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INTRODUCTION

Being able to read and understand financial statements is a
fundamental skill to understanding how businesses function. Since
financial statements are the end product of accounting, understanding
them provides the context for understanding accounting. Mastering
this skill will help you become a better manager.

Being able to read financial statements will also help you make
better investment decisions in the stock market because you will be
able to get meaningful information out of an Annual Report or a 10K.

If you are an entrepreneur planning a start up then understanding
financial statements is critical for your credibility as you meet with
angel investors, bankers, and VCs.



vi INTRODUCTION

I hope you find this e book helpful as an introduction, refresher, or
reference. Email with any comments or questions you have at John@
mba-asap.com

I enjoy hearing from and connecting with you!
John Cousins



CHAPTER 1
FINANCIAL STATEMENTS

ACCOUNTING INFORMATION IS PREPARED, organized, and
conveyed is in Financial Statements. Financial statements are reports in
which accounting information is organized so users of financial infor-
mation have a consistent, quick, and thorough means of reading and
understanding what is going on in the business.

There are two basic financial statements: the Balance Sheet and the
Income Statement.

Interested parties need to understand the financial and accounting
activities of a business. The Balance Sheet and Income Statement are a
formal record of the financial activities of a business. They are
presented in a structured manner and in a form that is consistent and
easy to understand once you understand the format.

Financial Statements provide a high level view of accounting and a
summary of how a business is performing. They provide a quick
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picture that can be easily compared across businesses and industries.
Understanding how to read and analyze a Balance Sheet and Income
Statement is a great place to start understanding accounting and
finance.

Financial statements are the end product of bookkeeping. Think of
financial statements as the destination or goal of bookkeeping and
accounting. When you know where you are going and who the audi-
ence is, it is easier to make good bookkeeping decisions. When you
understand the liquidity, solvency and capital structure of a company
you can make good financing and investment decisions.

Financial Statements contain information required to quickly analyze
and assess the relative health of a business. A basic understanding of
financial statements also provides the high level perspective on the
goals of the bookkeeping work and accounting entries. The daily oper-
ations of a business are measured in the money that comes in as
revenues, the money that goes out as expenses, the money that is
retained as profit, the money that is invested in operational assets, and
the money that is owed. It’s all about the money. Financial statements
let you follow the money.
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The report that measures these daily operations, of money in and
money out over a period of time, is the Income Statement.



CHAPTER 2
INCOME STATEMENT

THE INCOME STATEMENT can be summarized as: Revenues less
Expenses equals Net Income. The term Net Income simply means
Income (Revenues) net (less) of Expenses. Net Income is also called
Profit or Earnings. Revenues are sometimes called Sales.

You understand this concept intuitively. We always strive to sell things
for more than they cost us to make. When you buy a house you hope
that it will appreciate in value so you can sell it in the future for more
than you paid for it. In order to have a sustainable business model in
the long run, the same logic applies. You can’t sell things for less than
they cost you to make and stay in business for long.

Think of the Income Statement in relation to your monthly personal
finances. You have your monthly revenues: in most cases a salary from
your job. You apply that monthly income to your monthly expenses:
rent or mortgage, car loan, food, gas, utilities, clothes, phone, entertain-
ment, etc. Our goal is to have our expenses be less than our income.

•  •  •
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Over time, and with experience, we become better managers of our
personal finances and begin to realize that we shouldn’t spend more
that we make. We strive to have some money left over at the end of the
month that we can set aside and save. What we set aside and save is
called Retained Earnings.

Some of what we set aside we may invest with an eye toward future
benefits. We may invest in stocks and bonds or mutual funds, or we
may invest in education to expand our future earning and working
prospects. This is the same type of money management discipline that
is applied in business. It’s just a matter of scale. There are a few addi-
tional zeros after the numbers on a large company’s Income Statement
but the idea is the same.

This concept applies to all businesses. Revenues are usually from Sales
of products or services. Expenses are what you spend to support the
operations: Salaries, raw materials, manufacturing processes and
equipment, offices and factories, consultants, lawyers, advertising,
shipping, utilities etc. What is left over is the Net Income or Profit.
Again: Revenues – Expenses = Net Income. “Your Income needs to be
more than your Outflow or your Upkeep is your Downfall.” My Mom
used to say that. : )

Net income is either saved in order to smooth out future operations
and deal with unforeseen events; or invested in new facilities, equip-
ment, and technology. Or part of the profits can be paid out to the
company owners, sometimes called shareholders or stockholders, as a
dividend.
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Below is a sample Income Statement to give you a sense of the format
and presentation of the numbers.
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SAMPLE INCOME STATEMENT

Sample Income Statement

The Income Statement is also known as the "profit and loss statement"
or "statement of revenue and expense." Business people sometimes use
the shorthand term "P&L," which stands for profit and loss statement.
A manager is said to have “P&L responsibilities” if they run an
autonomous division where they make the decisions about marketing,
sales, staffing, products, expenses, and strategy. P & L responsibility is
one of the most important responsibilities of any executive position
and involves monitoring the net income after expenses for a depart-
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ment or entire organization, with direct influence on how company
resources are allocated.

The terms "profits," "earnings" and "net income" all mean the same
thing and are used interchangeably.

•  •  •
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Remember: Income (revenue or sales) – Expenses = Net Income or
profit

Google the term “income statement” and you will see lots of examples
of formats and presentations. You will see there is variety depending
on the industry and nature of the business but they all follow these
basic principles.
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CHAPTER 3
THE BALANCE SHEET

THE BALANCE SHEET can be summarized as: Assets = Liabilities
+ Equity. This is called the accounting equation; memorize it. These
three balance sheet segments give the interested reader an idea as to
what a company owns (assets) and owes (liabilities), and the amount
invested and accumulated by the owners or shareholders (equity).

The Balance Sheet is a snapshot of the financial position of a company
at a particular point in time. It is compiled at the end of the year or
quarter. It is a summary of the Assets, Liabilities and Equity.

Think of how your home is financed as simple balance sheet. The asset
is the value of the house. This is determined by an appraisal or sale.
The value of your home varies as the market varies. An appraiser takes
into account recent sales in the area and adjusts for differences like an
extra bedroom or bathroom. An appraisal also takes into account
replacement value; how much would it cost to recreate the house with
the current costs for materials and labor. The liability is the mortgage
balance and the equity (in this case we call it the homeowner’s equity)
is the difference between the two.
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If the house is worth more than you owe, then you have positive
equity. If the mortgage balance is more than the value of the home,
then you have negative equity, sometimes called being “upside down”
or “underwater”.

The same concepts apply to a corporate balance sheet. If the assets are
greater than the liabilities then there is positive shareholder’s equity. If
the liabilities are more than the assets, the company is considered
insolvent. In this case a company declares bankruptcy.

BALANCE SHEET PRESENTATION

A Balance Sheet is constructed of two basic parts. Assets are listed in a
column and totaled at the bottom of the column. Liabilities and Equity
are listed in another column with the liabilities section listed above the
equity section. Liabilities and Equity are each totaled separately and
then together at the bottom. Sometimes these columns are presented in
a stacked form with the Asset column on top. And sometimes these
columns are presented side by side with the Assets on the left hand
side and both Liabilities and Equity on the right hand side.

The Liabilities and Equity show how the Assets are financed.
Liabilities and Equity totals in the right hand column must exactly
equal the Asset total at the bottom of the left hand column.

When someone talks about the left hand side of the balance sheet, they
are referring to assets; if they talk about the right hand side of the
balance sheet, they mean liabilities and equity.

•  •  •

•  •  •
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For comparison purposes, the Balance Sheet numbers of the previous
year are also usually presented next to this year’s numbers. Remember
the goal of these Financial Statements is to present the financial infor-
mation in a clear and meaningful way so interested parties can quickly
grasp the performance and status of the enterprise.

According to GAAP, the U.S. accounting standard, assets and liabilities
are listed in the order of their liquidity, from short term to long term, as
you go down the items listed in each column. Cash is the most liquid
asset so it is listed on the top left of the Balance Sheet. Long term debt
comes after short term debts in the Liability column and Equity is
listed below the Liabilities. Equity is listed below Liabilities because
shareholders have a junior claim on the assets of the corporation. In
case of a bankruptcy or liquidation of the company, the money
collected from the sale of assets goes first to pay the lenders. Any
residual money after the lenders are paid off is distributed to the share-
holders.

Outsides the United States, the rest of the world presents balance sheet
items in the reverse order, from least liquid on top to most liquid at the
bottom. The International Accounting Standards are referred to as IAS.

SAMPLE BALANCE SHEET

On the following page you find an example of a Balance Sheet. This is
Apple’s Balance Sheet from its 10K to give a feel for a real companies
reporting. Since they vary in their contents and presentation it is a
good idea to take a quick look at a bunch of examples. Google the term
“balance sheet” and you will see lots of examples in various formats
and presentations.
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ASSETS AND DEPRECIATION

Assets are listed on the left hand side of the balance sheet. There are
liquid assets such as cash, marketable securities, and Accounts Receiv-
able. These are called Current Assets. Many assets are long lived items
like equipment, vehicles, factories, and machines.  These are called
Fixed Assets. A significant amount of money is spent when fixed
assets are purchased. Fixed assets have a shelf life that is significantly
longer than the year in which they are purchased.  For these reasons
fixed assets are capitalized at their cost and each year of their
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proposed useful life a portion of the price is expensed to show how
much of the asset was “used” in that year. This concept is called
Depreciation. It provides a more accurate picture of how the operating
assets of a company are contributing to the operations and spreads the
expense through the years of its useful life when the asset is
contributing to generating revenues.
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For example if we buy a machine that is assumed to last five years for
$50,000 we would record this transaction and list the machine on the
Balance Sheet at $50,000 as a Fixed Asset. Each year we would reduce
that number by $10,000 of depreciation ($50,000/5).  So in the second
year the asset would show up as being worth $40,000; $30,000 in the
third year and so on. The number shown on the balance sheet is the
original asset at cost, less (net of) depreciation. Assets are not listed
individually on the Balance Sheet but are aggregated together and
shown as a total number.

This is one reason why we need a Cash Flow Statement.  The $50,000
would reduce our cash position in the first year and that would show
up in the Investment section of the Cash Flow Statement. Each subse-
quent year, the $10,000 depreciation expense listed in the Income State-
ment would be added back in the Cash Flow Statement because it was
not a cash expense in that year.  It was just an accounting expense to
keep track of the amount we are allocating to the “use” of the machine.
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AMORTIZATION

Amortization is similar to depreciation.
Depreciation is used for tangible assets and amortization is used for

intangible assets such as intellectual property like patents and trade-
marks. Amortization roughly matches an asset’s expense with the
revenue it generates. Amortization can also refer to the paying off of
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debt with a fixed repayment schedule that included both interest and
principal in regular installments over a period of time.

These types of non-cash events are what are compensated for in the
Operations section of the Cash Flow Statement in order to accurately
reconcile the financial statements to how much cash is in the bank. We
will discuss the Cash Flow Statement in more detail after we finish
talking about the right side of the Balance Sheet: Liabilities and Equity.

LIABILITIES

Liabilities are claims against the company’s assets. These claims are
categorized as current or non-current. Current liabilities are ones that
will come due within the year. Liabilities consist of obligations the
enterprise owes to others. Along with Equity, they are how assets are
funded. The debt can be to an unrelated third party, such as a bank, or
to employees for wages earned but not yet paid. Accounts payable,
payroll liabilities, and notes payable are examples of Liabilities.

Both assets and liabilities are categorized as current and non-current.
This distinction is essential for the user of the financial statements to
perform ratio analysis. We will discuss ratio and other financial state-
ment analysis techniques later in this book.

CURRENT LIABILITIES

Current liabilities are ones the company expects to settle within 12
months of the date on the balance sheet. Income and Assets are used to
pay these liabilities. The money can come from revenues generated
from sales, or from current assets such as cash in the bank account.

The most common Current Liabilities are accounts payable. Any
money a company owes its vendors for supplies or services, or to
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employees in the form of wages, or the government for taxes is consid-
ered a current liability. Most companies accrue payroll and related
payroll taxes, which means the company owes them but has not yet
paid them. All these types of obligations are acknowledged by the
company and are intended to be settled in the relative near term.

Loans due in less than 12 months after the balance sheet date are also
current liabilities. For example, a business may need a brief bridge loan
in order to meet a payroll expense. Often this is structured as a line of
credit (LOC) with the expectation that the LOC will be paid off from
the collection of accounts receivable or the sale of inventory.

Current portion of long-term notes payable is also considered a current
liability. A long-term note will be paid back in full after that 12-month
period. However, you must show the current portion, that which will
be paid back in the current operating period, as a current liability.

Unearned revenue is a category that includes money the company has
collected from customers but hasn’t yet earned by performing the
work. The company anticipates completing the tasks and earning the
income within 12 months of the date of the balance sheet.

LONG TERM LIABILITIES

Non-current or long-term liabilities are ones the company doesn’t
expect to be liquidating or settling within 12 months of the balance
sheet date. Businesses use debt to finance a portion of their activities
and assets. These are structured as loans, notes, or bonds with interest
and principal payments over the term. A business is financed by a
mixture of debt and equity. This mix is called the capital structure of
the company.

•  •  •
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There are different types of Long Term Debt. They differ primarily by
their claim on the assets of the company. This becomes important when
a company becomes insolvent and declares bankruptcy. Senior debt is
first in line to get paid from the proceeds of the sale of assets. Junior
debt has to wait until the senior debt is paid off before it can get its
money back. As you can see this makes junior debt more risky because
it has a greater chance of not getting paid back in the event of bank-
ruptcy. Because there is more risk, junior debt positions demand a
higher interest rate to compensate for taking more risk.

Another financing instrument is Convertible Debt which can be
converted into stock.

Stockholders' Equity

Stockholder's Equity, along with liabilities, can be thought of as the
funding sources of the company's assets. The stockholders are the
owners of the company. The ownership of a corporation is divided into
stock or shares. There is an amount of shares authorized for the
company when is created.  This amount of authorized shares can be
increased by a vote of the existing shareholders. A corporation raises
money by selling shares of stock. The amount of shares issued and sold
is called the Shares Outstanding. This represents 100% of the owner-
ship of the corporation. The amount of money raised and the amount
of shares issued is tabulated and displayed in the Equity section of the
Balance Sheet.

