Reading
Financial Reports

dummies

A Wiley Brand

Read between the lines
and interpret the fine print

Understand the accounting
that builds a report

Make smart, data-supported
business decisions

Lita Epstein, MBA

Finance Wizard






[ ~ "~ Y

060

Reading
Financial
Reports

4th Edition

by Lita Epstein, MBA

dummies
A Wiley Brand



Reading Financial Reports For Dummies®, 4th Edition

Published by: John Wiley & Sons, Inc., 111 River Street, Hoboken, NJ 07030-5774, www.wiley.com
Copyright © 2022 by John Wiley & Sons, Inc., Hoboken, New Jersey

Published simultaneously in Canada

No part of this publication may be reproduced, stored in a retrieval system or transmitted in any form or by any
means, electronic, mechanical, photocopying, recording, scanning or otherwise, except as permitted under Sections
107 or 108 of the 1976 United States Copyright Act, without the prior written permission of the Publisher. Requests to
the Publisher for permission should be addressed to the Permissions Department, John Wiley & Sons, Inc., 111 River
Street, Hoboken, NJ 07030, (201) 748-6011, fax (201) 748-6008, or online at http://www.wiley.com/go/permissions.

Trademarks: Wiley, For Dummies, the Dummies Man logo, Dummies.com, Making Everything Easier, and related
trade dress are trademarks or registered trademarks of John Wiley & Sons, Inc., and may not be used without written
permission. All other trademarks are the property of their respective owners. John Wiley & Sons, Inc., is not
associated with any product or vendor mentioned in this book.

LIMIT OF LIABILITY/DISCLAIMER OF WARRANTY: WHILE THE PUBLISHER AND AUTHORS HAVE USED THEIR
BEST EFFORTS IN PREPARING THIS WORK, THEY MAKE NO REPRESENTATIONS OR WARRANTIES WITH RESPECT
TO THE ACCURACY OR COMPLETENESS OF THE CONTENTS OF THIS WORK AND SPECIFICALLY DISCLAIM ALL
WARRANTIES, INCLUDING WITHOUT LIMITATION ANY IMPLIED WARRANTIES OF MERCHANTABILITY OR
FITNESS FOR A PARTICULAR PURPOSE. NO WARRANTY MAY BE CREATED OR EXTENDED BY SALES
REPRESENTATIVES, WRITTEN SALES MATERIALS OR PROMOTIONAL STATEMENTS FOR THIS WORK. THE FACT
THAT AN ORGANIZATION, WEBSITE, OR PRODUCT IS REFERRED TO IN THIS WORK AS A CITATION AND/OR
POTENTIAL SOURCE OF FURTHER INFORMATION DOES NOT MEAN THAT THE PUBLISHER AND AUTHORS
ENDORSE THE INFORMATION OR SERVICES THE ORGANIZATION, WEBSITE, OR PRODUCT MAY PROVIDE OR
RECOMMENDATIONS IT MAY MAKE. THIS WORK IS SOLD WITH THE UNDERSTANDING THAT THE PUBLISHER IS
NOT ENGAGED IN RENDERING PROFESSIONAL SERVICES. THE ADVICE AND STRATEGIES CONTAINED HEREIN
MAY NOT BE SUITABLE FOR YOUR SITUATION. YOU SHOULD CONSULT WITH A SPECIALIST WHERE APPROPRIATE.
FURTHER, READERS SHOULD BE AWARE THAT WEBSITES LISTED IN THIS WORK MAY HAVE CHANGED OR
DISAPPEARED BETWEEN WHEN THIS WORK WAS WRITTEN AND WHEN IT IS READ. NEITHER THE PUBLISHER
NOR AUTHORS SHALL BE LIABLE FOR ANY LOSS OF PROFIT OR ANY OTHER COMMERCIAL DAMAGES, INCLUDING
BUT NOT LIMITED TO SPECIAL, INCIDENTAL, CONSEQUENTIAL, OR OTHER DAMAGES.

For general information on our other products and services, please contact our Customer Care Department within
the U.S. at 877-762-2974, outside the U.S. at 317-572-3993, or fax 317-572-4002. For technical support, please visit
https://hub.wiley.com/community/support/dummies.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some material included with
standard print versions of this book may not be included in e-books or in print-on-demand. If this book refers to
media such as a CD or DVD that is not included in the version you purchased, you may download this material at
http://booksupport.wiley.com. For more information about Wiley products, visit www.wiley.com.

Library of Congress Control Number: 2022931898

ISBN 978-1-119-87136-1 (pbk); ISBN 978-1-119-87138-5 (ebk); ISBN 978-1-119-87140-8 (ebk)


http://www.wiley.com
http://www.wiley.com/go/permissions
https://hub.wiley.com/community/support/dummies
http://booksupport.wiley.com
http://www.wiley.com

Contents at a Glance

Introduction.................. 1
Part 1: Getting Started with Financial Reports............... 5
cHAPTER 1: Opening the Cornucopia of Reports . ..., 7
CHAPTER 22 Recognizing Business Types and Their TaxRules................... 19
cHAPTER 3: Public or Private: How Company Structure Affects the Books ........ 27
CHAPTER 4: Digging into Accounting BasiCs. ...t 45
Part 2: The Big Show: Annual Reports......................... 63
cHAPTER 5: Exploring the Anatomy of an Annual Report....................... 65
cHAPTER 6: Balancing Assets against Liabilities and Equity ..................... 79
cHAPTER 7: Using the Income Statement ... ... .. i 95
cHAPTER 8: The Statementof CashFlows . ...t 111
cHAPTER 9: Scouring the Notes to the Financial Statements................... 123
cHAPTER 10: Considering Consolidated Financial Statements................... 141
Part 3: Analyzing the Numbers................................ 155
CHAPTER 11: Testing the Profits and MarketValue ............ ... ... ... .. 157
cHAPTER 12: Looking at Liquidity. . .. ..o oo v 175
cHAPTER 13: Making Sure the Company Has Cashto CarryOn ................. 187
Part 4: How Companies Optimize Operations.............. 199
cHAPTER 14: Turning Up Clues in Turnover and Assets ...............coveen.. 201
cHAPTER 15: Examining Cash Inflowand Qutflow............ ... ... .......... 213
cHAPTER 16: How Companies Keep the Cash Flowing ......................... 223

