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Preface

When someone asks for information about a business, they are likely to receive its financial statements.
These statements quantify the results, financial position, and cash flows of a business. However, these doc-
uments only provide information at quite a high level, and so may obscure more than they reveal. The
Interpretation of Financial Statements is designed to cut through this obscurity, describing a number of
tools for dissecting financial statements, as well as a wealth of additional insights into the reasons for the
presence of or changes in certain numbers.

The bulk of the book covers three topics, which are the interpretation of the balance sheet, income
statement, and cash flows. Eight chapters address the various parts of the balance sheet, another four chap-
ters cover the income statement, and a separate chapter examines the statement of cash flows. There is also
a lengthy chapter pertaining to the contents and interpretation of additional public company information. In
these chapters, we describe the accounts that make up the various line items in the financial statements,
demonstrate the use of applicable analysis tools, and also discuss specific operational and financial issues
that may be causing certain results to appear in the financial statements.

You can find the answers to many questions about the interpretation of financial statements in the fol-
lowing chapters, including:

e What are the circumstances under which a business can report a cash balance of exactly zero?
What policy decisions can lead to an increase in the amount of accounts receivable?

What might cause a spike in the cost of goods sold just prior to the end of the year?

Avre there any valid reasons for a decline in the proportion of depreciation to fixed assets?
What is the implication of accounts payable being converted into debt?

What are the circumstances under which a business might elect to buy back shares?

What techniques can be used to evaluate the quality of sales?

How can the capitalization limit impact the supplies expense?

What are the possible reasons for an unusually large dividend?

Which discussion topics in the Form 10-K can be used to evaluate the compensation of the
management team?

The Interpretation of Financial Statements is designed for someone reviewing the financial statements of a
business from the outside. This may be a lender, supplier, investor, or financial analyst. It can also be used
by students to gain a deeper understanding of how to examine financial statements.

Centennial, Colorado
February 2015
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