Stockholder's equity is equal to the asset amounts reported on the
balance sheet minus the reported liability amounts. Or put another
way, Equity is the residual of assets minus liabilities. In order to under-
stand this think of the basic accounting equation:

Assets = Liabilities + Equity
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And rearrange it to solve for Equity
Equity = Assets – Liabilities

In a corporation there may be more than one type of stock issued.
These classes of stock will have different rights relative to voting and
claims on assets and as such will have different values. In simple terms
we can classify stock into two types: Common and Preferred.

COMMON STOCK

Common Stock is the type of stock that forms the ownership of every
corporation. Shares of common stock provide evidence of ownership
in a corporation. Holders of common stock elect the corporation's
directors and share in the distribution of profits of the company via
dividends. If the corporation goes bankrupt and liquidates, the
secured, or senior, lenders are paid first, followed by unsecured, or
junior, lenders, then the preferred stockholders, and lastly the common
stockholders.

PREFERRED STOCK

Another financing instrument that corporations can issue in addition
to their common stock is preferred stock. Preferred Stock is a class of
stock that provides for preferential treatment of dividends. The
preferred dividend can be thought of like interest on a loan. Preferred
stockholders will be paid dividends before the common stockholders
receive dividends.  These dividends are sometimes paid in stock
instead of money.

Both the common and preferred stock accounts are separated into two
categories: Par Value and Additional Paid-in Capital or APIC. The bulk
of the money is allocated to APIC.
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PAR VALUE

The Par Value account is simply a nominal value like one cent and a
way to keep track of the amount of shares outstanding. The par value
is a small monetary value attributed to each share. It is an arbitrary
number, usually $.01. So if the company has 1,000 shares outstanding
there would be $100.00 in the par value account. Par Value may also be
$0.001. Par Value has no connection to the market value of the share of
stock. Think of it as a place holder.

ADDITIONAL PAID-IN CAPITAL (APIC)

The Additional Paid-in Capital (APIC) account is where the amount
paid for a share of stock, less the par value, is recorded.  When a share
of common stock having a par value of $0.01 is issued for $15, the
account Common Stock will be credited for $0.01 and the corre-
sponding Additional Paid-in Capital or APIC account will be credited
for $14.99 (and Cash will be debited for $15.00).

RETAINED EARNINGS

Retained Earnings is the stockholders' equity account that records and
reports the net income of a corporation from its inception until the
balance sheet date less the dividends declared from its inception to the
date of the balance sheet. This account tracks the profits or losses accu-
mulated since a business was opened. The profits and losses accrue to
the shareholders. At the end of each year, the profit or loss calculated
on the income statement is used to adjust the value of this account. In
an analogy from your personal life, think of Retained Earnings as your
savings left over after you have paid all your expenses.

CONTRA ACCOUNTS

A contra account offsets the balance in another, related account with
which it is paired. If the related account is an asset account, then a
contra asset account is used to offset it with a credit balance. If the
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related account is a liability or equity account, then a contra liability or
equity account is used to offset it with a debit balance. Stockholders'
equity accounts normally have credit balances.

Contra equity accounts are a category of equity accounts with debit
balances. A debit balance in an owner's equity account is contrary (con-
tra) to an equity account's usual credit balance. An example of a contra
stockholders' equity account is Treasury Stock. Treasury stock is a
corporation's own stock that has been repurchased from stockholders
and is being held by the corporation. Because it is stock that is
outstanding but not in the hands of shareholders, it needs to be
subtracted from the value of the outstanding stockholder’s shares in
order to properly value the equity. This is the purpose of a contra
account. Depreciation is an asset contra account that reduces the value
of an asset in a similar way.

We have now discussed the major accounts equity accounts. Some may
be named differently but these synonyms represent the same functions.
The stockholders' equity section of a corporation's balance sheet will
look like this:

STOCKHOLDER’S EQUITY

Paid-in capital
Common Stock
Preferred Stock

Additional Paid-in Capital – Common Stock
Additional Paid-in Capital – Preferred Stock
Additional Paid-in Capital – Treasury Stock
Retained Earnings
Less: Treasury Stock
Total Stockholder’s Equity
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CHAPTER 4
CASH FLOW STATEMENT

BESIDES THE INCOME Statement and the Balance Sheet, there is
a third financial statement called the Cash Flow Statement. The Cash
Flow Statement reconciles the Income Statement with the actual cash
position of the company (the balance in the bank account) by adding
and subtracting revenues and expenses that were properly recorded on
the Income Statement, but are non-cash events.  Depreciation and
changes in Accounts Receivable are examples of non-cash events. This
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reconciled bank account balance is the number that then is used for the
Cash account at the top of the asset column on the Balance Sheet. This
is important. This is how the financial statements are interconnected.

The need for a Cash Flow Statement arises from Accrual Accounting
where we book items like Receivables and Payables and Depreciation
in order to provide a more accurate picture of the operations of a
company by matching revenues and expenses.  These “non-cash”
transactions distort the Income Statement relative to how much cash
actually came in and went out of the company and how much is actu-
ally in the bank.  The Operations portion of the Cash Flow Statement
reconciles these differences.

Besides Operations, there are two other parts of the Cash Flow
Statement that follow the Operations portion: Investing and
Financing. The Investing section shows the money that was spent on
capital equipment items that don’t show up as expenses on the Income
Statement because they have been capitalized as Assets.  The Financing
section primarily shows money that has come into the company
through the sale of stock or the proceeds of a loan.

The concepts behind the Cash Flow Statement are relatively nuanced
and may seem a bit confusing to someone familiarizing themselves
with the basic principles of accounting for the first time. As you read
and work with financial statements, the different aspects of the Cash
Flow Statement will become clear.
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Sample Cash Flow Statement

On the following page you find an example of a simple Cash Flow
Statement. Since they vary in their contents and presentation it is a
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good idea to take a quick look at a bunch of examples. Google the term
“Cash Flow Statement” and you will see lots of examples in various
formats and presentations.
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CHAPTER 5
FINANCIAL STATEMENT
INTERCONNECTIONS
AND FLOW

THE THREE FINANCIAL Statements are interconnected and the
numbers flow through them. Basically you start a year with a Balance
Sheet showing the financial position at the beginning of the period;
next you have the Income Statement that shows the operations during
the year period, and then a balance Sheet at the end of the year. The
Cash Flow reconciles the cash position starting from the Net Income
number at the bottom of the Income Statement. The cash number
calculated from the Cash Flow Statement is added to the cash from the
beginning Balance Sheet. This number needs to match the actual cash
in the bank and is used as the Cash account balance at the top right
(Asset column) of the end of year (EOY) Balance Sheet. The Net
Income number from the Income Statement is then added to the
Retained Earnings number in the Equity section (left hand side) of the
end of year (EOY) Balance Sheet. If this is done correctly, all the
numbers should reconcile and the Assets will be equal to the Liabilities
and Equity of the EOY Balance Sheet.

Think of it as a system of two Balance Sheets acting as book-ends for
the Income Statement. And the Cash Flow Statement used to reconcile
the Net Income (or Loss) at the bottom of the Income Statement with
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the amount of cash actually in the bank. This process accounts for
every penny that has come in and gone out of a company during the
period. Understanding these three financial statements will allow you
to assess the financial health, viability and prospects of any company,
and make rational fact based investment decisions.

This section, though short, ties together the functionality of the
financial statements. This might be an “aha” moment for you. It was
for me when I finally realized how this all fit and worked together.
Understanding this conceptual big picture of accounting will provide a
context to keep you from ever getting lost in the details.
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CHAPTER 6
THE ROLE OF AUDITORS

AS PER THE SEC requirements and regulations, in order to be
eligible to be traded on a stock exchange, a publicly traded company’s
financials must be prepared by the company and then reviewed and
audited by an outside Certified Public Accountant (CPA).

Many investors in private companies also require audited financials
in order to ensure that the accounting practices and the financial state-
ment presentation is prepared fairly and transparently.

WHAT IS AN AUDITOR?

The auditing process entails reviewing the financial statements
prepared and drafted by the company to make sure they conform to
GAAP and other rules. The auditors also “test” the numbers by
requesting and reviewing supporting documentation such as invoices,
checks, bills, and contracts. They send letters to the company’s banks
to confirm bank balances and contact lawyers the company has
worked with to confirm that there are no latent liabilities or law suits
pending that have not been disclosed.
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THE AUDITING PROCESS

In any company there are strong temptations to commit fraud. People
who run companies have the power to exploit financial information for
personal gain. For publicly traded companies annual auditing is a legal
requirement and investors of many privately held companies,
including their bankers, also require annual audited financial
statements.

The audit process is designed to protect against misrepresenting
financial information to improve results, avoid taxation, hide fraud, or
not report latent liabilities. Audits are a process of gaining information
about the financial systems and the financial records of a company.

Financial audits are performed to ascertain the validity and reliability
of accounting processes and information, as well as to provide an as-
sessment of the company’s internal control system. Audits are carried
out by a third party impartial accounting team led by an accountant
that is certified as a CPA.

To work on other company’s financials you must be a CPA. In the
United States a CPA will have passed the Uniform Certified Public
Accountant Examination and met additional state education and expe-
rience requirements for membership in their state’s professional
accounting body. You don’t have to be a CPA to work for a company
internally as an employee in accounting or finance.

Since the auditor cannot feasibly know or discover everything about a
company, an audit seeks to provide reasonable assurance that the
financial statements are free from material error. Test work and
sampling of documents is performed in audits as a way to statistically
confirm the likelihood that the accounting has been done properly by
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the company. A set of financial statements are understood to be ‘true
and fair’ when they are deemed free of material misstatements. The
auditor confirms this in their opinion letter that precedes the financials
in the final and finished presentation. The opinion given on financial
statements depends on the audit evidence obtained. You find the
opinion letter at the beginning of the audited financial statements.



CHAPTER 7
GAAP AND IFSR

GAAP IS short for Generally Accepted Accounting Principles. These
are the rules and accounting principles that have been adopted by the
accounting profession in the United States. The rest of the world has
adopted a different set of standards called IFSR. IFSR stands for
International Financial Reporting Standards. It is the accounting stan-
dard used in more than 110 countries, but not in the United States.
Both standards intend to capture and represent the economics of
accounting transactions as accurately and clearly as possible.

The fact that there are two different accounting frameworks in the
world creates complexities that are a problem for users of accounting
information and a burden to international companies. International
companies must keep two sets of accounting records and provide two
completely different sets of audited financial statements. That ends up
being a cumbersome and expensive amount of extra work. Although
there has been an effort to harmonize the two standards into one
universal standard, they have not arrived at one yet.
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CHAPTER 8
FINANCIAL STATEMENT
ANALYSIS

INTRODUCTION

THE LAUNCHING PLACE for Corporate Finance is the ability to
read and understand Financial Statements.

The next step is the analysis of financial statements and subsequent
assumptions and projections based on that analysis. Financial state-
ment analysis is the process of analyzing a company's financial state-
ments and comparing the analysis across companies and industries to
make better operating and investing decisions.

This analysis method involves specific techniques for evaluating and
quantifying risk, performance, financial health, and the future
prospects of an enterprise.

We can look at the performance of a particular company over time,
such as year-to-year results. This type is called Horizontal Analysis.

•  •  •
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And we can look at various performance characteristics within a single
time period. This is called Vertical Analysis.

We can create metrics across an industry segment as an average value
to compare our company against. This analysis is called Bench-
marking.

We can also aggregate up different industry groups and see how they
perform relative to each other. This type of analysis can help gauge
where to allocate investment dollars in a portfolio. It can also be used
to see how a management team is performing relative to its
competition.

Various stakeholders analyze and scrutinize financial statements,
including debt and equity investors, government agencies and taxing
authorities, and management decision-makers. It is what credit
analysts do.

These stakeholders have different interests and apply a variety of
different techniques to meet their needs. For example, some equity
investors are more interested in the long-term earnings power of the
organization and the sustainability and growth of dividend payments.

Some equity investors, like hedge funds, may be looking for latent
risks and pitfalls in order to capitalize on a short position. This
screening means they are looking for companies about to collapse.

Creditors want to ensure that interest and principal on the
organization's debt securities can be paid on time and when due.
Banks and commercial lenders use financial statement analysis as part
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of their credit analysis to determine whether or not to make loans and
lend.

Ratings Agencies such as Moody's, Standard and Poors, and Fitch
perform financial statement analysis in order to rate the risk and cred-
itworthiness of companies and their debt.

Managers use it to see how their company is performing relative to
historical performance, their targets, and industry.

Techniques of financial statement analysis include fundamental
analysis, the use of financial ratios, and DuPont analysis.

Analysis methods are performed horizontally or vertically across a
company.

In order to project future performance, historical information is used
combined with assumptions about the prospects for the company and
the future economic environment. This stream of profits from future
years is used to calculate a business's value. Calculating the present
value of expected future cashflows is the foundational concept of Busi-
ness Valuation and Corporate Finance.

Before we get into the nitty-gritty of these techniques, let's start with a
historical overview of how financial statement analysis developed and
has evolved.
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HISTORY OF FINANCIAL STATEMENT ANALYSIS

The stock market crash in October 1929 was a catastrophic event that
led to the Great Depression and worldwide economic strife. It also led
to social unrest and political turmoil. These events called into question
the viability of Capitalism and Democracy as unsettling systemic flaws
were exposed, and many people suffered.

A major basis of the problem was that many companies that traded on
the stock market did not provide meaningful information about the
state of their business. There were no financial statements to review.
There was no transparency.

In order to clean up the mess and maintain investor confidence in the
stock market, the Roosevelt administration created the Securities and
Exchange Commission (SEC) to regulate and oversee the stock market.

Roosevelt needed someone to run the SEC who knew all the dirty
tricks of the stock market so they could effectively identify and combat
abuse. The man who rose to the occasion was Joseph P. Kennedy, John
F. Kennedy's father, a famous stock manipulator and patriot.

Part of the SEC's new rules was that every traded company had to
have financial statements prepared by an outside third-party auditing
firm under a rigorous set of accounting rules called GAAP, Generally
Accepted Accounting Principles.

These financial statements, along with disclosures about the
operations, had to be filed and made publicly available through the
SEC every year.

•  •  •
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That document is called a 10K. This kind of disclosure and
transparency allows investors and the public to understand a compa-
ny's operations and prospects and decide whether to invest.