Part 5: The Many Ways Companies Answer to Others....231

cHAPTER 17: How Companies Find Errors: The Auditing Process . ............... 233
cHAPTER 18: Government Regulations and Reporting Requirements............ 243
cHAPTER 19: Creating a Global Financial Reporting Standard ................... 255
cHAPTER 20: Understanding the Analyst-Corporation Connection .............. 265
cHAPTER 21: How Companies Communicate with Shareholders ................ 277

cHAPTER 22: Keeping Score When Companies Play Games with Numbers ....... 291



Part6:ThePartofTens..................... .. . i i i ... 315

cHAPTER 23: Ten Financial Scandals That Rocked theWorld.................... 317
CHAPTER 24: Ten Signs That a Company'sinTrouble ....................... ... 327
GlOSSaNY ... 333



Table of Contents

INTRODUCTION ... e 1
ABOUt ThISBOOK. ... 2
Conventions Used in ThisBook. ................. oot 2
What YoureNottoRead ... 2
Foolish ASSumptions. . ...ttt e e 3
lconsUsedinThisBook.............ooo it 3
Beyond the BoOK. . ....oviii i 4
Whereto GofromHere ... 4

PART 1: GETTING STARTED WITH FINANCIAL

REPORTS . 5

caerer1: Opening the Cornucopia of Reports................... 7
Figuring Out Financial Reporting. . ..., 8

Preparing the reports . .. ...oovii i e 8
Seeing why financial reporting counts (and who's counting) .. .. .. 9
Checking Out Types of Reporting .. ..., 11
Keeping everyoneinformed ........... ... ... 11
Following the rules: Government requirements. . .............. 12
Goingglobal . ... ... 13
Staying within the walls of the company: Internal reporting ... .. 14
Dissecting the Annual Report to Shareholders.................... 15
Breakingdowntheparts ....... ... o i i 15
Gettingtothe meatofthematter................ ... ... ..., 16
Keeping the number crunchersinline........................ 17

cwarrer 22 Re@COgNizing Business Types and Their

TaxRules.......... ... 19
Flying Solo: Sole Proprietorships. . ...... . ..ot 20
Keeping taxes personal ..........ccouiiiiiiiiiiniinna.. 20
Reviewing requirements for reporting. . ... ... 21
Joining Forces: Partnerships ............c ... 21
Partnering Up ONtaxes. ... .ottt i et 22
Meeting reporting requirements ................coiiiii.. 22
Seeking Protection with Limited Liability Companies .............. 22
Taking stock of taxes. . ...ttt 23
Reviewing reporting requirements. ............ ... ... oo 23
Shielding Your Assets: S and C Corporations ..................... 23
Paying taxes the corporateway ..., 24
Getting familiar with reporting requirements.................. 25

Table of Contents A"/



vi

cuaerers: Public or Private: How Company Structure

AffectstheBooks.................................. 27
Investigating Private Companies. . ... ... 28
Checking outthe benefits ......... ..., 29
Defining disadvantages ..........cooviiiiinneriiineiiinn.. 30
Figuring out reporting. . ....ov vt 31
Understanding Public Companies ..., 32
Examiningtheperks....... ..ot 33
Looking at the negativeside .......... ... i, 34
Filing and More Filing: Government and Shareholder Reports ... ... 35
Quarterly reports. . ..o vt e 35
Yearly repPOrt. ..ot e 35
The rules of the Sarbanes-Oxley Act. . ..........oovviiieooo... 36
Dodd-Frank’s impact on financial industry regulation........... 39
Entering a Whole New World: How a Company Goes from
Privateto Public. ... ... oo 41
Teaming up with an investment banker ...................... 41
Making a publicoffering. ....... ... i 42
cuaerer e Digging into Accounting Basics........................ 45
Making Sense of Accounting Methods........................ ... 45
Cash-basis accounting ..ot 46
Accrual accounting . ...t 46
Why method matters ...t 46
Understanding Debitsand Credits .. ... n, 48
Double-entry accounting . .........iveiiinnei ... 49
Profitand loss statements.......... ... ... ... 50
The effect of debits and creditsonsales...................... 50
Depreciation and amortization.............. ..., 51
Checking Out the Chart of Accounts. ..., 52
ASSELACCOUNTS. ..ot i i 54
Liability aCCounts . . ..o oot 56
EQUIty aCCOUNES . o oot e 57
Revenue accounts........ ...t 58
EXPense accounts . .....oviii i e 59
Differentiating Profit Types .. ...ttt e 60
Gross Profit. ...t 60
Operating profit. . ...t 60
Net profit. . ..o 61
PART 2: THE BIG SHOW: ANNUAL REPORTS ................ 63
caerers: EXploring the Anatomy of an Annual Report. .. ... 65
Everything butthe Numbers. ... .. ... .. i i i, 66
Debunking the letter to shareholders ........................ 66
Making sense of the corporatemessage...................... 67

Reading Financial Reports For Dummies



CHAPTER 6:

CHAPTER 7:

Meeting the peopleincharge .......... ... ... 68

Finding basic shareholder information ....................... 68
Getting the skinny from management........................ 68
Getting guarantees from management....................... 72
Bringing the auditors’ answerstolight........................ 73
Presenting the Financial Picture . ....... ... ... oo, 76
Summarizing the FinancialData . ........... ..o, 77
Finding the highlights .. ....... ... ... i i 77
Readingthe notes . ...ttt 78

