
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Cheapest PE versus cheapest Adjusted PE

200 Companies Across Europe

Cheapest 40

On Economic PE
Cheapest 40

on PE Stocks that look 

expensive but 

might really be 

cheap

Stocks that look 

cheap but might 

really be 

expensive

Discrepancy of 50%

Data as of June 2007
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43

Cheapest PE versus cheapest Adjusted PE

200 Large Caps Across Asia

Cheapest 40

On Economic PE
Cheapest 40

on PE Stocks that look 

expensive but 

might really be 

cheap

Stocks that look 

cheap but might 

really be 

expensive

Discrepancy of 70%

Data as of June 2007
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44

Cheapest PB versus cheapest Adjusted PB

200 Large Caps Across Asia

Cheapest 40

On Economic PB
Cheapest 40

on PB Stocks that look 

expensive but 

might really be 

cheap

Stocks that look 

cheap but might 

really be 

expensive

Discrepancy of 70%

Data as of June 2007
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45

S&P500 Industrials

July 2007

Forward P/E

vs. V/E’

Price/Book

vs. V/A’

ROE

vs. ROA’

EPS rev’s vs. 

ROA’ Momentum

Data as of June 2007
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S&P500 Industrials

July 2007

Forward P/E

vs. V/E’

Price/Book

vs. V/A’

ROE

vs. ROA’

EPS rev’s vs. 

ROA’ Momentum

Equities worldwide 

Mkt Cap> $1BB

Forward P/E

vs. V/E’

Price/Book

vs. V/A’

ROE

vs. ROA’

EPS rev’s vs. 

ROA’ Momentum

Data as of June 2007
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Page 75

“Without the firm 
handle on that flexibility 

that credit analysis 
provides, 

…we'd argue you can't 
fully understand the 

wealth-creation process 
as an equity investor.”

Mitchell Julis
Canyon Capital
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