This set of regulations seems obvious and eminently sensible now, but
it was bold, brilliant, and a revelation at the time.

Fundamental analysis, a system of analyzing this newly available
information, emerged almost immediately.

To this day, the 10K is the primary document, and fundamental
analysis is the toolset for stock market analysis and corporate invest-
ment decision-making.

FUNDAMENTAL ANALYSIS

The SEC and financial reporting regulations were instituted in two
legislations: the '33 Act and the '34 Act.

Benjamin Graham and David Dodd first published their influential
book "Security Analysis" in 1934. Warren Buffett is a well-known
disciple of Graham and Dodd's philosophy.

The Graham and Dodd approach is referred to as Fundamental
Analysis and includes Economic analysis, Industry analysis, and
Company analysis.

Company Analysis is the primary realm of financial statement
analysis. Based on these three analyses, the value of the security is
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determined. Fundamental analysis is how bankers, analysts, and
investors make long-term investment decisions.

Their book has gone through many revisions and editions and is
available in a recently revised edition. Try to check it out, especially if
you want to be like Warren. Another proponent of Graham and Dodd
is Bill Ackman, the American hedge fund manager. He is the founder
and CEO of Pershing Square Capital Management. Bill is also a
billionaire.

Here is the information on the book:
Dodd, David; Graham, Benjamin (1998). Security Analysis. John

Wiley & Sons, Inc. ISBN 0-07-013235-6.

HORIZONTAL AND VERTICAL ANALYSIS

Horizontal analysis compares financial information over time, typi-
cally from past financial statements such as the income statement.

When comparing this past information, we look for variations of
particular line items such as higher or lower earnings, sales revenues,
or specific expenses.

Horizontal  analysis  is  used to look for trends that can be
extrapolated to predict  future performance.  But remember,  past
performance is  not always a good predictor of  future
performance.

Vertical analysis is a proportional analysis performed on financial
statements. It is ratio analysis. Line items of interest on the financial
statement are listed as a percentage of another line item. For example,
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on an income statement, each line item will be listed as a percentage of
Sales.

FINANCIAL RATIOS

Financial ratios are powerful tools for assessing a company's upside,
downside, and risk.
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There are four main categories of ratios: liquidity, profitability, activity,
and leverage. These are typically analyzed over time and across
competitors in an industry. Using ratios "normalizes" the numbers to
compare companies in apples-to-apples terms.

LIQUIDITY AND SOLVENCY

Solvency and liquidity both refer to a company's financial health and
viability. Solvency refers to an enterprise's capacity to meet its long-
term financial commitments. Liquidity refers to an enterprise's ability
to pay short-term obligations. Liquidity also measures how quickly
assets can be sold to raise cash.

A solvent company owns more than it owes. It has a positive net worth
and is carrying a manageable debt load. A company with adequate
liquidity may have enough cash to pay its bills but may still be
heading for financial disaster. In this case a company meets liquidity
standards by is not solvent. Healthy companies are both solvent and
possess adequate liquidity.

Liquidity ratios are used to determine whether a company has enough
current asset capacity to pay its bills and meet its obligations in the
foreseeable future (current liabilities).

Solvency ratios measure how quickly a company can turn its assets
into cash if it experiences financial difficulties or is threatened with
bankruptcy.

Both measure different aspects of if and how long a company can pay
its bills and remain in business.

•  •  •
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The current ratio and the quick ratio are two common liquidity ratios.
The current ratio is current assets/current liabilities and measures how
much liquidity (cash) is available to address current liabilities (bills
and other obligations).

The quick ratio is (current assets – inventories) / current liabilities. The
quick ratio measures a company's ability to meet its short-term obliga-
tions based on its most liquid assets and excludes inventories from its
current assets. It is also known as the "acid-test ratio."

The solvency ratio is used to examine the ability of a business to meet
its long-term obligations. Lenders and bankers most commonly use the
ratio. The ratio compares cash flows to liabilities. The solvency ratio
calculation involves the following steps:

• All non-cash expenses are added back to after-tax net income.
This approximates the amount of cash flow generated by the business.
You can find the numbers to add back in the Operations section of the
Cash Flow Statement.

• Add together all short-term and long-term obligations. This is the
Total Liabilities number on the Balance Sheet. Then divide the esti-
mated cash flow figure by the liabilities total.

The formula for the ratio is:
(Net after-tax income + Non-cash expenses)/(Short-term liabilities

+ Long-term liabilities)

A higher percentage indicates an increased ability to support the
liabilities of a business over the long term.

•  •  •

•  •  •
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Remember that estimations made over a long term are inherently
inaccurate. Many variables can impact the ability to pay over the long
term. Using any ratio to estimate solvency must be taken with a grain
of salt.
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PROFITABILITY RATIOS

Profitability ratios are ratios that help discern how profitable a
company is. To be profitable, a company has to cover costs. The
breakeven point and the gross profit ratio address the dynamics of cost
coverage in different ways. The breakeven point calculates how much
cash a company must generate to break even with its operating costs.

The gross profit ratio equals (revenue - the cost of goods
sold)/revenue. This ratio provides a quick snapshot of expected
revenue that can be applied to the overhead expenses and fixed opera-
tions costs.

Some additional examples of profitability ratios are profit margin,
return on assets, and return on Equity. The higher the value in these
ratios, the more profitable a company is.

A higher value relative to a competitor's ratio or the same ratio from a
previous period indicates that the company is performing relatively
well and going in the right direction.

Return on Equity
Return on Equity (ROE) = Net Income / Average Shareholders'

Equity
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Earnings per Share
Earnings per share (EPS) is the portion of the company's profit that

is allocated to each outstanding share of common.

•  •  •
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Earnings per share is an excellent indicator of the profitability of any
organization, and it is one of the most widely used measures of prof-
itability.

ACTIVITY RATIOS

Activity ratios are calculated to show how well management is doing
in managing the company's resources. Activity ratios measure
company sales relative to another asset account.

The most common asset accounts used are accounts receivable,
inventory, and total assets. Since most companies have a lot of
resources tied up in accounts receivable, inventory, and working capi-
tal, these accounts are used as denominators of the most common
activity ratios.

Accounts Receivable
Accounts receivable (AR) is the total amount of money due to a

company for products or services sold on a credit account. The length
of time until AR is collected is critical because that expected revenue
must be financed in some way.

The accounts receivable turnover shows how rapidly a company
collects what is owed to it and indicates the liquidity of the receivables.

Accounts Receivable Turnover = Total Credit Sales/Average
Accounts Receivable

The average collection period in days is equal to 365 days divided by
the Accounts Receivable Turnover. This is another ratio that helps gain
insight into AR collection:
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Average Collection Period = 365 Days/Accounts Receivable Turnover

Analysts frequently use the average collection period to measure the
effectiveness of a company's ability to collect payments from its credit
customers. The average collection period should be less than the
company's credit terms to its customers.

Inventory

A significant indicator of profitability is the ability to manage
inventory. Inventory is money and resources invested that do not earn
a return until the product is sold.

The longer inventory sits, the less profitable a company can be. A
higher inventory turnover ratio indicates more demand for products,
better cash management, and also the reduced risk of inventory obso-
lescence.

The best measure of inventory utilization is the inventory turnover
ratio. It is calculated as either the total annual sales, or the cost of
goods sold (COGS), divided by the cost of inventory.

Inventory Turnover = Total Annual Sales or Cost of Goods
Sold/Average Inventory

Using the cost of goods sold in the numerator can provide a more
accurate indicator of inventory turnover because it allows a more

•  •  •
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direct comparison with other companies. Different companies have
different markups for the sale price, which can obscure apples-to-
apples comparisons.

The average inventory cost is usually used in the denominator to
compensate for seasonal differences.

LEVERAGE RATIOS

Leverage ratios analyze the degree to which a company uses debt to
finance its operations and assets. The debt-to-equity ratio is the most
common. This ratio is calculated as:

(Long-term debt + Short-term debt + Leases)/Equity

Companies with high debt ratios must have steady and predictable
revenue streams to service that debt. Companies whose revenues fluc-
tuate and are less predictable should rely more on Equity in their
capital structure.

Leverage also has obvious implications for solvency.
Startups rely almost entirely on Equity as they have no revenues or

very uncertain revenues that can service debt.

DUPONT ANALYSIS

The DuPont Corporation developed DuPont analysis in the 1920s as a
tool to assess their investments across their various companies and
operations.

•  •  •
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As an early conglomerate, they needed a tool to assess the relative
performance of varied businesses to decide where and how to allocate
resources. It has been widely adopted as a managerial and investment
tool.

WHAT DRIVES ROE?

DuPont Analysis analyzes Return on Equity by deconstructing it into
its main drivers.

DuPont Analysis is an expression that breaks Return on Equity (ROE)
into three parts.

The basic formula is:

ROE = (Profit margin)*(Asset turnover)*(Equity multiplier) =
(Net Income/Sales)*(Sales/Assets)*(Assets/Equity) = (Net

Income/Equity)

The three constituent parts are:
• Profitability: measured by profit margin
• Operating efficiency: measured by asset turnover
• Financial leverage: measured by equity multiplier

DuPont analysis enables you to understand the source of superior (or
inferior) returns by comparison with companies in similar industries or
between industries. It also provides a deeper level of understanding by
parsing apart the significant variables and drivers of Return on Equity.
And ROE is undoubtedly a metric that equity investors (stock
investors) find essential.
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WORKING CAPITAL

Working Capital is a term used to describe the amount of money and
liquid assets available and required to operate a business. It is a finan-
cial metric that represents operating liquidity.

Working capital is the difference between current assets and current
liabilities. Working capital is part of operating capital, along with fixed
assets such as plant and equipment. Working capital management
involves managing inventories, accounts receivable, accounts payable,
and cash.

Current assets and current liabilities include three accounts that are of
particular importance. These accounts represent the areas of the busi-
ness where managers have the most direct impact and influence:

• Accounts receivable (current asset)
• Inventory (current assets), and
• Accounts payable (current liability)

Short-term loans and the current portion of long-term debt (payable
within 12 months) are also critical because they represent short-term
claims on current assets and are usually secured by long-term assets.

Bank loans and lines of credit are common types of short-term debt.
An increase in net working capital indicates that the business has

either increased current assets or has decreased current liabilities.
Financing and managing working capital is a major operating chal-
lenge, especially for rapidly growing companies.
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MANAGING WORKING CAPITAL

Receivables and inventory are usually financed with a line of credit
(revolving debt like a credit card). Managing receivables aims to
ensure that all your customers pay and that they pay on time; you
need that cash in the door!

Accounts Receivables turnover is a ratio we discussed earlier that
indicates the timeliness of credit sales being paid.

Managing inventories means keeping inventories from building up.
You do this by monitoring sales, manufacturing activity, and the Inven-
tory turnover ratio.

You want enough inventories to accommodate a spike in sales, but you
also want to avoid having too much inventory that you can't unload.
This balance is especially important with products with a short life
cycle that can become obsolete. If not sold promptly, this might force
you to deeply discount products to sell them. This dilemma can lead to
incurring a loss.

Operations Management is the discipline focused on these issues and
mitigating potential problems.

You can quickly assess how a company is doing by looking at its
balance sheet, comparing Current Assets to Current Liabilities, and
seeing if there is a larger amount of Current Assets. Make this compar-
ison for the last few years, and you can see if there is a change in
Working Capital and if it is due to a build-up of inventories.
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FINDING FINANCIAL STATEMENTS TO ANALYZE

Now you know what information is conveyed in Financial Statements,
how they are structured and presented, and techniques for analyzing
them.

You can now use this knowledge to look up, review, and analyze
companies. Look at other businesses in your line of work and compare
how your company is doing in comparison to them. Or check out
companies you might be interested in investing in. You can find tons of
such information online related to publicly traded companies.

COMPANY-SPECIFIC FINANCIAL INFORMATION

Public companies are corporations that are traded on the stock market.
Most large companies you are familiar with are publicly traded. Their
stock price is listed in the paper, Yahoo! Finance, and other websites.

The Securities and Exchange Commission (SEC) regulates these
companies and the stock markets. One of the requirements for these
companies is to submit audited financial statements and descriptive
information about their operations to the SEC. These annual reports,
called 10Ks, are available online for public review. You can now begin
to put your newfound knowledge to use!

Look on the www.SEC.gov website for 10Ks of public companies.
Besides their annual financial statements, public companies must also
disclose information about their operations and strategies, such as:

• Who they believe their competitors are,
• How they plan to grow the business,
• What does the general economy look like, and
• How they predict it will affect their business segments.
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These documents represent a wealth of expert opinion on your specific
business domain and make for excellent and profitable reading.

•  •  •
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CHAPTER 9
HOW TO EVALUATE
FINANCIAL STATEMENTS
LIKE WARREN BUFFETT

VALUE INVESTING TENDS to be simplified to identifying
numbers on a financial statement, comparing them with other compa-
nies, and evaluating how much one should pay for an investment.

A better explanation of value investing is understanding the cash
movement in a company and understanding if managers are
deploying capital effectively enough that the company makes a profit
and maintains a competitive advantage.

Let's look at one of the ways Warren Buffett reads financial statements
and footnotes to find winners. We'll do this with the help of a flow
chart.

UNDERSTANDING PROFIT

Operating Profit is revenue minus operating expenses, where revenue
is how the company makes money, and operating expense is what a
company has spent in the reporting year. Profit, or Net Income, takes
place before calculating and paying tax.
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Dig into the footnotes accompanying the financial statements to find
out about the operating segments, how revenue is made, and a break-
down of expenses.

Be wary of companies that don't provide meaningful segments (e.g.,
Lacking geographical segments) or do not even give a breakdown of
expenses that satisfies your curiosity.

These are signs of companies that are obscuring their costs of doing
business.

You can also calculate a company's operating profit margin by dividing
operating Profit by revenue. This calculation is one of Warren Buffet's
preferred financial ratios.

Operating Profit Margin = Operating Profit/Revenue.

Using the operating profit margin, you can compare a company's
performance to others in the same industry.

What management does with owned earnings matters.

Retained earnings are the net Profit a business retains after dividends
are paid out.

•  •  •

•  •  •
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The importance of retained earnings is how a company uses them.
Some common ones include buyback of shares, investments, payments
for property, plant, and equipment, or repaying debt.