Balancing Assets against Liabilities and Equity ....79

Understanding the Balance Equation. ................ ..ot 80
Introducing the Balance Sheet ......... ... ... e, 80
Diggingintodates ...t 80
Nailing downthe numbers. ...... ... i, 81
Figuringoutformat. ...... ... 82
OlING ASSEES o\ttt e 84
CUMTENt ASSetS oottt 84
LoNg-term assetsS. . .ottt 88
Accumulated depreciation........covii i i 90
Looking at Liabilities . ...t i e 91
Currentliabilities . ... 91
Long-term liabilities. . ... .ot e 92
Navigating the EquityMaze ........ ...t 93
SEOCK .« vt 93
Retained earnings .........iviii it 94
Capital. .o 94
DraWINg. . ot e 94
Using the Income Statement.......................... 95
Introducing the Income Statement. . ..., 96
Diggingintodates ... ...ttt 97
Figuringoutformat. ...... ... 97
Delving into the Tricky Business of Revenues.................... 100
Definingrevenue. ... ...t 100
Adjustingsales. .. ... 101
Considering costof goodssold............ ..., 103
Gauging gross profit . ... ... 104
Acknowledging EXpenses. .. .cvu ittt 105
Sorting Out the Profitand Loss Types ........oovviiiviinennnnn. 107
EBITDA. oo 107
Nonoperating inCome Or eXPENSE ... .ottt eenennn 108
Net profit Orloss .. oot e e 109
Calculating EarningsperShare ..., 109

Table of Contents vii



cuarters: The Statementof CashFlows......................... 111

Digging into the Statement of Cash Flows....................... 112
T PartS. .ttt 112
The formats . ... 113

Checking Out Operating Activities ............c.oov i, 115
Depreciation. . ...t e 116
INVENTONY. .ot e 116
Accountsreceivable ......... . 116
Accountspayable. . ... ... 117
The cash flow from activities section, summed up............. 117

Investigating Investing Activities . .......... .. i it 118

Understanding Financing Activities. . ......... ..., 119
[SSUING STOCK. . oo ot 119
Buying back Stock . ... ..t 119
Paying dividends . ... ... i 120
Incurringnewdebt ... ... 120
Payingoffdebt. ... ... 121

Recognizing the Special Lineltems. ....... ... ..ot 121
Discontinued Operations . .........oueiiiiineiiinnen.. 121
Foreign currency exchange . ....... ... 122

Adding ILAITUP oo e 122

cuaeero: Scouring the Notes to the Financial

Statements ... 123

Decipheringthe Small Print. ... ... i 124

Accounting Policies Note: Laying out the Rules of the Road. ....... 125
Deprediation. .. ... it e 126
Revenue ... ... 126
EXPENSES. ot e 127

Figuring out Financial Borrowings and Other Commitments....... 128
Long-term obligations. . ... i i 128
Short-termdebt....... ... . 129
Leaseobligations. ........ ... i 130

Mergers and Acquisitions: Finding Noteworthy Information ... . ... 131

Pondering Pension and Retirement Benefits .................... 132

Breaking Down Business Breakdowns. ......................... 134

Reviewing Significant Events .......... ... i 135

Findingthe Red Flags ...t 137
Finding out about valuing assets and liabilities ............... 138
Considering changes in accounting policies .................. 138
Decoding obligations to retirees and future retirees........... 139

viii  Reading Financial Reports For Dummies



cuaerer 10: COnsidering Consolidated Financial

Statements ... 141
Getting a Gripon Consolidation .......... ... i, 141
Looking at Methods of Buying Up Companies ................... 147
Reading Consolidated Financial Statements..................... 148
Lookingtothe Notes. ... .o viiii i e 150
Mergers and acquisitions. .. ...t i 152
Goodwill ..o 152
Liquidations or discontinued operations. .................... 152
PART 3: ANALYZING THE NUMBERS. ......................... 155
cuaerer 11: TEStING the Profits and Market Value............... 157
The Price/Earnings Ratio . ...ttt 158
Figuring out earningspershare ........ ... .o, 158
Calculatingthe P/Eratio. .....covveiii i 159
Practicing the P/E ratio calculation.......................... 160
Using the P/E ratio to judge company market
value (StOCK Price) ..o v 162
Understanding variation amongratios ...................... 163
The Dividend Payout Ratio. .......ovviin it 164
Determining dividend payout ......... ..., 165
Digging into companies’ profits with dividends ............... 165
ReturnonsSales ... ... e 167
Figuring OUt ROS . ..o e e e e 167
Reaching the truth about profitswithROS ................... 168
RetUrN ON ASSeLS . .ot e 168
Doing some dividingtogetROA . ......... ..., 169
Ranking companies withthe helpof ROA . ................... 169
Return on EQUILY .. ..ot e 169
Calculating ROE . . ..o 170
Testing companiesusingROE .. ....... .. ... i, 170
The Big Three: Margins. . ...t 171
Dissecting gross margin . ........uetnn i 171
Investigating operatingmargin. ......... ... i, 172
Catching the leftover money: Net profit margin............... 173
cuarrer 12 LOOKING at Liquidity .............................. 175
Finding the CurrentRatio. .........oviiiiiiii i 177
Calculating the currentratio ..., 177
What do the numbersmean? .......... ... ... ... 178
Determining the QuickRatio . ......... ... oo, 178
Calculating the quickratio ... 178
What do the numbersmean? ........... ... ... .. 179

