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1. Kead the following article carefully and answer the questions,

"LYespits repeated demonstrations of the frulsm that no single maasure
encapsulates all of a company's pertinent financial traits, investars continue
to search for the sliver bullet. If a sompany's value is not a direct funclion
of its net incame, thay tell themselvas, the problem must ba that net ineoms
is loo greatly affected by incidental faclors sush as fax rates and financial
leverage. The answsr must be to move up the Income statemant to a
measwre that puls companies an a more even plans with ona another, As
Marrlll Lynch investment stratsgist R. Bernsteln points out, operating
earnings tend lo be more stzble than repatted earnings, EBIT tands to be
more gtable than Operating sarnings, and EBITDA tends to be more stable
thart EBIT. Companlas wslcome analytical migration toward less variable
megsures of performandss, because Inventors reward gtability with high
price-earnings multiples.  The trend of moving up the income statemeant
reached its logical conclusion during the tschnology stock boom of the take
1890s.  Investors lalched onto the highas!, most stable figure of all by
vaiuing stocks an price-sales rativs.  (To obscure what was going on,
some companies actually resorted to discussing their earnings pafara
expenses, or EBE,)

Strategisl Bernstein found that by attempting te filter out the volatility
inherent in companies’ aarnings, Investors reduced the effectivenass of
their stock selsction,  In a study spanning the period 1986 to July 2001, ha
compared Lhe performance of portfollos of stocks based on low raflos of
price to earnings with alternative portolios of stacks priced at low muitiples
of EBITDA, cash flows, book valua, and sales. The gond old-fashionsd
low P/E critericn produced the highest avarage return (16.,7%) of any of the
stratagles. Stocks chosen on the basis of low total antarprise valug fo
EBITDA produced the lowest average return, 12.3%.  Adjusted for risk, as
wall, investers achieved far belter results by relying on the tottem lineg, net
incoma, instead of moving up the income statement to EBITDA.
Barnstein's findings reinforced the messaga Ihat instead of seeking an
altamative to nat incoms that summarizes corporate pefermance in its
entirety, analysts of financial statemants should examina s varigly of
measuras to derive maximum insight.”

{1} Do you agree to the statement, “If 8 company’s value is not 2 direct
function of its net income, Lhey tell themsetves, the problem must be
that net income is too graatly affected by incidental faclors such as tax
rates and financial ieveraga.” Explain why or why not.  [20 peints]

{ii) Comment on the statsment, "The trend of maving up the income
statement reached Its logical conclusion during the technaology stack
boom of the late 1990z,  |nvaslors latched anto the highest, mosl
stable figure of all by valuing stocks on price-sales ratins.” {20 peints ]

(iii) Strategist Bemstein found that "Stocks chosan on the basls of low total
entarprise value to EBITDA produced the lowest average returh,
12.3%." What does it mean by *enterprise value? What are the
lmmitations of financial repotts in communicating the true value of high-tech
companies in the era of knowledge cconomy? [ 20 poinis ]

4. Discuas the truthflingss of the following two statements,

{i} The primary goai in financtal reporting is the dissemination of financial
statemnents that accurately measure the profitahility and financial condition
of a company. [ 29 points ]

{ii} The purpose of fnancial reparting is te obiain chesp capital. {20 poinig ]
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