Make sure retained earnings are going to good use.

Buffett's rule of thumb is to calculate ten years' worth of retained
earnings and compare it to a company's growth in market value for the
same time range. So, he's expecting more than one dollar in market
value to be created for every dollar retained.

PAY ATTENTION TO PROPERTY, PLANT, AND EQUIPMENT.

Property, plant, and equipment (PPE) are the income-producing and
cost-saving assets that keep a company running. The importance of
these items is how a company has allocated its capital to create value.

Assets lose their Balance Sheet value over time through depreciation
and amortization.

Because of depreciation and amortization, Warren Buffett looks for
companies that roughly match their 5-year average capital expendi-
tures (CAPEX) to their yearly depreciation and amortization.

Depreciation expense is in the Income Statement. Capital expendi-
tures (CAPEX) show up in the investment section of the Cash Flow
Statement as payments for property, plant, and equipment.

Compare depreciation and amortization to payments for property,
plant, and equipment and make sure they are reasonably close.

•  •  •
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For example:
Check out Apple 2022 Cash Flow Statement: Warren Buffett

approves of the CAPEX charges relative to the Depreciation and Amor-
tization expenses.

Conclusion

Understand how the three financial statements are interconnected and
how cash flows within a company, and you'll be an expert investor and
a profitable businessperson.
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CHAPTER 10
WHY IT'S IMPORTANT TO
READ ANNUAL REPORTS
EVEN IF YOU CAN'T
AFFORD TO INVEST

IT'S MORE than just information on which you base your investment
choices.

A general assumption is that you should only read annual reports
when you have money to invest.

Why else would I read a boring 100 to 200-page document?

Suppose you are at that stage where you should find potential
investments to make it big, like side hustles and entrepreneurship.
Saving and investing may be different from your priorities. However,
you might keep looking for the 'just-in-case' moment.

I gave it some thought.
Are there any reasons to keep reading annual reports even though

you currently have no money to invest?

•  •  •
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The initial answer was no.
Why bother?
The time spent reading could be better spent elsewhere —

spending time with the family or taking up a new hobby.

I let this thought ruminate until I realized this was a false choice
because I'd be losing a skill I had taken years to build. Secondly, the
annual report contains more knowledge than an opinion blog piece
from The Motley Fool or The Wall Street Journal.

I'll explain why you should continue reading an annual report
regardless of whether you have money to invest because you might
be surprised by what further benefits these lengthy documents can
bring.

1. IT'S A DISCLOSURE DOCUMENT THAT YOU CAN EXPLOIT TO BEAT YOUR
COMPETITORS.

The annual report is a public disclosure document made mandatory
for publication after the 1929 stock market crash.

The annual report contains all the information you can learn about
a company that isn't confidential. It's far more thorough than the blog
posts and puff pieces you see on a company's website investor rela-
tions section.

So, why would you want to read everything about a company if
you won't invest money in it?

Here's a pretty simple reason:
If you're job hunting, you can easily beat the competition by

knowing more about the company than others competing for the same
role.

Bosses are impressed if you can list a company's strategic goals and
how your skills complement such goals.

For example, I once went to a data analyst interview whose
purpose was to clean data.
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This opportunity wasn't a formidable job, and the pay was decent,
so I knew the competition would be fierce.

Why not read the company's annual report and list some of its
strategic goals at the interview to differentiate me?

The preparation paid off. At the interview was one of those 'high-
ranking company leaders' who was there at the interview to meet
quota.

The interview went well because I managed to impress the highest-
paid person there, who also had the least technical experience among
the interviewers, by listing company goals.

She seemed particularly thrilled that I was more than just a nerd. I
was a nerd who understood business talk.

And yes, I did get an offer for the job.
Takeaway: Just by being able to recite critical points from the

annual report, you'll sound impressive in interviews.

2. IT HELPS YOU RETAIN YOUR ACCOUNTING KNOWLEDGE.

The owners of Berkshire Hathaway give two sound pieces of advice.
Warren Buffett: Accounting is the language of business.
Charlie Munger: Use it or lose it.
What do both snippets of wisdom together mean?
If you want to maintain your skills in reading financial statements,

you must read them often.
Unless you're an accountant or a manager of finances, where can

you get financial information to practice your skills?
The best place is the 10K annual reports.
For instance, I began learning accounting to find valuable compa-

nies to invest in.
Accounting was a challenge to learn. I enjoyed it a little, but I got

better at it after much persistence.
However, ever since finding what I wanted to invest in, I got a bit

lazy and wasn't interested in reading annual reports anymore.
This attitude was a mistake.
When I wanted to read up on the finances of a particular company

that sparked my interest, my abilities had atrophied.
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I forgot what some of the numbers meant. Sure, I looked up the
meaning, but my skills were slower than they used to be.

I had to relearn accounting again. Yes, learning was a bit faster, but
still a pain studying it again.

Takeaway: To keep your annual report skills agile and fresh, you
still need to keep reading them regardless of whether you're putting
money into the market.

Use it or lose it.

3. IT EXPANDS YOUR GENERAL KNOWLEDGE OF THE BUSINESS WORLD.

Warren Buffett says he gets most of his information from annual
reports.

It's not from analyst summaries or industry reports but from
annual reports.

I still needed to figure out why until I began reading annual reports
extensively myself.

If you read annual reports from the first page to the last page, you
will know everything about the company and the industry it operates
in.

For instance, before I read Walgreens's annual report, I only knew a
little about it other than it was a big pharmacy chain in the US.

However, after reading its annual report, I soon discovered that
Walgreens is Walgreens Boots Alliance, where Boots is a UK-based
pharmacy chain. The company is also a holding company, which
means that it is the parent company that doesn't run each pharmacy
but instead holds an interest in them.

Yes, you can find information on its Wikipedia page, but it's only
via the annual report that you can understand how a company oper-
ates with its business model.

Furthermore, I was surprised to learn that Walgreens operates as a
low-margin business that uses its volume (a Walgreens pharmacy
located within 5 miles of 78% of Americans) to make the bulk of its
earnings. Furthermore, its size also gives it purchasing power when
dealing with suppliers.

Ultimately, this isn't a business I want to enter (I'm not a fan of low-
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margin companies). Still, Walgreens' annual report helped me under-
stand more precisely what makes a successful pharmacy chain versus
an unprofitable one.

Takeaway: If you want to understand how businesses work, you
need to read the annual report. Doing this puts the financial
numbers into context and helps you understand the business world
better.

4. IT IMPROVES YOUR DECISION-MAKING PROCESS.

The most important reason to maintain your annual report reading
skills is so that you can evaluate your forecasts in the following year
or two.

You'll only know if you're a good predictor of companies once you
get feedback. Unfortunately, this can take months or years.

I remember reading about a particular company with decent
company finances. I considered buying it, except it relied heavily on
exports, and with lockdowns and heavy tariffs against its products due
to political reasons, I gave it a pass.

Fast forward a year later, and with trade happening again, the
company's stock price jumped up by 50%.

Maybe the finances deteriorated slightly from increased borrow-
ings, but the market thought otherwise.

Upon reflection, I ignored how strong the company's branding was
and that not even tariffs could reduce its demand.

Yes, I missed out on some easy returns, so reading its annual report
helped confirm the company was decent.

Takeaway: Even if you don't put money into the market, at least by
regularly reading annual reports, regardless of whether you are invest-
ing, you'll have a feedback loop on your predictions.

Conclusions: Yes, you should still read annual reports even when
you are not actively looking to invest.

Keeping up reading annual reports is good not just for your
investing skills but also for your career and intellectual skills. Of
course, you could ignore the writing and read the financial statements,
but you'll rob yourself of knowledge and wisdom.
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Here's a summary of the key takeaways:
• Reading annual reports gives you a vital understanding of the

company's strategic goals, operations, and company issues. You can
capitalize on them at interviews and in your resumes.

• Continuing to read them, regardless of the motivation of the busi-
ness cycle, will give you a competitive knowledge advantage when the
market is ripe for buying.

• Reading annual reports gives you a broad understanding of all
the businesses and industries in your circle of competence. This broad
understanding increases your chances of making a good investment.

• Being a good investor is all about the process. You can only
improve by getting feedback. Reading annual reports early and getting
feedback later is the best way to improve your investing skills without
putting any money in.

•  •  •
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CHAPTER 11
USERS OF ACCOUNTING
INFORMATION

USERS OF ACCOUNTING INFORMATION

MANAGEMENT NEEDS to know how the overall company is
performing or how their division is doing. Managers may need feed-
back ASAP on how a new marketing campaign or pricing strategy is
working. When and how transactions are booked is very important to
users of accounting information. Users need timely information about
how the business is doing in order to make decisions.
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Besides the internal interests of management, there are external
users of accounting information such as:

Bankers who are interested in your credit worthiness and
ability to repay loans,
Vendors who are interested in your ability to pay and your
credit worthiness,
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Investors who want to know whether to invest or how their
investment is performing,
Stock Analysts who research companies and opine on
whether or not they are good investments for their clients,
Potential customers, especially of big ticket items or services,
who want to know that the company is sound and will be
around to offer support and spare parts, and
Taxing authorities who want to know how much money the
business has made or lost.

Reporting the results of business activity on an accrual basis is
important to these parties that have a stake in the company’s perfor-
mance and health. Accrual provides a much more accurate picture of
the operations to those who are not intimately involved in the day-to-
day operations but need to know the operational details.

The way this kind of reporting of the accounting information is
prepared, organized, and conveyed is in Financial Statements.
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CHAPTER 12
FINANCIAL STATEMENTS
GLOSSARY OF TERMS

THESE ARE important words and phrases, in alphabetical order,
related to Reading and Understanding Financial Statements:

ACCOUNTING

Accounting is the recording and reporting of financial transactions of
an enterprise. It includes the recording the origination of the transac-
tion like a sale or the receipt of a bill in the mail, its recognition in the
ledger books, its processing for payment or deposit in the bank, and
the summarization and presentation in the financial statements. This
quantitative financial information is critical to running a company,
paying taxes, and making operating and investment decisions.

ACCOUNTS PAYABLE

Accounts Payable is a liability representing an amount owed to a credi-
tor. In most companies checks are cut in batches and obligations are
first entered through Accounts Payable accounts before they are paid.
It is normally a current liability showing on the Balance Sheet.
Accounts Payable is an amount owed by the enterprise for delivered
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goods or services provided. Accounts Payable is an account associated
with the Accrual method of accounting.

ACCOUNTS RECEIVABLE

Account Receivable is an amount owed to the enterprise from a
completed sales transaction or for services rendered. Accounts Receiv-
able is an asset related to sales revenue. Accounts Receivable is a
current asset. Accounts Receivalbe is an account associated with the
Accrual method of accounting.

ACCRUAL BASIS

Accrual basis is a method of accounting that recognizes revenue when
earned, rather than when money is actually collected and expenses
when incurred rather than when paid. It is the method of recognizing
revenues as goods are sold, or delivered, and when services are
rendered. This recognition of a transaction occurring is independent of
the time when cash is received.

Expenses are recognized in the period when the related revenue is
recognized. Accrual basis creates an accurate picture of transactions
and makes sure the revenue generated and the expenses associated
with that revenue are recognized and booked at the same time. Enter-
prises use the accrual basis for their accounting as opposed to a cash
basis. Accrual accounting is a consequence of implementing the
Matching Principle.

ADDITIONAL PAID-IN CAPITAL (APIC)

The Additional Paid-in Capital (APIC) account is where the amount
paid for a share of stock, less the par value, is recorded. It is an Equity
Account that shows up on the Balance Sheet. Another alternative title
for the account is capital contributed in excess of par value.
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AMORTIZATION

Amortization is the process of liquidating or extinguishing a debt with
a series of payments that include both principal and interest, to the
creditor. It refers to the calculation and payment schedule of the
paying off of debt with fixed repayments in regular installments over a
period of time. Consumers are most likely to encounter amortiza-
tion with a mortgage or car loan. Amortization can mean the
accounting for the payments themselves.

Amortization can also mean the spreading out of capital expens-
es for intangible assets, such as a patent or trademark, over a specific
period of time. This time is usually over the asset's estimated useful
life for accounting and tax purposes. Amortization is similar to depre-
ciation, which is used for tangible assets, and to depletion, which is
used with natural resources. The intent of Amortization is to match an
asset’s expense with the revenue it generates.

AMORTIZATION SCHEDULE

An amortization schedule for a mortgage is a table showing the alloca-
tion between interest and principle of each payment. Each payment
has a different mix of interest and principal. As the payments progress
through the schedule the amount of interest decreases and the prin-
cipal increases as a fraction of the total payment. The total payment is
the same each period.

ASSET

Assets are what an enterprise owns. An asset is defined as having
probable future economic benefits obtained or controlled by an entity
as a result of past transactions. Examples of assets are: land, factories,
office buildings, equipment, vehicles, cash in bank accounts, other
investments, accounts receivable, and intellectual property such as
patents and trademarks.

Assets are purchased and funded by two classes of obligations that
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the enterprise incurs: Liabilities and Equity. Liabilities and Equity can
be thought of as the sources of funding to purchases and retain Assets.

BALANCE SHEET

A Balance Sheet is a summary report of a company’s financial position
on a specific date that shows Total Assets = Total Liabilities + Owner’s
Equity. The Balance Sheet is one of the two most basic financial state-
ments, the other being the Income Statement.

Think of a Balance Sheet in terms of your home ownership which
has the three components of Asset, Liability and Equity. The Asset is
the value of the house. This is determined by an appraisal. An appraisal
takes into account recent sales of homes in the area and compensates
for differences like the number of bath or bedrooms, the size of the lot,
etc. The Liability is the mortgage. This is how much you owe against
the house. The Equity is the difference between the Value of the Asset
and the amount of the Liability. If your home is worth $200,000 and you
have a remaining mortgage balance of $150,000, then you have $50,000
in Equity. We sometimes call this homeowner’s equity.

If your mortgage balance is more than the value of the home, then
you are considered “upside down” or “under water”. The same prin-
ciple applies to a business: if the value of its Liabilities is more than the
value of the Assets then the enterprise is insolvent and probably
headed for bankruptcy.

THE BOOKS

The “books” is a slang general accounting term referring to the General
Ledger and the various journals that are kept by a business. Book can
be used as a verb meaning to record a transaction.

