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PREFACE

WHAT IS FINANCIAL INTELLIGENCE?

We have worked with thousands of employees, managers, and leaders in
American companies, teaching about them about the financial side of business.
Our philosophy is that everyone in a company does better when they
understand how financial success is measured and how they have an impact on
the company’s performance. Our term for that understanding is financial
intelligence. Greater financial intelligence, we’ve learned, helps people feel
more involved and committed. They understand better what they are a part of,
what the organization is trying to achieve, and how they affect results. Trust
increases, turnover decreases, and financial results improve.

We came to this philosophy by different routes. Karen took the academic
path. Her PhD dissertation focused on the question of whether information
sharing and financial understanding on the part of employees and managers
positively affects a company’s financial performance. (It does.) Karen went on
to become a financial trainer and started an organization, the Business Literacy
Institute, devoted to helping others learn about finance. Joe earned an MBA in
finance, but most of his experience with financial training in organizations has
been on the practical side. After stints at Ford Motor Company and several
small companies he joined a start-up business, Set-point Systems and Set-point
Inc., which manufactures roller coasters and factory-automation equipment. As
chief financial officer (CFO) of Set-point, he learned firsthand the importance
of training engineers and other employees in how the business worked. In
2003 Joe joined Karen as co-owner of the Business Literacy Institute and since
then has worked with dozens of companies as a financial trainer.

What do we mean by financial intelligence? It isn’t some innate ability that
you either have or don’t have. Granted, some people are better at numbers than
others, and a few legendary folks seem to have an intuitive grasp of finance
that eludes the rest of us. But that’s not what we’re talking about here. For most



businesspeople—ourselves included—financial intelligence is no more than a
set of skills that must be, and can be, learned. People who work in finance learn
these skills early on, and for the rest of their careers are able to talk with one
another in a specialized language that can sound like Greek to the uninitiated.
Most senior executives (not all) either come out of finance or pick up the skills
during their rise to the top, just because it’s tough to run a business unless you
know what the financial folks are saying. Managers who don’t work in finance,
however, too often have been out of luck. They never picked up the skills, and
so in some ways they’ve been relegated to the sidelines.

Fundamentally, financial intelligence boils down to four distinct skill sets,
and when you finish the book, you should be competent in all of them. They
are:

e Understanding the foundation. Managers who are financially intelligent
understand the basics of financial measurement. They can read an income
statement, a balance sheet, and a cash flow statement. They know the
difference between profit and cash. They understand why the balance sheet
balances. The numbers neither scare nor mystify them.

e Understanding the art. Finance and accounting are an art as well as a
science. The two disciplines must try to quantify what can’t always be
quantified, and so must rely on rules, estimates, and assumptions.
Financially intelligent managers are able to identify where the artful
aspects of finance have been applied to the numbers, and they know how
applying them differently might lead to different conclusions. They thus
are prepared, when appropriate, to question and challenge the numbers.

e Understanding analysis. Once you have the foundation and an
appreciation of the art of finance, you can use the information to analyze
the numbers in greater depth. Financially intelligent managers don’t
shrink from ratios, return on investment (ROI) analysis, and the like. They
use these analyses to inform their decisions, and they make better
decisions for doing so.

e Understanding the big picture. Finally, although we teach finance, and
although we think that everyone should understand the numbers side of
business, we are equally firm in our belief that numbers can’t and don’t
tell the whole story. A business’s financial results must always be
understood in context—that is, within the framework of the big picture.



Factors such as the economy, the competitive environment, regulations,
changing customer needs and expectations, and new technologies all
affect how numbers are interpreted and what decisions should be made.

But financial intelligence doesn’t stop with book learning. Like most
disciplines and skill sets, it must not only be learned, it must also be practiced
and applied. On the practical side, we hope and expect the book will prepare
you to take actions such as the following:

e Speak the language. Finance is the language of business. Whether you like
it or not, the one thing every organization has in common is numbers and
how those numbers are tabulated, analyzed, and reported. You need to use
the language to be taken seriously and to communicate effectively. As with
any new language, you can’t expect to speak it fluently at first. Never mind
— jump in and try something. You’ll gain confidence as you go.

e Ask questions. We want you to look at financial reports and analysis with a
questioning eye. It’s not that we think anything is necessarily wrong with
the numbers you see. We merely believe it is tremendously important to
understand the what, why, and how of the numbers you are using to make
decisions. Since every company is different, sometimes the only way to
figure out all those parameters is to ask questions.

e Use the information. After reading this book, you should know a lot. So
use it! Use it to improve cash flow. Use it to analyze the next big project.
Use it to assess your company’s results. Your job will be more fun, and
your impact on the company’s performance will be greater. From our
vantage point, we love to see employees, managers, and leaders who can
see the link between financial results and their job. Suddenly they seem to
know both what they are doing and why they are doing it.

So this book, we hope, will support the development of your financial
intelligence. We hope it will enable you to achieve greater success, both
personally and professionally. We hope it helps your company be more
successful as well. But most of all, we think, after reading this book, you’ll be
just a bit more motivated, a bit more interested, and a bit more excited to
understand a whole new aspect of business.



Part One

The Art of Finance
(and Why It Matters)
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You Can’t Always
Trust the Numbers

If you read the papers regularly, you have learned a good

deal in recent years about all the wonderful ways people find to cook their
companies’ books. They record phantom sales. They hide expenses. Some of
the techniques are pleasantly simple, like the software company a few years
back that boosted revenues by shipping its customers empty cartons just before
the end of a quarter. (The customers sent the cartons back, of course—but not
until the following quarter.) Other techniques are complex to the point of near-
incomprehensibility (It took years for accountants and prosecutors to sort out
all of Enron’s spurious transactions.) As long as there are liars and thieves on
this earth, some of them will no doubt find ways to commit fraud and
embezzlement.