Table of Contents ix



X

Investigating the Interest Coverage Ratio ....................... 180

Calculating the interest coverageratio. . ..................... 180
What do the numbersmean? ........... ... ... .. 181
Comparing Debt to Shareholders' Equity ....................... 182
Calculating debt to shareholders’ equity ... .................. 182
What do the numbersmean? ........... ... ... .. 183
Determining Debt-to-Capital Ratio................. ...t 184
Calculating the debt-to-capitalratio......................... 184
What do the numbersmean? ........... ... ... .. 186

cuarrer 13: Making Sure the Company Has Cash

toCarryOn ... .. ... . 187
Measuring INCOMEe SUCCESS . . ... v vttt 188
Calculating freecashflow. .. ... 188
Figuring out cash returnonsalesratio ...................... 190
Checking Out Debt . ...ttt i 191
Determining current cash debt coverageratio................ 192
Computing cash debt coverageratio........................ 194
Calculating Cash Flow Coverage . ........cvviiiiineeeinneeenn. 196
Finding out the cash flow coverageratio..................... 196
Mattel ..o 197
Hasbro. ... 198
What do the numbersmean? ........... ... ... i, 198
PART 4: HOW COMPANIES OPTIMIZE OPERATIONS...... 199
cuaerer14: TUrNiNg Up Clues in Turnover and Assets.......... 201
Exploring Inventory Valuation Methods. . ....................... 201
Applying Three Inventory Valuation Methods. ................... 204
AVErage CoStiNg . .o .ottt e 205
FIFO oot 206
LIFO ottt 206
How to compare inventory methods and
financial statements .......... .. ... i i i 207
Determining Inventory TUrNOVEr ........coviiiinenennennn 208
Calculating inventory turnover ..., 208
What do the numbersmean? ................ ... ... 210
Investigating Fixed Assets Turnover............ccoiiiviinnen. 210
Calculating fixed assets turnover ................ccooiiienn. 210
What do the numbersmean? .......... ... .. i, 211
Tracking Total ASSet TUINOVEr. ...ttt 211
Calculating total assetturnover .............. ..., 212
What do the numbersmean? .......... ... .. i, 212

Reading Financial Reports For Dummies



cwaerer 1s: EXamining Cash Inflow and Outflow................ 213

Assessing Accounts Receivable Turnover ....................... 213
Calculating accounts receivable turnover .................... 214
What do the numbersmean? .......... ... ... i, 216
Taking a Close Look at Customer ACCOUNtS. . ....vvnveeennnn e 217
Finding the Accounts PayableRatio . ................ ... it 218
Calculatingtheratio ...t 218
What do the numbersmean? ........... ... ... i, 219
Determining the Number of Days in Accounts Payable ........... 219
Calculatingtheratio ...t 220
What do the numbersmean? ........... ... ... i 220
Deciding Whether Discount Offers Make Good Financial Sense . .. .221
Calculating the annual interestrate. ..., 221
What dothe numbersmean? .......... ... ... i, 222
cuaerer 1. HOow Companies Keep the Cash Flowing............ 223
Slowing Bill Payments. . ... ..ottt 223
Speeding Up Collecting Accounts Receivables ................... 224
Borrowingon Receivables ....... ... ... i i i 226
RedUuCing INVeNtOry . .. oo ot 227
Getting Cash More Quickly. . ... 228
PART 5: THE MANY WAYS COMPANIES
ANSWERTO OTHERS. ... ..., 231
cwaerer 17: How Companies Find Errors: The Auditing
Process ... 233
Inspecting Audits and Auditors. . ... i 234
Looking formistakes. ....... ... o 234
Meeting Mr.or Ms. Auditor ..o, 234
Examining Records: The Role of the Auditor..................... 235
Preliminary review. . ... ...t 236
Fieldwork .. ... 236
AUdit repOrt . oo 238
Filling the GAAP . . ..ottt e 238
Accounting standards: Four important qualities .............. 239
Changing principles: More work forthe FASB. ................ 240
Getting more involved internationally . ...................... 241

cuaeter 13: GOVEernment Regulations and Reporting

Requirements............................. 243
Checking Outthe 10-Q . ..ottt e e 244
Financial information ......... ... . i 244
Other criticalmatters . ... it i 245

Table of Contents xi



Introducingthe 10-K. ... ..o oo e 246

Business operations . ...t 246
Financialdata. ...... ..o 246
Information about directors and executives. ................. 247
The eXErasS. . ottt 248
Investigating Internal Controls ......... ... ... i, 248
Uncovering the Ways Companies Keep in Compliance............ 250
Digging into Board Operations . ........covviiiiiiniinnneennn. 252
Understanding the nominating process ................o.o. .. 253
Contactingboard members......... ... oo, 254
Finding Out about Insider Ownership .............cooviiinn.. 254
cwaerer 10: Creating a Global Financial Reporting
Standard ... 255
Why Develop a Worldwide Financial Standard? .................. 256
Key Moves to Reshape Global Financial Reporting ............... 256
Who Benefits from a Global Standard and How?................. 258
INVESTOIS . e e 258
Capital Markets ... ...t 258
COMIPANIES .« . ettt et e e e 258
Key Differences between GAAPand IFRS ....................... 259
Accounting framework .. ... ... o i 259
Financial statements. ...... ... o i 260
Revenue recognition. ... ... iinin i 262
ASSBES i e 262
INVENTONY. oot e 262
Related-party transactions disclosures ...................... 263
Discontinued operations . .........oueiiiineiiiinnen.. 263
Impairmentcharges ..ot 264

cuaerer 20: Understanding the Analyst-Corporation

Connection............................................... 265
Typecastingthe Analysts . ... 266
Buy-side analysts. . .......couiiniiini i 266
Sell-side analysts . ...t 267
Independentanalysts.........coooiniiiiiiiiin i 270
Bond analysts. . ...ovouii i 270
Regarding Bond-Rating Agencies ............ i, 271
Delving into Stock Rating . ...t i 273
Taking a Look at How Companies Talk to Analysts ............... 274
Analystcalls . ... 274
Pressreleases ...t 275
Mobile apPs .« oo 276
RoOad ShOWS ... 276