BOOK VALUE

Book value is the value of an asset according to its balance sheet
account balance. For assets, the value is based on the original cost of
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the asset less any depreciation, amortization or impairment costs made
against the asset. Book value refers to the net amount.

Book value can differ from Market value if the asset has gained
value while it has been owned or lost significant value. An example
would be an office building owned by a company that has increased in
value but is carried on the books at cost minus depreciation. Assets like
stocks and bonds most likely have a different current market value
than what they were purchased for.

CAPITALIZE

To capitalize is to record an expenditure on an asset that will benefit
future periods rather than to treat the entire amount as an expense in
the period of its occurrence. It is an accounting method used to delay
the recognition of a significant expense by recording the expense as a
long-term asset. Capitalizing significant expenses more accurately
depicts the situation. If a company buys a new machine that will be
productive for ten years then one tenth of the expense should be taken
in each year of its operation. Companies acquiring new assets with a
long-term lifespan can spread out the cost over a specified period of
time. That period of time is an estimate of the asset’s useful life, when
it will be contributing to the generation of revenues.

CASH

Cash is currency and coins, negotiable checks, and balances in bank
accounts. We all know what cash is but in accounting it refers to the
first account in the Assets category of the Balance Sheet. This is aggre-
gated from all company bank accounts and it is derived as the bottom
number on the Cash Flow Statement. The cash amount at the bottom of
the Cash Flow Statement must reconcile with the total amount of all
bank account balances.
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CASH FLOW STATEMENT

The cash flow statement is a financial statement that shows how
changes in balance sheet accounts and income statement affect cash.
The cash flow statement breaks the analysis down into three sections:
operating, investing and financing activities.

COMMON STOCK

Common Stock is the type of stock present in every corporation. Shares
of common stock provide evidence of ownership in a corporation.
These shares represent the class of owners who have residual claims on
the assets and earnings of a corporation after all debt and preferred
shareholders’ claims have been met.

Holders of common stock elect the corporation's directors at the
annual meeting. Common stock receives the distribution of profits of
the company via dividends. If the corporation were to liquidate, the
secured lenders would be paid first, followed by unsecured lenders,
preferred stockholders, and lastly the common stockholders. If a
company is acquired, the proceeds go to the shareholders after the
debts are paid off.

COST OF GOODS SOLD

Cost of Goods Sold (COGS) is the direct costs attributable to the
production of the goods sold by a company. This amount includes
the cost of the materials used in creating the good along with the direct
labor costs used to produce the good. It excludes indirect expenses such
as distribution costs, marketing and sales force costs. Measuring COGS
is at the core of Cost Accounting which is considered its own sub disci-
pline within accounting.

CURRENT ASSETS

Current Assets are balance sheet accounts that represent the value of
assets that are reasonably expected to be converted into cash within
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one year. Current assets include cash, accounts receivable, inventory,
marketable securities, prepaid expenses and other liquid assets that
can be readily converted to cash. Current Assets are related to
measuring the liquidity of an enterprise: how quickly a company can
convert assets to cash to cover expenses and weather a crisis.

DEBT

Debt is an amount owed for funds borrowed. Debt is the general name
and category for loans, notes, bonds, mortgages, debentures and the
like that are evidence of amounts owed and have definite payment
dates and schedules. The lender agrees to lend funds to the borrower
upon a promise by the borrower to pay interest on the debt, usually
with the interest to be paid at regular intervals. Debt is a Liability to
the company (an asset to the lender) and is shown on the balance sheet
net of how much has been repaid.

There are many varieties and “tiers” of debt based on repayment
schedules and conditions and on the seniority of the claims on assets.
In case of bankruptcy the most senior debt gets paid first from the
liquidation of assets and the more junior note holder get paid next. The
more junior the debt, the higher the risk of getting repaid and so the
higher the interest rate that investors require. There is senior debt,
junior debt, mezzanine debt, and convertible debt. Convertible debt
has the option to convert into common stock.

DEPRECIATION

Depreciation is the method used to allocate the cost of a tangible asset
over its useful life. It is the process of apportioning the purchase price
of an asset to the periods in which the benefits of using it occur. This
provides a more accurate picture of assigning costs to the revenues
they help produce.

Businesses depreciate long-term assets for both tax and accounting
purposes. Accelerating depreciation can provide a larger expense in
early periods and this can shelter income from taxes. Different depreci-
ation schedules are used for different fixed assets. Depreciation sched-
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ules can vary in length and also in how fast depreciation is incurred.
There are accelerated depreciation techniques that apply more depreci-
ation to early years in the schedule.

Depreciation is also used to describe a decrease in an asset's value
caused by unfavorable market conditions.

DIVIDEND

A dividend is a payment made by a corporation to its shareholders,
usually as a distribution of a portion of profits. When a corporation
earns a profit or surplus, it can re-invest it in the business; this is
called retained earnings, and/or pay out some of the profit as a divi-
dend to shareholders. A dividend can be paid in cash (a cash dividend)
or stock (a stock dividend).

EQUITY

Equity is what the shareholders or owner of a company actually own.
It is a claim on assets. Equity is short for owner's equity or sharehold-
er’s equity. It consists of the net value, net of liabilities, of the assets of
an enterprise. It is the residual interest in the assets of an entity that
remains after deducting its liabilities. Net assets are the difference
between the total assets of the entity and all its liabilities. Equity
appears on the balance sheet below Liabilities. Remember the balance
sheet formula: Assets = Liabilities + Equity.

Think of this concept in terms of your home: the appraised value of
the home is the Asset, the mortgage is the Liability, and the difference
between the two is the Equity. This is the same relationship between
the three entities on a corporate balance sheet.

EXPENSE

An expense is the term used for funds paid by the enterprise. For
example: paychecks to employees, and payments to vendors for goods
or services, rent, the electric bill, supplies, you get the idea.

Another way to think of expenses is as a decrease in owners’ equity
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caused by the using up, or depletion, of assets in producing revenue or
carrying out other activities that are part of the company’s operations.

FASB

FASB stands for Financial Accounting Standards Board and is an inde-
pendent, private, nongovernmental authority for the establishment of
generally accepted accounting principles, generally referred to as GAAP, in
the United States.

Financial Statements, and the accounting practices that produce
them, must adhere to these rules and principles to be considered accu-
rate, truthful and transparent.

FINANCIAL STATEMENTS

Financial Statements are a group of reports showing a summary view
of the financial activities and status of a company. There are three
major financial statements: Balance Sheet, Income Statement, and Cash
Flow Statement. Each statement tells a different story about the finan-
cial activity of an enterprise. Financial statements also include the
notes provided to explain and give more insight into the numbers.

FISCAL YEAR

A fiscal year is a period of 12 consecutive months chosen by a business
as its accounting period for annual reporting purposes. Most fiscal
years are a calendar year (January 1- December 31) but a fiscal year can
start and end on any month. For example most U.S. government agen-
cies run a fiscal year from October 1 – September 30.

FIXED ASSET

A fixed asset is any tangible item with a useful life of more than one
year. Fixed Assets include office buildings, factories, major equipment
and vehicles. Computers used to be thought of as fixed assets but
personal computers now cost less than $1,000 and have useful lives of
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not much more than a year because of the accelerated rate of technical
innovation. So now, most computers are usually expensed instead of
capitalized as a fixed asset. A fixed asset is a long term asset and is
listed on the Balance Sheet after the current assets.

GAAP

GAAP stands for Generally Accepted Accounting Principles which are
conventions, rules, and procedures that are required to be followed in
preparing financial statements. GAAP defines accepted accounting
practice in the United States. These principles are defined and overseen
by FASB. They include both broad guidelines and detailed practices
and procedures.

INCOME STATEMENT

An Income Statement is a summary report that shows revenues,
expenses, gains or losses over a specific period of time, typically a
month, quarter or fiscal year. An income statement is structured as:
Revenue – Expenses = Net Income. Net Income is also referred to as
Profit or Earnings.

The earnings-per-share amount is usually also shown on the income
statement. This is calculated by dividing the Earnings by the number
of share of stock outstanding.

INTELLECTUAL PROPERTY

Intellectual Property (IP) is the asset category that describes and details
the set of intangible assets owned by a company. These IP assets are
legally protected from outside use or implementation without consent.
From an accounting standpoint, Intellectual property can consist of
patents, copyrights, and trademarks. Intellectual Property assets are
listed on the balance sheet and valued at the cost of procuring them net
of amortization.
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LEVERAGE

Leverage is the business term for the dynamic difference between two
categories. The two main uses of the term are in association with oper-
ations and finance.

Operating leverage refers to the tendency of net income to rise at a
faster rate than sales when there are fixed costs.

Financial leverage means the use of long-term debt in securing
funds for the enterprise. A measure of financial leverage is the debt to
equity ratio. It is calculated as the ratio of a company's loan capital
(debt) to the value of its common stock (equity) or Debt/Equity. Finan-
cial leverage adds risk to a company as debt repayments are consistent
and revenues or sales may vary and not be enough to cover debt
payments.

LIABILITY

A liability is an obligation to pay a definite amount at a definite time in
return for a past or current benefit. It is what the company owes. For
example: loans, taxes, payables, long term debt from a bond issue.

Liabilities on the Balance Sheet are categorized as Current, to be
paid within the fiscal year, or Long Term, to be paid at a time further in
the future.

LINE OF CREDIT

A line of credit is an arrangement between a financial institution,
usually a bank, and a customer for short term borrowings on demand.
The borrower can draw down on the line of credit at any time, but
cannot exceed the maximum set in the agreement. A line of credit is
similar to a personal credit card. It is used by a company to smooth out
the need for operating funds to pay bills and other obligations when
current assets like accounts receivable or inventory are slow in turning
into cash.
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LIQUIDITY

Liquidity refers to the availability of cash, or near cash resources like
marketable securities, for meeting a firm’s obligations. A measure of
liquidity, or the ability of current assets to meet the obligations of
current liabilities, is the current ratio. The current ratio is calculated as
current assets/current liabilities. The current assets include inventory
which is not so easy to convert quickly into cash.

The quick ratio is another measure that matches the most easily
liquidated portions of current assets with current liabilities. It is used
to evaluate whether a business has sufficient assets that can be
converted into cash to pay its bills. The current assets that are included
in the quick ratio are cash, marketable securities, and accounts receiv-
able. Inventory is not included in the ratio, since it can be difficult to
sell off quickly with incurring a significant loss. The quick ratio is a
better indicator than the current ratio of the ability of a company to
pay its immediate obligations because it excludes inventory from the
calculation.

MARK-TO-MARKET

Mark-to-market is the term used for fair value accounting. It refers to
accounting for the "fair value" of an asset or liability based on its
current market price or some other objectively assessed value. Fair
value accounting has been a part of Generally Accepted Accounting
Principles (GAAP) in the United States since the early 1990s.

NET INCOME (LOSS)

Net Income (or loss) is the amount the company made or lost for a
specific period of time. It is the excess of all revenues and gains for a
period over all expenses and losses of the period. It is the bottom
number on the Income Statement, and the top number on the Cash
Flow Statement. To arrive at net income take total revenues minus total
expenses. Net Income is also called Profit or Earnings.
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P & L RESPONSIBILITY

P&L stands for profit and loss statement or income statement. P & L
responsibility is one of the most important responsibilities of any exec-
utive position. It involves monitoring, and being judged on, the net
income after expenses for a department or entire organization. The
executive’s performance is judged on the financial results. The execu-
tive has direct influence on how company resources are allocated and
how tactics are developed to implement strategy.

Internal financial statements must be generated in order to evaluate
an executive’s performance who has P&L responsibility.

PAR VALUE

Par value is the face amount of a security. The Par Value account is a
stock equity account shown on the Balance Sheet. Stock par value is
used to keep track of the amount of shares outstanding. The par value
is a small monetary value attributed to each share. It is an arbitrary
number, usually $.01

Par value is also a term used for the face value of bonds. Most
bonds sell at an initial, or par value, of $1,000. As interests change over
the term of the bond, its value is either calculated as a premium of
discount, from par value. This is how bonds can trade at yields that
vary from the fixed interest rate at issuance.

PREFERRED STOCK

Preferred Stock is a class of stock with claims to income or assets after
bondholders but before common shareholders. Preferred stock also
provides for preferential treatment of dividends. Preferred stock-
holders will be paid dividends before the common stockholders
receive dividends. These dividends are sometimes paid in stock
instead of cash. Some preferred stock also has the ability to be
converted into common stock.
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PRINCIPAL

Principal refers to the face amount of a loan. It is the original sum
invested or lent. In most bonds the principal is held and paid back in
full at the end of the term of the bond. In amortized loans, like a mort-
gage, interest and principal are paid back as part of each payment. This
schedule of payments and the fraction that is interest and principal is
called an amortization table.

RETAINED EARNINGS

Retained earnings is the percentage of net income not paid out as divi-
dends, but retained by the company to be reinvested in its core busi-
ness, or to pay down debt. It is recorded under shareholders' equity on
the balance sheet and is measured as owners’ equity less contributed
capital.

REVENUE

Revenue is funds collected by the company usually from sales. It is the
monetary measure of sales or services rendered. Revenue is the top
line on the Income Statement.

SEC

Securities and Exchange Commission, the agency authorized by the
U.S. Congress to regulate financial markets and, among other things,
the financial reporting practices of publicly traded corporations. Their
website is www.sec.gov

SHARES OUTSTANDING

Shares outstanding is the amount of a company's stock currently held
by all its shareholders, including restricted shares owned by the
company’s officers and insiders. Outstanding shares are shown on a
company’s balance sheet under the heading “Capital Stock.” The
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number of outstanding shares is used in calculating key metrics such
as a company’s market capitalization (the stock price * shares
outstanding), as well as its earnings per share (Earnings/shares
outstanding).

STOCK

Stock, or shares, is the general term used to describe the ownership
certificates of a company. Stocks are the investment instrument or
vehicle of equity. Each share of stock represents a fractional ownership
in the company.



CHAPTER 13
Q&A

THESE ARE questions and answers that I initially published on
Quora related to Accounting, Financial Statements, Financial Analysis,
and Corporate Finance.

ACCOUNTING

WHAT IS THE DIFFERENCE BETWEEN REVENUE AND EBITDA?