Xii  Reading Financial Reports For Dummies



cuarrer 21: How Companies Communicate with

Shareholders ... 277
Making the Most of Meetings ...........coviiiiinneriiinnennn. 278
Checking Out How the Board Runs the Company ................ 279
Watchingthedirectors. ... 279
Speakingoutat meetings. ... i 281
Moving away from dukingitout..................... .. ..., 282
Sorting through Reports. . ...t i 282
Catching Up on Corporate ACtionS .. ..o vviviin i 283
Culling Information from Analyst Calls. .. ........... .. ..o oot 285
Listening betweenthelines........... ... .. o it 286
Knowing when to expect analystcalls ....................... 289
Staying Up-to-Date Using Company Websites ................... 289
Regarding ReinvestmentPlans .............. ..., 290
Dividend reinvestmentplans........... ... 290
Direct stock purchaseplans. ..., 290

cuarter 22 Keeping Score When Companies

Play Games with Numbers............................ 291
Getting to the Bottom of Creative Accounting ................... 292
Defining the scope of theproblem.......................... 292
Seeing through cooked books. ............ ... .o, 293
Unearthing the Games Played with Earnings .................... 295
Reading between therevenuelines......................... 296
Detecting creative revenue accounting . ........... ... ...... 300
Exploring Exploitations of Expenses. ......... ..., 302
AdVvertising eXPenses ... ...ttt 303
Research and developmentcosts............covvviiniinn... 303
Patentsand licenses . ...t 304
Assetimpairment ... ... o e 304
Restructuring charges. . ......covviin i 305
Finding Funny Business in Assets and Liabilities ................. 306
Recognizing overstated assets ........... ..ot 306
Looking for undervalued liabilities . . .......... ... ... oo ... 309
Playing Detective with Cash Flow . ......... ... ... o it 311
Discontinued operations ........coviiin it 31
INncome taxes Paid . ....ovun et e e e 312
PART 6: THEPARTOFTENS........... ..., 315
cuarter 23: T€N Financial Scandals That Rocked the World .. .317
ENron. ... e e 318
Madoff. ..o e 319
Lo =4 o 1 o L 319

Table of Contents xiii



Xiv

Adelphia . ... e 320

WorldCom/MCI ..o e 320
Ty O e et e 321
Waste Management . ...ttt i 322
Bristol-Myers Squibb. . . ... .. 323
Halliburton . ... e 324
Arthur ANdersen . ...t e e 325
cuarter 22: T€N Signs That a Company’s in Trouble............. 327
Lower Liquidity. . ..o ovee e e 327
Low Cash FIOW . . ..o e 328
Disappearing Profit Margins ..., 328
Revenue Game Playing. . .....ooriiii e 329
TooMuch Debt ... ... e 330
Unrealistic Values for Assets and Liabilities ..................... 330
A Change in Accounting Methods. . ...t 330
Questionable Mergers and Acquisitions ........................ 331
Slow INventory TUINOVEr ..o v vttt e iie e 332
Slow-Paying CUSTOMEIS ..ttt eas 332
GLOSSARY .. 333
INDEX . ... 341

Reading Financial Reports For Dummies



Introduction

hen I open an annual financial report today, one of the first questions

I ask myself is, “Can I believe the numbers I’m seeing?” I never used to

think that way. I used to think that any corporate financial report
audited by a certified public accountant truly was prepared with the public’s
interests in mind.

The financial scandals of the late 1990s and early 2000s destroyed my confidence
in those numbers, as they did for millions of other U.S. investors who lost billions
in the stock market crash that followed those scandals. Sure, a stock bubble
(a period of rising stock prices that stems from a buying frenzy) had burst, but
financial reports that hid companies’ financial problems fueled the bubble and
helped companies put on a bright, smiling face for the public. After these financial
reporting scandals came to light, more than 1,800 public companies had to restate
their earnings. Yet in almost a repeat of the scandals, the mortgage mess of 2007
showed how financial institutions were still using the same tricks of keeping key
financial information off the books to hide financial troubles.

I still wonder what government regulators and public accountants were thinking
and doing during these fiascos. How did the system break down so dramatically
and so quickly? Although a few voices raised red flags, their pleas were drowned
out by the euphoria of the building stock market bubble of the early 1990s and the
housing market bubble of the mid-2000s.

These financial scandals occurred partly because Wall Street measures success
based on a company’s quarterly results. Many analysts on Wall Street are more
concerned about whether a company meets its quarterly expectations than they
are about a company’s long-term prospects for future growth. Companies that fail
to meet their quarterly expectations find their stock quickly beaten down on the
market. To avoid the fall, companies massage their numbers. This shortsighted
race to meet the numbers each quarter is a big reason these scandals happen in
the first place.

Since the scandals broke, legislators have enacted new laws and regulations to
attempt to correct the problems. In this book, I discuss these regulations and show
you how to read financial reports with an ounce of skepticism and a set of tools that
can help you determine whether the numbers make sense. I help you see how com-
panies can play games with their numbers and show you how to analyze the num-
bers in a financial report so you can determine a company’s true financial health.
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About This Book

This book provides detailed information on how to read a financial report’s key
statements — the balance sheet, the income statement, and the statement of cash
flows — as well as how to discover and scour a report’s other important parts.

When you finish reading this book, you’ll understand what makes up the parts of
financial statements and how to read between their lines, using the fine print to
increase your understanding of a company’s financial position. You’ll also be
familiar with the company outsiders who are responsible for certifying the accu-
racy of financial reports, and you’ll know how the rules have changed since the
corporate scandals broke. Although I can’t promise that you’ll be able to detect
every type of fraud, I can promise that your antennae will be up and you’ll be more
aware of how to spot possible problems. And most important, you’ll get a good
understanding of how to use these reports to make informed decisions about
whether a company is a sound investment. If you work inside a company, you’ll
have a better understanding of how to use the reports to manage your company or
your department for success.

Conventions Used in This Book

I use the words corporation and company almost interchangeably. Just so we’re on
the same page, all corporations are companies, but not all companies are corpora-
tions. The key difference between them is whether a company has gone through
incorporation, which is the rather complicated legal process by which a company
gets a state charter to operate as a business. To find out more about company
structure and incorporation, see Chapter 2.

To help you practice the tools I show you in this book, I use the annual reports of
the two largest toy companies, Mattel and Hasbro, and dissect their reports
throughout various chapters. You can download a full copy of the reports by visit-
ing the investor relations section of the companies’ websites: www.hasbro.com
and www.mattel .com.

What You're Not to Read

Many of the topics I discuss in this book are, by nature, technical — dealing with
finances can hardly be otherwise. But in some cases, I provide details that offer
more than the basic stuff you need to know to understand the big picture. Because
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these explanations may not be up your alley, I mark them with a Technical Stuff
icon (see the upcoming section “Icons Used in This Book”) and invite you to skip
them without even the slightest regret. Even if you skip them, you still get all the
information you need. On the other hand, if you savor every financial detail or
fancy yourself the bravest of all financial report readers, then dig in!

I've also added some sidebars to give you more detail about a topic or some finan-
cial history. You can skip those, too, and still be able to understand how to read
financial reports.

Foolish Assumptions

To write this book, I made some basic assumptions about who you are. I assume
that you

3 Want to know more about the information in financial reports and how you
can use it.

¥ Want to know the basics of financial reporting.

¥ Need to gather some analytical tools to more effectively use financial reports
for your own investing or career goals.

¥ Need a better understanding of the financial reports you receive from the
company you work for to analyze the results of your department or division.

¥ Want to get a better handle on what goes into financial reports, how they're
developed, and how to use the information to measure the financial success
of your own company.

Both investors and company insiders who aren’t familiar with the ins and outs of
financial reports can benefit from the information and tools I include in this book.

Icons Used in This Book

Throughout the book, I use icons to flag parts of the text that you’ll want to notice.
Here’s a list of the icons and what they mean.

This icon points out ideas for improving your financial report reading skills and
directs you to some useful financial resources.

TIP
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EXAMPLE

This icon highlights information you definitely want to remember.

This icon points out a critical piece of information that can help you identify the
dangers and perils in financial reports. I also use this icon to emphasize informa-
tion you definitely don’t want to skip or skim when reading a financial report.

This icon highlights information that may explain the numbers in more detail
than you care to know. Don’t worry; you can skip these points without missing the
big picture!

Throughout the book, I give examples from financial reports of real companies,
particularly Mattel and Hasbro. I highlight these examples with the icon you see
here.

Beyond the Book

In addition to the material in the print or e-book you’re reading right now, this
product comes with some access-anywhere goodies on the web. You’ll probably
need reminders about the key parts of an annual report or the best financial anal-
ysis formulas to use. To view the Cheat Sheet, go to www.dummies.com and type
“Reading Financial Reports For Dummies Cheat Sheet” in the search box.

Where to Go from Here

4

You can start reading anywhere in this book, but if you’re totally new to financial
reports, you definitely want to start with Part 1 so you can get a good handle on
the basics before delving into the financial information. If you already know the
basics, turn to Part 2 to begin dissecting the parts of a financial report. And to get
started on the road to analyzing the numbers, turn to Part 3. If your priority is
tools for optimizing company operation, you may want to begin with Part 4. Turn
right to Part 5 if you want to know more about company outsiders involved in the
financial reporting process.

Reading Financial Reports For Dummies
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IN THIS PART ...

Explore the types of financial reports and get to know
the key financial statements.

Discover business types and their tax rules, including
sole proprietorships, partnerships, and limited liability
companies.

Differentiate between public and private companies, and
understand what it means when a company decides to
g0 public.

Understand accounting basics — enough to understand
different kinds of profit, and to distinguish debits from
credits.



IN THIS CHAPTER

» Reviewing the importance of
financial reports

» Exploring the different types of
financial reporting

» Discovering the key financial
statements

Chapter 1

Opening the Cornucopia
of Reports

inancial reports give a snapshot of a company’s value at the end of a particular

period, as well as a view of the company’s operations and whether it made a

profit. The business world couldn’t function without financial reports. Yes,
fewer scandals would be exposed because companies wouldn’t be tempted to paint
false but pretty financial pictures, but you’d still need a way to gauge a firm’s
financial health.

Currently, nothing’s available that can possibly replace financial reports. Nothing
can be substituted that’d give investors, financial institutions, and government
agencies the information they need to make decisions about a company. And
without financial reports, the folks who work for a company wouldn’t know how
to make it more efficient and profitable because they wouldn’t have a summary of
its financial activities during previous business periods. These financial summa-
ries help companies look at their successes and failures and make plans for future
improvements.

This chapter introduces you to the many facets of financial reports and shows you

how internal and external players use them to evaluate a company’s financial
health.

CHAPTER 1 Opening the Cornucopia of Reports 7



Figuring Out Financial Reporting
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REMEMBER

Financial reporting gives readers a summary of what happens in a company based
purely on the numbers. The numbers that tell the tale include the following:

¥ Assets: The cash, marketable securities, buildings, land, tools, equipment,
vehicles, copyrights, patents, and any other items needed to run a business
that a company holds

¥ Liabilities: Money a company owes to outsiders, such as loans, bonds, and
unpaid bills

¥ Equity: Money invested in the company
¥ Sales: Products or services that customers purchase

3 Costs and expenses: Money spent to operate a business, such as expendi-
tures for production, compensation for employees, operation of buildings and
factories, or supplies to run the offices

¥ Profit or loss: The amount of money a company earns or loses

3 Cash flow: The amount of money that flows into and out of a business during
the time period being reported

Without financial reporting, you’d have no idea where a company stands finan-
cially. Sure, you’d know how much money the business has in its bank accounts,
but you wouldn’t know how much is still due to come in from customers, how
much inventory is being held in the warehouse and on the shelf, how much the
firm owes, or even how much the firm owns. As an investor, if you don’t know
these details, you can’t possibly make an objective decision about whether the
company is making money and whether investing in the company’s future is
worthwhile.