Both are Income Statement numbers. Revenue is the top line on the
Income Statement. It is the money from sales. EBITDA is what is left
from Revenue after expenses have been subtracted. EBITDA stands for
Earnings Before Interest Taxes Depreciation and Amortization.

Earnings, Profit, and Net Income are all terms for the same number.
They are synonyms.

Here is more information on the Income Statement and how to
read one.

INCOME STATEMENT

The Income Statement can be summarized as: Revenues less Expenses
equals Net Income. The term Net Income simply means Income (Rev-
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enues) net (less) of Expenses. Net Income is also called Profit or Earn-
ings. Revenues are sometimes called Sales.

You understand this concept intuitively. We always strive to sell
things for more than they cost us to make. When you buy a house you
hope that it will appreciate in value so you can sell it in the future for
more than you paid for it. In order to have a sustainable business
model in the long run, the same logic applies. You can’t sell things for
less than they cost you to make and stay in business for long.

Think of the Income Statement in relation to your monthly personal
finances. You have your monthly revenues: in most cases a salary from
your job. You apply that monthly income to your monthly expenses:
rent or mortgage, car loan, food, gas, utilities, clothes, phone, entertain-
ment, etc. Our goal is to have our expenses be less than our income.

Over time, and with experience, we become better managers of our
personal finances and begin to realize that we shouldn’t spend more
that we make. We strive to have some money left over at the end of the
month that we can set aside and save. What we set aside and save is
called Retained Earnings.

Some of what we set aside we may invest with an eye toward
future benefits. We may invest in stocks and bonds or mutual funds, or
we may invest in education to expand our future earning and working
prospects. This is the same type of money management discipline that
is applied in business. It’s just a matter of scale. There are a few addi-
tional zeros after the numbers on a large company’s Income Statement
but the idea is the same.

This concept applies to all businesses. Revenues are usually from
Sales of products or services. Expenses are what you spend to support
the operations: Salaries, raw materials, manufacturing processes and
equipment, offices and factories, consultants, lawyers, advertising,
shipping, utilities etc. What is left over is the Net Income or Profit.
Again: Revenues – Expenses = Net Income. “Your Income needs to be
more than your Outflow or your Upkeep is your Downfall.” My Mom
used to say that. : )

Net income is either saved in order to smooth out future operations
and deal with unforeseen events; or invested in new facilities, equip-
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ment, and technology. Or part of the profits can be paid out to the
company owners, sometimes called shareholders or stockholders, as
a dividend.

The Income Statement is also known as the "profit and loss state-
ment" or "statement of revenue and expense." Business people some-
times use the shorthand term "P&L," which stands for profit and loss
statement. A manager is said to have “P&L responsibilities” if they run
an autonomous division where they make the decisions about market-
ing, sales, staffing, products, expenses, and strategy. P & L responsibil-
ity is one of the most important responsibilities of any executive
position and involves monitoring the net income after expenses for a
department or entire organization, with direct influence on how
company resources are allocated.

The terms "profits," "earnings" and "net income" all mean the same
thing and are used interchangeably.

Remember: Income (revenue or sales) – Expenses = Net Income or
profit

Google the term “income statement” and you will see lots of exam-
ples of formats and presentations. You will see there is variety
depending on the industry and nature of the business but they all
follow these basic principles.

You can download my free ebook on Reading and Understanding
Financial Statements on my website http://www.mba-asap.com

WHY DO NET LOSSES REDUCE RETAINED EARNINGS?

This question is a perfect one because it straddles the three financial
statements and their impact on each other.

The impact of the Income Statement on the Balance Sheet is a great
question that goes to the heart of accounting, financial statements, and
financial reporting.

Net profits and net losses are recorded at the end of the period to
the Balance Sheet in the Retained Earnings account. That is what
retained earnings means. The bottom line of the Income Statement
impacts the equity section of the Balance Sheet via Retained Earnings.
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Below is a description of how accounting numbers flow through
the three financial statements and how they are interconnected.

THE BIG PICTURE OF FINANCIAL STATEMENTS

The three Financial Statements: Balance Sheet, Income Statement, and
Cash Flow Statement are interconnected, and the accounting numbers
flow through them. They are the measure of a company's performance
and health.

The interconnection starts with a Balance Sheet showing the finan-
cial position at the beginning of the period (usually a year); next, you
have the Income Statement that shows the operations during the year,
and then a Balance Sheet at the end of the year.

The Cash Flow Statement is necessary to reconcile the cash position
starting from the Net Income number at the bottom of the Income
Statement.

The cash number calculated from the Cash Flow Statement is
added to the cash reported on the beginning Balance Sheet in the Cash
account. This number needs to match the actual money in the bank at
the end of the period. These steps represent the reconciliation process
where you reconcile the cash account number in your accounting soft-
ware to the actual balance in your bank account.

The reconciled amount is recorded as the Cash account balance at
the top right (Asset column) of the end of year (EOY) Balance Sheet.

The Net Income number from the Income Statement (profit or loss)
is then added, or subtracted in the case of a loss, to the Retained Earn-
ings number in the Equity section (lower left-hand side) of the end of
year (EOY) Balance Sheet. A profit increases retained earnings, and a loss
decreases retained earnings. (This addresses your specific question.)

Changes in non-cash accounts like Accounts Receivable and
Accounts Payable and Depreciation and Amortization will make up
the difference between the Cash Flow number added on the right side
of the Balance Sheet and the Net Income number added on the left-
hand side.

When these steps are performed correctly, all the numbers should
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reconcile. The Assets will be equal to the Liabilities and Equity
(remember the Accounting Equation A = L + E) on the EOY Balance
Sheet.

FINANCIAL STATEMENT INTERCONNECTIONS AND FLOW

Think of it as a system of two Balance Sheets acting as bookends for
the Income Statement. The Cash Flow Statement reconciles the Net
Income (or Loss) at the bottom of the Income Statement with the
amount of cash actually in the bank.

This process accounts for every penny that has come in, gone
through, and gone out of a company during the period.

Understanding the three financial statements and how they knit
together will allow you to assess the financial health, viability, and
prospects of any company, and help you make rational fact-based
investment decisions. It's the basis of Value Investing, and this is how
Warren Buffett does it.

This post ties together the functionality of the financial statements. I
hope this might be an “aha” moment for you. It was for me when I
finally realized how this all fit and worked together.

Understanding how to read and understand financial statements is
the basis of Financial Literacy and Capitalism. Following this big
conceptual picture of accounting will provide a context to keep you
from ever getting lost in the details like specific debits and credits.

Suffice it to say one of the greatest thinkers and writers Johann
Wolfgang von Goethe called double entry accounting "among the
finest inventions of the human mind."

WHY MIGHT A COMPANY HIRE ONE BIG 4 ACCOUNTING FIRM OVER ANOTHER
TO AUDIT ITS FINANCIAL STATEMENTS?

There are lots of very good accounting firms that offer corporate
auditing services. The Big 4 have consolidated from what used to be
called the Big 8. They are the largest accounting firms and have
international operations. Choosing one over the other would come
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down to whether their offices overlap with a companies operations
geographically, price, timing, and whether a CFO feels a comfortable
relationship with the accountants handling the audit.

Here is more general information on the role of auditors and the
process.

The Role of Auditors
As per the SEC requirements and regulations, in order to be eligible

to be traded on a U.S. stock exchange, a publicly traded company’s
financials must be prepared by the company and then reviewed and
audited by an outside Certified Public Accountant (CPA).

What is an auditor?
The auditing process entails reviewing the financial statements

prepared and drafted by the company to make sure they conform to
GAAP and other rules. The auditors also “test” the numbers by
requesting and reviewing supporting documentation such as invoices,
checks, bills, and contracts. They send letters to the company’s banks
to confirm bank balances and contact lawyers the company has
worked with to confirm that there are no liabilities or lawsuits pending
that have not been disclosed.

The Auditing Process
In a company, performance is paramount. There are strong tempta-

tions to commit fraud for personal gain or to make the numbers look
better.

People who run companies have the power to exploit financial infor-
mation for personal gain. For publicly traded companies annual auditing
is a legal requirement. The investors of many privately held companies,
including their bankers, also require annual audited financial statements.

The audit process is designed to protect against misrepresenting
financial information to improve results, avoid taxation, hide fraud, or
not report latent liabilities. Audits are a process of gaining information
about the financial systems and the financial records of a company.

Financial audits are performed to ascertain the validity and relia-
bility of information, as well as to provide an assessment of the compa-
ny’s internal control system. Audits are carried out by a third party
impartial account that is certified as a CPA.



FINANCIAL STATEMENTS A$AP! 105

What does it take to be an auditor?
To work on other company’s financials you must be a CPA. In the

United States a CPA will have passed the Uniform Certified Public
Accountant Examination and met additional state education and expe-
rience requirements for membership in their state’s professional
accounting body. You don’t have to be a CPA to work for a company
internally as an employee in accounting or finance. You can be a CFO
and not be a CPA.

Since the auditor cannot feasibly know or discover everything
about a company, an audit seeks to provide reasonable assurance that
the financial statements are free from material error. Test work and
sampling of documents is performed in audits as a way to statistically
confirm that the company has done the accounting properly.

A set of financial statements is understood to be ‘true and fair’
when they are deemed free of material misstatements. The auditor
confirms this in their opinion letter that precedes the financials in the
presentation. The opinion given on financial statements depends on
the audit evidence obtained. You find the opinion letter at the begin-
ning of the audited financial statements.

You can review the audited financial statements of publicly traded
companies on the SEC website under the EDGAR tab. Look for the
company’s most recent 10K filing.

WHAT HAPPENS WHEN AN EXTERNAL AUDITOR QUALIFIES A FINANCIAL
STATEMENT WHICH DOES NOT COMPLY TO THE STANDARDS?

A company never wants to get a qualified opinion from their auditors.
That means the company did not follow Generally Accepted
Accounting Principals GAAP. It can mean poor controls and proce-
dures for accounting, or fraud and cover-up. Its not a good situation.

If the company is publicly traded the regulators like the SEC can
remove their listing. If the company is private then the investors,
owners, creditors, banks, vendors and others involved with the
company may stop doing business with the company or move to
remove top management or sue.
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A company’s ability to keep good records and accounting is critical
to maintaining confidence in its ability to operate well.

BY ADOPTING THE COST ACCOUNTING METHOD, CAN A FIRM PREPARE A
FINANCIAL STATEMENT?

The short answer is financial statements are not derived from cost
accounting accounts.

Cost accounting and financial accounting have different audiences.
Cost accounting is an internal activity for managers. Cost

accounting focuses on measuring direct and indirect costs.
What gets measured gets managed, so measure what matters.
Cost accounting measures manufacturing and inventory as Work In

Progress (WIP) though all its progressive stages.
This information is proprietary and strategic and not shared with

the outside world.
Financial accounting used different accounts. Its end product is the

preparation of financial statements.
Financial Statements are for external audiences that have an interest

in the company.
Financial statements provide information on the performance of the

company. Interested parties are investors, creditors, government agen-
cies, vendors, and others.

It's the same numbers sliced and diced in different ways to meet
different ends.

WHAT ARE MONTHLY FIXED COSTS AND UNIT VARIABLE COSTS?

Fixed costs are the costs incurred no matter how many units you sell.
For example a Pizzeria needs an oven no matter if it sells zero pizzas or
1,000. Monthly fixed costs are all those costs for the month, or annual
costs divided by 12.

Variable costs are the cost of the things that go into the product or
service. For a pizza it would be the dough, sauce, and labor to make it.
Each pizza is a unit. These costs are a function of how many units you
make.
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Your total costs are your fixed costs plus your variable costs.

CAN AVERAGE FIXED COST BE ZERO?

There are two kinds of costs in a cost structure: fixed and variable. If all
the costs of a product or service are variable, then fixed costs could
conceivably by zero. With digital products delivered via the internet
the fixed costs can be very small.

HOW DO YOU KNOW IF THE ASSETS LISTED IN THE BALANCE SHEET SHOW THE
REAL VALUE?

The assets listed on a balance sheet don’t show their current market
value. Assets are initially recorded at cost. Then, each year, their cost
value is reduced by the depreciation recorded for that year.

For example, if a machine cost $100,000 it will be recorded at
$100,000. Then the accountant for the company will estimate its useful
life. Say that is 5 years. So each year $20,000 worth of its value will be
recorded as an expense in the Income Statement. And that $20,000 will
be subtracted from the purchase price on the Balance Sheet as accumu-
lated depreciation. So, its “value” on the Balance Sheet is now $80,000.

The next year another $20,000 is recorded and now the value is
$60,000. It is the original cost less accumulated depreciation.

After five years the asset is worth zero on the books even though it
may be used for another ten years.

This process shows the difference between the book value of assets
and their market value.

FINANCIAL STATEMENTS

WHAT IS THE DEFINITION OF THE TERMS FINANCIAL STATEMENT?

What are financial statements?
There are 3 Financial Statements: Balance Sheet, Income Statement,
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and Cash Flow Statement. They are the reports that accounting
produces. Financial Statements are the end product of accounting.

Financial Statements are the primary language of money and busi-
ness. Everyone should have a basic understanding of Financial State-
ments: what they are and what information they provide. It's a
competency that can open up opportunities and vistas that are closed
off otherwise.

Executives in a company like the CEO, COO, and CFO routinely
share and discuss financial data with marketing, operations, and other
direct reports and personnel. They also compile and share financial
information with stakeholders outside the firm, such as bankers,
investors, and the media.

But most people don’t understand finance and the numbers. A
recent investigation into this question concluded that even most
managers and employees don't understand enough to be useful.

THREE MAIN FINANCIAL STATEMENTS

There are three main financial statements, and they are linked together
to provide a picture of an enterprise's financial position and health.
They represent the end product of accounting, meaning they are the
reports generated by accounting covering all of a company's trans-
actions.

The three primary financial statements are the

Balance Sheet: which shows firm's assets, liabilities, and net
worth on a stated date
Income Statement: also called profit & loss statement or
simply the P&L: which shows how the net income of the
firm is arrived at over a stated period, and
Cash Flow Statement: This shows the inflows and outflows
of cash due to the firm's activities during a stated period.

Knowing how to read and understand financial statements is a
business skill you can't ignore. It can help work your way up the
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corporate ladder by communicating with others in your company and
understanding the big picture. It is also a useful skill to know where
your efforts and work can make the most impact.