Preparing the reports

A company’s accounting department is the key source of its financial reports. This
department is responsible for monitoring the numbers and putting together the
reports. The numbers are the products of a process called double-entry accounting,
which requires a company to record resources and the assets it uses to get those
resources. For example, if you buy a chair, you must spend another asset, such as
cash. An entry in the double-entry accounting system shows both sides of that
transaction — the cash account is reduced by the chair’s price, and the furniture
account value is increased by the chair’s price.

PART 1 Getting Started with Financial Reports



This crucial method of accounting gives companies the ability to record and track
business activity in a standardized way. Accounting methods are constantly
updated to reflect the business environment as financial transactions become
more complex. To find out more about double-entry accounting, turn to
Chapter 4.

Seeing why financial reporting counts
(and who's counting)

Many people count on the information companies present in financial reports.
Here are some key groups of readers and why they need accurate information:

»

»

»

»

Executives and managers: They need information to know how well the
company is doing financially and to find out about problem areas so they can
make changes to improve the company’s performance.

Employees: They need to know how well they're meeting or exceeding their
goals and where they need to improve. For example, if a salesperson has to
make $50,000 in sales during the month, they need a financial report at the
end of the month to gauge how well they did in meeting that goal. If they
believe that they met the goal but the financial report doesn't show that they
did, they must provide details to defend their production levels. Most
salespeople are paid according to their sales production. Without financial
reports, they'd have no idea what their compensation is based on.

Employees also make career and retirement investment decisions based on
the company’s financial reports. If the reports are misleading or false,
employees may lose most, if not all, of their 401(k) retirement savings, and
their long-term financial futures may be at risk.

Creditors: They need to understand a company’s financial results to deter-
mine whether to risk lending more money to the company and to find out
whether the firm is meeting the minimum requirements of any loan programs
that are already in place. To find out how creditors gauge whether a business
meets their requirements, see Chapters 9 and 12.

If a firm's financial reports are false or misleading, creditors may loan money
at an interest rate that doesn't truly reflect the risks they're taking. And by
trusting the misleading information, they may miss out on a better
opportunity.

Investors: They need information to judge whether a company is a good
investment. If investors think that a company is on a growth path because of the
financial information it reports, but those reports turn out to be false, investors
can pay, big time. They may buy stock at inflated prices and risk the loss of capital
as the truth comes out, or they may miss out on better investing opportunities.

CHAPTER 1 Opening the Cornucopia of Reports 9
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¥ Government agencies: These agencies need to be sure that companies
comply with regulations set at the state and federal levels. They also need to
be certain that companies accurately inform the public about their financial
position.

¥ Analysts: They need information to develop analytical reviews for clients who
are considering the company for investments or additional loan funds.

¥ Financial reporters: They need to provide accurate coverage of a company's
operations to the general public, which helps make investors aware of the
critical financial issues facing the company and any changes the company
makes in its operations.

3 Competitors: Every company's bigwigs read their competitors' financial
reports. If these reports are based on false numbers, the financial playing field
gets distorted. A well-run company could make a bad decision to keep up with
the false numbers of a competitor and end up reducing its own profitability.

Companies don’t produce financial reports only for public consumption. Many
financial reports are prepared for internal use only. These internal reports help
managers accomplish these tasks:

¥ Find out which of the business's operations are producing a profit and which
are operating at a loss

3 Determine which departments or divisions need to receive additional
resources to encourage growth

¥ Identify unsuccessful departments or divisions and make needed changes to
turn around the troubled section or kill the project

¥ Determine staffing and inventory levels needed to respond to customer
demand

¥ Review customer accounts to identify slow-paying or nonpaying customers, to
devise collection methods and develop guidelines for when a customer
should be cut off from future orders

¥ Prepare production schedules and review production levels

This list identifies just a few of the many uses companies have for their internal
financial reports. The actual list is endless and is limited only by the imagination
of the executives and managers who want to find ways to use the numbers to
make business decisions. I talk more about using internal reports to optimize
results in Chapters 14 and 15.

PART 1 Getting Started with Financial Reports



Checking Out Types of Reporting

©

REMEMBER

Not every company needs to prepare financial statements, but any company seek-
ing to raise cash through stock sales or by borrowing funds certainly does. How
public these statements must be depends on the business’s structure.

Most businesses are private companies, which share these statements only with a
small group of stakeholders: managers, investors, suppliers, vendors, and the
financial institutions that they do business with. As long as a company doesn’t sell
shares of stock to the general public, it doesn’t have to make its financial state-
ments public. I talk more about the reporting rules for private companies in
Chapter 2.

Public companies, which sell stock on the open market, must file a series of reports
with the Securities and Exchange Commission (SEC) each year if they have at least
500 investors or at least $10 million in assets. Smaller companies that have incor-
porated and sold stock must report to the state in which they incorporated, but
they aren’t required to file with the SEC. You can find more details about the SEC’s
reporting requirements for public companies in Chapters 3 and 18.

Even if a firm doesn’t need to make its financial reports public, if it wants to raise
cash outside a very small circle of friends, it has to prepare financial statements
and have a certified public accountant (CPA) audit them, or certify that the finan-
cial statements meet the requirements of the generally accepted accounting prin-
ciples (or GAAP, which you can find out more about in the section “Keeping the
number crunchers in line,” later in this chapter). Few banks consider loaning
large sums of money to businesses without audited financial statements. Inves-
tors who aren’t involved in the daily management of a business also usually
require audited financial statements.

Keeping everyone informed

One big change in a company’s operations after it decides to publicly sell stock is
that it must report publicly on both a quarterly and annual basis to its stockhold-
ers. Companies send these reports directly to their stockholders, to analysts, and
to the major financial institutions that help fund their operations through loans or
bonds. The reports often include glossy pictures and pleasingly designed graphics
at the beginning, keeping the less eye-pleasing financial reports that meet the
SEC’s requirements in the back.