When you are thinking about possibly changing jobs and working
for a company, you can check their financials and make sure they are
healthy. If you are considering starting your own company, you will
need to have financials prepared by your accountant to talk to
investors, bankers, and vendors.

Suppose you want to invest wisely in the stock market, analyze the
competition, or benchmark your performance. In that case, you can
look up any publicly-traded company's financials at the Securities and
Exchange Commission website's' EDGAR filings and get an idea of
how they are doing. Check out any public company's most recent 10K
filing there. A 10K is the Annual Report of the company and its most
important business and financial disclosure document.

WHAT IS THE BALANCE SHEET EQUATION?

The Balance Sheet can be summarized as: Assets = Liabilities +
Equity. This is called the accounting equation; memorize it. These
three balance sheet segments give the interested reader an idea as to
what a company owns (assets) and owes (liabilities), and the amount
invested and accumulated by the owners or shareholders (equity).

The Balance Sheet is a snapshot of the financial position of a
company at a particular point in time. It is compiled at the end of the
year or quarter. It is a summary of the Assets, Liabilities and Equity.

Think of how your home is financed as simple balance sheet.
The asset is the value of the house. This is determined by an appraisal
or sale. The value of your home varies as the market varies. An
appraiser takes into account recent sales in the area and adjusts for
differences like an extra bedroom or bathroom. An appraisal also takes
into account replacement value; how much would it cost to recreate
the house with the current costs for materials and labor. The liability is
the mortgage balance and the equity (in this case we call it the home-
owner’s equity) is the difference between the two.
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If the house is worth more than you owe, then you have positive
equity. If the mortgage balance is more than the value of the home,
then you have negative equity, sometimes called being “upside down”
or “underwater”.

The same concepts apply to a corporate balance sheet. If the assets
are greater than the liabilities then there is positive shareholder’s
equity. If the liabilities are more than the assets, the company is consid-
ered insolvent. In this case a company declares bankruptcy.

BALANCE SHEET PRESENTATION

A Balance Sheet is constructed of two basic parts. Assets are listed in a
column and totaled at the bottom of the column. Liabilities and Equity
are listed in another column with the liabilities section listed above the
equity section. Liabilities and Equity are each totaled separately and
then together at the bottom. Sometimes these columns are presented in
a stacked form with the Asset column on top. And sometimes these
columns are presented side by side with the Assets on the left hand
side and both Liabilities and Equity on the right hand side.

The Liabilities and Equity show how the Assets are financed.
Liabilities and Equity totals in the right hand column must exactly
equal the Asset total at the bottom of the left hand column.

When someone talks about the left hand side of the balance sheet,
they are referring to assets; if they talk about the right hand side of the
balance sheet, they mean liabilities and equity.

For comparison purposes, the Balance Sheet numbers of the
previous year are also usually presented next to this year’s numbers.
Remember the goal of these Financial Statements is to present the
financial information in a clear and meaningful way so interested
parties can quickly grasp the performance and status of the enterprise.

According to GAAP, the U.S. accounting standard, assets and liabil-
ities are listed in the order of their liquidity, from short term to long
term, as you go down the items listed in each column. Cash is the most
liquid asset so it is listed on the top left of the Balance Sheet. Long term
debt comes after short term debts in the Liability column and Equity is
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listed below the Liabilities. Equity is listed below Liabilities because
shareholders have a junior claim on the assets of the corporation. In
case of a bankruptcy or liquidation of the company, the money
collected from the sale of assets goes first to pay the lenders. Any
residual money after the lenders are paid off is distributed to the share-
holders.

Outsides the United States, the rest of the world presents balance
sheet items in the reverse order, from least liquid on top to most liquid
at the bottom. The International Accounting Standards are referred to
as IAS.

HOW DO YOU CALCULATE THE BOOK VALUE ON A BALANCE SHEET?

The book value of assets is what is reported on the balance sheet. It is
the cost of the asset less depreciation. Book value can be a misleading
indicator of the value of an asset. The asset may have appreciated in
value over the time it has been depreciated on the books. Real estate is
a good example.

HOW DO YOU ACQUIRE LEVERAGE?

Leverage is a fancy word for borrowing. Debt is leverage. Leverage is
how one buys a house for only 20% equity. Leverage in a business is
how much debt is used relative to equity for purchasing assets. It is the
right-hand side of the balance sheet.

You usually acquire leverage from a bank in the form of a loan. The
bank does credit analysis to gauge whether you can repay the loan.
Default is the bank’s biggest risk. That means you need to show steady
historical income streams that can support the loan payments.

The amount of the income streams relative to the loan payments is
called the debt service coverage ratio DSCR.

HOW CAN I CALCULATE THE STOCK VALUE OF MY BUSINESS?

Stock is the value of equity. They are synonyms. It is a balance sheet
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value. Assets = Liabilities + Equity. So Equity = Assets - Liabilities.
That is the value of your stock.

WHAT DO NEGATIVE RETAINED EARNINGS MEAN ON THE BALANCE SHEET?

Negative retained earnings on the Balance Sheet means the company
has been reporting net losses on the Income Statement and has chewed
through all its equity.

In this situation, the Assets of the company are worth less than its
debt and obligations.

It’s a situation similar to if you own a house and the appraised
value of the house is less than the mortgage.

The company, like the house, is under water.

WHAT MAKES A BALANCE SHEET GOOD OR BAD?

The basic measure of the health of a Balance Sheet is whether the value
of Assets is greater than Liabilities. The Accounting Equation is:

Assets = Liabilities + Equity

Shareholders or owners of a company essentially own the Equity.
Equity has a positive value if Liabilities are less than Assets.

Think of a Balance Sheet like owning a home. The Asset value is set
by an appraisal. The Liability is the mortgage. The Equity in the home
is the difference between the two.

HOW DO YOU INCREASE CAPITAL ON A BALANCE SHEET?

A company increases its capital in two ways. It either 1) makes an
operating profit through net income and cash flow, or 2) it takes on
financing by either selling stock or taking on debt.

This increase in cash will show up on the balance sheet as an asset
in the cash category. The offsetting entry will be to equity if it is from
selling stock, a liability if it is from debt, or retained earnings if it is
from operating earnings as profit.
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FINANCIAL ANALYSIS

HOW CAN A PERSON FROM A NON-FINANCE BACKGROUND LEARN
FUNDAMENTAL ANALYSIS FOR VALUING COMPANIES?

The value of a company is essentially the estimate of the present value
of its future cash flows.

The technique that is at the core of corporate finance is calculating
the present value of future cash flows. That is a mouthful, but the basic
gist is based on the time value of money and the idea that a company
is essentially an entity that generates cash flows each year into the
future. The trick is estimating those future cash flows and how much
they might grow or shrink and what the risks are to realizing them.

This is where you have to polish your crystal ball and do some
deep analysis of the business and its markets and competitors. All this
information is compiled in a spreadsheet of financial projections and
the bottom line future cash flows are discounted back to the present
value at some determined discount rate. The discount rate takes into
account what similar investments are commanding in the market and
any and all risks specific to this particular enterprise or asset.

This technique of calculating the present value of a stream of cash
flows becomes essential when trying to value start-ups that have no
revenue history or assets, or companies that are predicted to grow
rapidly. In these cases you can’t rely on past performance and history
in order to come up with a value based on P/E or existing assets.

This is the technique favored by investment bankers, venture capi-
talists, private equity, hedge funds, and savvy investors, banks and
credit analysts, and CFOs. It’s not difficult to understand and you will
be amazed how useful and powerful it can be.
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FINANCIAL STATEMENT ANALYSIS: WHAT CHARACTERISTICS DOES A HEALTHY
BALANCE SHEET HAVE?

A good balance sheet conveys the information in a clear and trans-
parent manner.

The Balance Sheet is a condensed statement that shows the financial
position of an entity on a specified date, usually the last day of an
accounting period.

Among other items of information, a balance sheet states

What Assets the entity owns,
How it paid for them,
What it owes (its Liabilities), and
What is the amount left after satisfying the liabilities (its
Equity)

Balance sheet data is based on what is known as the Accounting
Equation: Assets = Liabilities + Owners' Equity.

Think of a Balance Sheet in terms related to everyday life. Home
ownership, when you have a mortgage, is represented as a Balance
sheet. Your home ownership basically has the three components of
Asset, Liability and Equity. The Asset is the value of the house. This is
determined by an appraisal. An appraisal takes into account recent
sales of homes in the area and compensates for differences like the
number of bath or bedrooms, the size of the lot, etc.

The Liability is the mortgage. This is how much you owe against
the house. The Equity is the difference between the value of the Asset
and the amount of the Liability. If your home is worth $200,000 and
you have a remaining mortgage balance of $150,000, then you have
$50,000 in Equity. We sometimes call this homeowner’s equity.

If your mortgage balance is more than the value of the home, then
you are considered “upside down” or “under water”. The same prin-
ciple applies to a business: if the value of its Liabilities is more than the
value of the Assets then the enterprise is insolvent and probably
headed for bankruptcy.

A Balance Sheet is organized under subheadings such as current
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assets, fixed assets, current liabilities, Long-term Liabilities, and Equity
With income statement and cash flow statement, it comprises the finan-
cial statements; a set of documents indispensable in running a
business.

HOW DO I FIND WHETHER A COMPANY IS FUNDAMENTALLY GOOD OR NOT?

The Graham and Dodd approach is referred to as Fundamental
Analysis and includes: Economic analysis; Industry analysis; and
Company analysis. Company Analysis is the primary realm of finan-
cial statement analysis. On the basis of these three analyses the value of
the security is determined. Fundamental analysis is how bankers,
analysts, and investors make long-term investment decisions.

WHAT ARE THE "BALANCE SHEET RATIOS" USED IN FINANCIAL STATEMENT
ANALYSIS?

Financial ratios are powerful tools used to assess company upside,
downside, and risk.

There are four main categories of financial ratios: liquidity ratios,
profitability ratios, activity ratios, and leverage ratios. These are typi-
cally analyzed over time and across competitors in an industry.

Using ratios "normalizes" the numbers so you can compare compa-
nies in apples-to-apples terms.

Ratios compare numbers reported on the Balance Sheet and the
Income Statement.

LIQUIDITY AND SOLVENCY

Solvency and liquidity are both refer to a company’s financial health
and viability. Solvency refers to an enterprise's capacity to meet its
long-term financial commitments. Liquidity refers to an enterprise’s
ability to pay short-term obligations. Liquidity is also a measure of
how quickly assets can be converted to cash by being sold.

A solvent company is one that owns more than it owes. It has a
positive net worth and is carrying a manageable debt load. A
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company with adequate liquidity may have enough cash available to
pay its bills, but may still be heading for financial disaster down the
road. In this case, a company meets liquidity standards but is not
solvent.

Healthy companies are both solvent and possess adequate
liquidity.

Liquidity ratios determine whether a company has enough current
asset capacity to pay its bills and meet its obligations in the foreseeable
future (current liabilities).

Solvency ratios are a measure of how quickly a company can turn
its assets into cash if it experiences financial difficulties or bankruptcy.

Liquidity and Solvency ratios measure different aspects of whether
or not a company can pay its bills and remain in business.

The current ratio and the quick ratio are two common liquidity
ratios. The current ratio is current assets/current liabilities and
measures how much liquidity (cash) is available to address current
liabilities (bills and other obligations). The quick ratio is (current assets
– inventories) / current liabilities.

The quick ratio measures a company's ability to meet its short-term
obligations based on its most liquid assets and therefore excludes
inventories from its current assets. It is also known as the “acid-test
ratio.”

The solvency ratio examines the ability of a business to meet its
long-term obligations. Lenders and bankers commonly review
solvency. The ratio compares cash flows to liabilities. The solvency
ratio calculation involves the following steps:

All non-cash expenses are added back to after-tax net income. This
approximates the amount of cash flow generated by the business. You
can find the numbers to add back in the Operations section of the Cash
Flow Statement.

Add together all short-term and long-term obligations. This
summation is the Total Liabilities number on the Balance Sheet. Then
divide the estimated cash flow figure by the liabilities total.

The formula for the ratio is:
(Net after-tax income + Non-cash expenses)/(Short-term liabilities

+ Long-term liabilities)
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A higher percentage indicates an increased ability to support the
liabilities of the enterprise over the long-term.

Remember that estimations made over the long term are inherently
inaccurate. Many variables can impact the ability to pay in the long
run. Using any ratio used to estimate solvency is subject to a degree of
uncertainty.

PROFITABILITY RATIOS

Profitability ratios are ratios that help discern how profitable a
company is. To be profitable, a company has to cover costs. The
breakeven point and the gross profit ratio address the dynamics of cost
coverage in different ways.

The breakeven point calculates how much cash a company must
generate to break even with their operating costs.

The gross profit ratio is equal to (revenue - the cost of goods
sold)/revenue. This ratio provides a quick snapshot of expected
revenue that can cover the overhead expenses and fixed costs of
operations.

Some additional examples of profitability ratios are profit margin,
return on assets, and return on Equity. The higher the value in these
ratios, the more profitable a company is. Having a higher value relative
to a competitor's ratio, or the same ratio from a previous period, is
indicative that the company is performing relatively well and going in
the right direction.

Return on Equity
Return on Equity (ROE) = Net Income / Average Shareholders'

Equity
Earnings per Share
Earnings per share (EPS) is the portion of the company's profit,

which is allocated to each outstanding share of common stock.
Earnings per share is an excellent indicator of the profitability of

any organization, and it is one of the most widely used measures of
profitability.

Activity ratios
Activity ratios show how well management is doing managing the



118 JOHN COUSINS

company's resources. Activity ratios measure company sales relative to
another asset account.

The most common asset accounts used are accounts receivable,
inventory, and total assets. Since most companies have a lot of
resources tied up in accounts receivable, inventory, and working capi-
tal, these accounts are in the denominator of the most common activity
ratios.

Accounts receivable (AR) is the total amount of money due to a
company for products or services sold on a credit account. The length
of time until AR is collected is critical. A company must finance that
expected revenue in some way. You can't pay bills with AR.

The accounts receivable turnover shows how rapidly a company
collects what is owed to it and indicates the liquidity of the receivables.

Accounts Receivable Turnover = Total Credit Sales/Average
Accounts Receivable

The average collection period in days is equal to 365 days, divided
by the Accounts Receivable Turnover.