CHAPTER 1 Opening the Cornucopia of Reports 11



Quarterly reports

Companies must release quarterly reports within 45 days of the quarter’s end.
Companies with holdings over $75 million must file more quickly. In addition
to the three key financial statements — the balance sheet, the income statement,
and the statement of cash flows (check out the upcoming section “Getting to the
meat of the matter” for details on these documents) — the company must state
whether a CPA has audited (see Chapter 18) or reviewed the numbers. A report
reviewed rather than audited by a CPA is a much less intensive look at the data and
thus, holds less weight.

Annual reports

Most small companies must file their annual reports within 90 days of the end of
their fiscal year. Companies with over $75 million in assets must file their reports
within 60 days. The annual report includes the information presented in the quar-
terly reports and much more, including a full business description, details about
the management team and its compensation, and details about any filings done
during the year.

information and pictures designed to make a good impression on the public. The
marketing or public relations department, not the financial or accounting depart-

rememser  ment, writes much of the summary information. Too often, annual reports are
puff pieces that carefully hide any negative information in the notes to the financial
statements, which is the section that offers additional details about the numbers
provided in those statements (see Chapter 9). Read between the lines — especially
the tiny print at the back of the report — to get some critical information about
the accounting methods used, any pending lawsuits, or other information that
may negatively impact results in the future.

@ Most major companies put a lot of money into producing glossy reports filled with

Following the rules: Government
requirements

Reports for the government are more extensive than the glossy reports sent to
shareholders (see the preceding section). Companies must file many types of
forms with the SEC, but I focus on only three of them in this book:

¥ The 10-K: This form is the annual report that provides a comprehensive
overview of a company’s business and financial activities.

Firms must file this report within 90 days of the end of the fiscal year (compa-
nies with more than $75 million in assets must file within 60 days). In addition
to the information included in the glossy annual reports sent to shareholders
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(see the preceding section), investors can find more detailed information
about company history, organizational structure, equity holdings, subsidiaries,
employee stock purchase and savings plans, incorporation, legal proceedings,
controls and procedures, executive compensation, accounting fees and
services, and changes or disagreements with accountants about financial
disclosures.

¥ The 10-Q: This form is the quarterly report that describes key financial
information about the prior three months. Most companies must file
this report within 45 days of the end of the quarter (firms with more than
$75 million in assets must file within 40 days). In addition to the information
sent directly to shareholders, this form includes details about the company’s
market risk, controls and procedures, legal proceedings, and defaults on
payments.

¥ The 8-K: This form is a periodic report that accounts for any major events that
may impact a company’s financial position. Examples of major events include
the acquisition of another company, the sale of a company or division,
bankruptcy, the resignation of directors, or a change in the fiscal year. When a
major event occurs, the company must file a report with the SEC within four
days of the event.

You can access reports filed with the SEC online at Edgar, which is run by the
SEC. To use Edgar, go to www.sec.gov/edgar.shtml.

Going global

More companies these days operate across country borders. For years, each coun-
try had its own set of rules for preparing financial reports to meet government
regulations. Global companies had to keep separate sets of books and report
results under different sets of rules in each country in which they operated.

Today most countries have agreed to accept the International Financial Reporting
Standards (IFRS; see Chapter 19) developed by the London-based International
Accounting Standards Board (IASB). Beginning in 2002, the U.S. agreed to look at
ways to converge the IFRS and the U.S. GAAP (see Chapter 18). The U.S. allows
companies based outside its borders to file required reports using either U.S. GAAP
or IFRS, but U.S.-based companies must still use GAAP to file their reports. The
process of converging U.S. standards with international standards is still a work in
process, but the U.S. is now represented on the Accounting Standards Advisory
Forum to improve worldwide cooperation among standard setters.
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Staying within the walls of the company:
Internal reporting

Not all of an accounting department’s financial reporting is done for public con-
sumption. In fact, companies usually produce many more internal reports than
external ones to keep management informed. Firms can design their internal
reports in whatever way makes sense to their operations.

THE ROOTS OF FINANCIAL REPORTING

Accounting practices can be traced back to the Renaissance, but financial reporting was-
n't recognized as a necessity until centuries later.

® 1494: Italian monk Luca Pacioli became known as the “father of accounting” for his
book Everything about Arithmetic, Geometry and Proportions, which includes a section
on double-entry accounting (see Chapter 4). Pacioli warned his readers that an
accountant shouldn't go to sleep at night until his debits equal his credits.

® 1700-1800: For-profit corporations started to appear in Europe as early as the 18th
century. In 1800, only about 330 corporations operated in the U.S.

® 1800s: As public ownership of stock increased, regulators realized that some stan-
dardized distribution of information to investors was a priority. The New York Stock
Exchange was the first to jump into the fray, and in 1853, it began requiring compa-
nies listed on the exchange to provide statements of shares outstanding and capital
resources.

® 1929: Before the stock market crash, equity investing became a passion. People
borrowed money to get into the market, paying higher and higher prices for stock.
Sound familiar? Not too different from what occurred just before the 2000 crash of
technology and Internet stocks.

® 1933-1934: Congress created the SEC and gave it authority to develop financial
accounting and reporting standards and rules to deter companies from distributing
misleading information.

® 1973: The Financial Accounting Standards Board (FASB) was created to establish
standards for financial accounting and reporting. The SEC recognized the generally
accepted accounting principles (GAAP) as the official reporting standards for federal
securities laws.

® 1984: The FASB formed the Emerging Issues Task Force, which keeps an eye on changes
in business operations and sets standards before new practices become entrenched.

® 2002: The FASB began work with the International Accounting Standards Board
(IASB) to converge international financial reporting systems.
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