Another ratio that helps gain insight into AR collection is:
Average Collection Period = 365 Days/Accounts Receivable

Turnover
Analysts frequently use the average collection period to measure

the effectiveness of a company's ability to collect payments from its
credit customers. The average collection period should be less than the
credit terms that the company extends to its customers.

A significant indicator of profitability is the ability to manage
inventory. Inventory is money and resources invested that do not earn
a return until the product is sold.

The longer inventory sits, the less profitable a company can be. A
higher inventory turnover ratio indicates more demand for products,
better cash management, and also a reduced risk of inventory obso-
lescence.

The best measure of inventory utilization is the inventory turnover
ratio. You calculate it as either the total annual sales or the cost of
goods sold (COGS), divided by the cost of inventory.

Inventory Turnover = Total Annual Sales or Cost of Goods
Sold/Average Inventory
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Using the cost of goods sold in the numerator can provide a more
accurate indicator of inventory turnover because it allows a more
direct comparison with other companies. Different companies have
different markups to the sale price, and this can obscure apples-to-
apples comparison.

The average inventory cost is usually used in the denominator to
compensate for seasonal differences.

LEVERAGE RATIOS

Leverage ratios analyze the degree to which a company uses debt to
finance its operations and assets. The debt-to-equity ratio is the most
common. You calculate this ratio as:

(Long-term debt + Short-term debt + Leases)/ Equity
Companies with high debt ratios need to have steady and

predictable revenue streams to service that debt. Companies whose
revenues fluctuate and are less predictable should rely more on Equity
in its capital structure. Leverage also has obvious implications for
solvency.

Startups rely almost entirely on Equity as they have no revenues or
very uncertain revenues that can service debt.

DUPONT ANALYSIS

The DuPont Corporation developed DuPont analysis in the 1920s as a
tool to assess their investments across their various companies and
operations. As a conglomerate, they need a tool to evaluate the relative
performance of their different business units.

Dupont analysis is a tool to make decisions about where and how
to allocate resources. It has become a widely adopted managerial and
investment tool.

What drives ROE?
DuPont Analysis analyzes Return on Equity by deconstructing it

into its main drivers.
DuPont Analysis is an expression, which breaks return on Equity

(ROE) into three parts.
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The basic formula is:
ROE = (Profit margin)*(Asset turnover)*(Equity multiplier) =
(Net Income/Sales)*(Sales/Assets)*(Assets/Equity) = (Net

Income/Equity)
The three constituent parts are:

Profitability: measured by profit margin
Operating efficiency: measured by asset turnover
Financial leverage: measured by equity multiplier

DuPont analysis enables you to understand the source of superior
(or inferior) return by comparison with companies in similar industries
or between industries. It also provides a deeper level of understanding
by parsing apart the significant variables and drivers of Return on
Equity. And ROE is undoubtedly a metric that equity investors (stock
investors) find essential.

Summary
Financial ratios are powerful tools. Use them to assess company

upside, downside, and risk when you are evaluating stock
investments.

There are four main categories of financial ratios:
·Liquidity ratios,
·Profitability ratios,
·Activity ratios,
·Leverage ratios.
These are typically analyzed over time and across competitors in an

industry.
Ratios "normalize" the numbers so you can compare companies in

apples-to-apples terms.
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IS IT POSSIBLE TO CALCULATE ROUGHLY HOW MUCH HAS BEEN INVESTED IN A
COMPANY IN TERMS OF THE SUM OF ALL PRICES PAID FOR ITS CURRENTLY
OWNED STOCK? MARKET CAP ISN'T THE ANSWER, THAT IS THE CURRENT
PRICE * NUMBER OF SHARES, NOT THE AMOUNT INVESTED.

Look at the Equity section of the Balance Sheet. There are three parts to
the equity section:

Par Value
Additional Paid In Capital (APIC)
Retained Earnings

You want to look at Par and APIC together. Par is a way to keep
track of all the shares issued. Par is an arbitrary number like one dollar
or one cent. APIC is all the additional money that was invested in the
company when shares were issued.

Retained Earnings is the cumulative amount that has been
contributed to Equity by operations over the years. Each year the addi-
tion, or subtraction, to RE is the Net Income (or loss) less any
dividends.

WHAT ARE A FEW REASONS THAT YOU WOULD INVEST IN A COMPANY WITH A
HIGH PRICE TO EARNINGS RATIO?

Companies command high PEs when investors bid up the stock price
because they believe the company has significant growth prospects for
the future.

The value of a stock is basically the accumulated guesses of all the
investors as to the present value of the stream of future earnings.

All the investors are doing this calculation, either in their head as a
rough estimate, or with fancy spreadsheet models with lots of refined
assumptions.

As a rough rule: high growth companies have high PE ratios and
low growth companies have low PE ratios.
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HOW DOES ONE VALUE A COMPANY? WHERE CAN I LEARN MORE ABOUT WHAT
DETERMINES THAT VALUE? IS THERE A WAY TO DO BACK OF A NAPKIN
CALCULATION (LOOK AT PUBLICLY KNOWN METRICS) AND ARRIVE AT A
BALLPARK VALUE THAT IS DEPENDABLE?

Valuation is an estimate of something’s worth. Something’s worth can
be set at auction where people bid and the highest bidder wins. But
how do bidders know how much to bid and how much is too much?

The stock market is essentially an auction where investors place
bids: how much they are willing to pay for a stock and asks: how much
an investor is willing to sell for.

The book Barbarians at the Gates tells the story of the conglomerate
RJR Nabisco and its sale to the highest bidder. The buyout firm KKR
ultimately won with the highest bid and bought the company. All the
bidding groups went through lots of machinations to uncover the
value of all the assets and divisions of RJR Nabisco.

Valuation of companies and assets can seem mysterious; where do
you even begin? How can you value a startup that doesn’t even have
any revenues yet?

There are essentially two basic techniques that are used in Valua-
tion. One is ratio analysis of financial statements and the other is calcu-
lating the present value of future cash flows. Bankers, investors,
financiers and entrepreneurs use these tools and techniques.

By ratio analysis we mean taking two numbers from financial state-
ments and dividing one by the other. This technique is good for
comparing different companies or the same company over time. This
works well because it eliminates any relative size differences between
the companies so you can compare apples to apples.

A particularly common valuation of companies done by ratio
analysis is based on multiples of Earnings. The price/earnings ratio
P/E is a way companies are compared based on their stock price rela-
tive to their earnings (also called net income or profit) in the most
recently reported year. The earnings number is the bottom line of the
Income Statement. This works well for comparing public companies
that report these numbers. This technique can be used to value a
private company by comparing its earnings and valuation range to an
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average of public reporting companies in similar industry sectors and
markets. This ratio technique can be used based on a multiple of
revenues, the top line of the Income Statement.

You can also value the Assets of a company from its Balance Sheet.
Here you have to make adjustments for assets that have been depreci-
ated and are reported as less valuable on the balance sheet, their book
value, than their market value is. A company can be thought of as a
bunch of income producing assets.

The second technique that is at the core of corporate finance is
calculating the present value of future cash flows. That is a mouthful,
and I will break down the methodology in some subsequent posts, but
the basic gist is based on the time value of money and the idea that a
company is essentially an entity that generates cash flows each year
into the future. The trick is estimating those future cash flows and how
much they might grow or shrink and what the risks are to realizing
them.

This is where you have to polish your crystal ball and do some
deep analysis of the business and its markets and competitors. All this
information is compiled in a spreadsheet of financial projections and
the bottom-line future cash flows are discounted back to the present
value at some determined discount rate that takes what similar invest-
ments are commanding in the market and any and all risks specific to
this particular enterprise or asset.

This technique of calculating the present value of a stream of cash
flows becomes essential when trying to value start-ups that have no
revenue history or assets, or companies that are predicted to grow
rapidly. In these cases, you can’t rely on past performance and history
in order to come up with a value based on P/E or existing assets.

This is the technique favored by investment bankers, venture capi-
talists, private equity, hedge funds, and savvy investors, banks and
credit analysts, and CFOs. I will go into detail on this powerful tool in
subsequent blog posts. It’s not difficult to understand and you will be
amazed how useful and powerful it can be.
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HOW DO YOU ASSESS WHETHER A COMPANY'S DEBT LOAD IS TOO RISKY?

Basic credit analysis is a place to start. Analyze how robust and steady
the revenues are. Are there lots of customers? Are there long-term
contracts in place? Do they have a long operating history? Then
analyze net income. Is it stable and growing?

Then look at the debt obligations. Are there big payments coming
due? Is there a crisis at maturity for paying back debt? What is the debt
service coverage ratio DSCR? That is how much of net income is
needed to service debt each month.

Has the debt been used to purchase long term productive income
producing assets?

Less debt is better.

CORPORATE FINANCE

DO WE CONSIDER CAPITAL BUDGETING AS AN ACCOUNTING CONCEPT OR A
FINANCIAL ONE, OR IS IT IN BETWEEN?

The capital budgeting process is a hybrid of accounting and finance. It
is forward looking so it uses corporate finance techniques. And
budgets are constructed using pro forma financial statements so it is
part accounting.

Budgets are financial projections developed for a relatively short
and predetermined period of time. Most budgets are prepared for the
next year and divided into detailed monthly budgets. Budgets can be
expected to be reasonably accurate because they represent estimates of
relatively short time periods and because they rely on historical infor-
mation about the company.

Budgets are created, reviewed, and approved and then used to
measure the actual performance of the company each month. Did the
company under or over perform relative to the budget? The differences
between the actual accounting prepared at the end of the month and
the budget amounts is called a Variance.
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Variances are reviewed and discussed to see why some line items
went over budget and why some may be significantly under budget.
Budgets are developed using historical performance data, which
means that they are relatively predictive of the levels at which a
company should be operating. And the budget will reflect the goals
that management hopes to achieve in the coming year.

Budgeting is part of the planning process and reviewing the actual
results against the budget on a regular basis is good management
practice.

WHEN A COMPANY’S AWARD SPECIAL DIVIDEND PAYMENTS, IS THAT EQUITY
EXTRACTED FROM MARKET CAPITALIZATION?

Market capitalization is the value that investors place on a company
through trading in its stock.

If a share of stock is trading at $10 per share and there are 100
million shares outstanding, then the company’s market cap is $1
Billion.

Dividends are paid out of earnings. Earnings, Profit, and Net
Income mean the same thing; they are synonymous. Earnings, net of
dividends, are plowed into the Retained Earnings section of Equity on
the Balance Sheet.

So, the amount that gets put into Retained Earnings at the end of
the year is less by the amount paid out to shareholders as a
dividend.

The accounting book value of the company and the market cap are
independent of each other.

HOW DO YOU ESTIMATE THE AGGREGATE VALUE OF PRIVATE COMPANIES?

If you are selling or acquiring a company, then the value will ulti-
mately be determined by negotiation. To support the ask and offer
there will two methods of valuation:

Valuing the assets: how much each asset is worth in the market.
Present Value of future cash flows: an estimate of the future cash

flows discounted back to the present. Picking a discount rate and esti-
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mating future revenues and costs etc. requires a number of assump-
tions that can be challenged and must be agreed upon.

If you want more information on discounting cash flows and
present value calculations, check out my book on corporate finance.

WHAT'S THE REASON A COMPANY DOESN'T WANT TO GO PUBLIC?

Highly functioning public equity markets are one of the two greatest
economic innovations of the twentieth century. The other is the corpo-
rate form of organization. Together these two forces have driven
economic development and rising standards of living.

There was a time when the public markets were the only vehicle for
raising large sums of money for growing enterprises. Now there are
alternative sources of significant capital.

There are many companies these days that have surpassed a billion
dollars valuation without being publicly traded. Private Equity is a
thriving investment segment where public companies are acquired and
taken private. The idea here is to unleash latent value that the public
market was underpricing.

These are two examples of industry segments that do not rely on
public markets for pricing or funding.

Going public via an IPO is an expensive and time consuming
proposition. Once a company is public there are burdens of reporting
that require staff and auditors. A lot of information about the company
and its operations must be disclosed. That information disclosure can
compromise some competitive advantage.

Investors are quick to punish a public company by selling its stock
if it doesn’t meet quarterly expectations. This can detract from long
term strategic planning and put an emphasis on short term expediency
in operations.

I took two companies public and was a public company CEO and
CFO for almost two decades. I also took one of those companies
private again.

Going public is the right choice under certain circumstances.
Staying private has advantages under other sets of circumstance. It’s
about choosing the right tool for the right job.
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HOW MANY INDUSTRIES ARE THERE IN THE WORLD? HOW CAN I GET
TRUSTFUL SOURCES THAT UPDATES ABOUT THIS?

The standard industry classification SIC system is a good place to look.
Every publicly traded company lists their SIC on the front page of their
10K so you can tell in which industry they consider themselves
primarily operating.

SIC is a system for classifying industries by a four-digit code. It was
established in the U. S. in 1937. It is used by government agencies and
corporations to classify industry areas. The SIC system is also used by
agencies in other countries such as the U.K.

HOW DOES A COMPANY BENEFIT FROM A LOW STOCK PRICE?

I can’t think of any benefits that can accrue to a company from a low
stock price. Low and high are relative terms and have to do with
investor’s perception of the company’s prospects to grow and make
profits in the future. The stock price is essentially the cumulative esti-
mate of the present value of the future cash flows of the company. A
low stock price means that investors don’t think too highly of the
company’s prospects going forward.
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THANK YOU FOR
READING!

Dear Reader,
I hope you enjoyed Financial Statements A$AP and found it filled

with useful and valuable information..
As an author, I love feedback. Candidly, you are the reason that I

organize my thoughts, write, and explore these topics. So, tell me what
you liked, what was helpful and what could be better explained or left
out. You can write me at john@mba-asap.com and visit me on the web
at www.mba-asap.com.

Finally, I need to ask a favor. I’d love a review on Amazon of Finan-
cial Statements A$AP. I’d just appreciate your feedback.

Reviews can be tough to come by these days. You, the reader, have
the power now to make or break a book. If you have the time, here’s a
link to my author page on Amazon where you can find all of my
books: https://www.amazon.com/-/e/B01JVF2XTU or just search for
the title and my name on Amazon. A quick review will be immensely
appreciated!

Thank you so much for reading Financial Statements A$AP and for
spending the time and effort with me.

In deep gratitude,
John Cousins
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