But maybe you have also noticed something else about the arcane world of
finance, namely that many companies find perfectly legal ways to make their
books look better than they otherwise would. Granted, these legitimate tools
aren’t quite as powerful as outright fraud: they can’t make a bankrupt company
look like a profitable one, at least not for long. But it’s amazing what they can
do. For example, a little technique called a one-time charge allows a company
to take a whole bunch of bad news and cram it into one quarter’s financial
results, so that future quarters will look better. Alternatively, some shuffling of
expenses from one category into another can pretty up a company’s quarterly
earnings picture and boost its stock price. While we were writing this book, the
Wall Street Journal ran a front-page story on how companies fatten their
bottom lines by reducing retirees’ benefit accruals—even though they may not
spend a nickel less on those benefits.

Everybody who isn’t a financial professional is likely to greet such



maneuvers with a certain amount of mystification. Everything else in business
—marketing, research and development, human resource management,
strategy formulation, and so on—is obviously subjective, a matter dependent
on experience and judgment as well as data. But finance? Accounting? Surely,
the numbers produced by these departments are objective, black and white,
indisputable. Surely, a company sold what it sold, spent what it spent, earned
what it earned. Even where fraud is concerned, unless a company really does
ship empty boxes, how can its executives so easily make things look so
different than they really are? And short of fraud, how can they so easily
manipulate the business’s bottom line?

THE ART OF FINANCE

The fact is, accounting and finance, like all those other business disciplines,
really are as much art as they are science. You might call this the CFO’s or the
controller’s hidden secret, except that it isn’t really a secret, it’s a widely
acknowledged truth that everyone in finance knows. Trouble is, the rest of us
tend to forget it. We think that if a number shows up on the financial statements
or the finance department’s reports to management, it must accurately
represent reality.

In fact, of course, that can’t always be true, if only because even the
numbers jockeys can’t know everything. They can’t know exactly what
everyone in the company does every day, so they don’t know exactly how to
allocate costs. They can’t know exactly how long a piece of equipment will
last, so they don’t know how much of its original cost to record in any given
year. The art of accounting and finance is the art of using limited data to come
as close as possible to an accurate description of how well a company is
performing. Accounting and finance are not reality, they are a reflection of
reality, and the accuracy of that reflection depends on the ability of accountants
and finance professionals to make reasonable assumptions and to calculate
reasonable estimates.

It’s a tough job. Sometimes they have to quantify what can’t easily be
quantified. Sometimes they have to make difficult judgments about how to
categorize a given item. None of these complications necessarily arises
because they are trying to cook the books or because they are incompetent. The
complications arise because accountants and financial folks must make
educated guesses relating to the numbers side of the business all day long.



The result of these assumptions and estimates is, typically, a bias in the
numbers. Please don’t get the idea that by using the word bias we are
impugning anybody’s integrity. (Some of our best friends are accountants—no,
really—and one of us, Joe, actually carries the titte CFO on his business card.)
Where financial results are concerned, bias means only that the numbers might
be skewed in one direction or another. It means only that accountants and
finance professionals have used certain assumptions and estimates rather than
others when they put their reports together. Enabling you to understand this
bias, to correct for it where necessary, and even to use it to your own (and your
company’s) advantage is one objective of this book. To understand it, you must
know what questions to ask about these assumptions and estimates. Armed with
that information, you can make well-considered, appropriate decisions.

Box Definitions

We want to make finance as easy as possible. Most finance books make us flip back and forth
between the page we're on and the glossary to learn the definition of a word we don’'t know. By
the time we find it and get back to our page, we've lost our train of thought. So here, we are going
to give you the definitions right where you need them, near the first time we use the word.

JUDGMENT CALLS

For example, let’s look at one of the variables that is frequently estimated—
one that you wouldn’t think needed to be estimated at all. Revenue or sales
refers to the value of what a company sold to its customers during a given
period. You’d think that would be an easy matter to determine. But the question
is, When should revenue be recorded (or “recognized,” as accountants like to
say)? Here are some possibilities:

e When a contract is signed
e When the product or service is delivered
e When the invoice is sent out
e When the bill is paid
If you said, “When the product or service is delivered,” you’re correct; as
we’ll see in Chapter 6, that’s the fundamental rule that determines when a sale

should show up on the income statement. Still, the rule isn’t simple.
Implementing it requires making a number of assumptions, and in fact the



whole question of “when is a sale a sale?” was a hot topic in many of the fraud
cases dating from the late 1990s.

Income Statement

The income statement shows revenues, expenses, and profit for a period of time, such as a
month, quarter, or year. It's also called a profit and loss statement, P&L, statement of earnings,
or statement of operations. Sometimes the word consolidated is thrown in front of those phrases,
but it's still just an income statement. The bottom line of the income statement is net profit, also
known as net income or net earnings.

Imagine, for instance, that a company sells a customer a copying machine,
complete with a maintenance contract, all wrapped up in one financial package.
Suppose the machine is delivered in October, but the maintenance contract is
good for the following twelve months. Now: how much of the initial purchase
price should be recorded on the books for October? After all, the company
hasn’t yet delivered all the services that it is responsible for during the year.
Accountants can make estimates of the value of those services, of course, and
adjust the revenue accordingly. But this requires a big judgment call.

Nor is this example merely hypothetical. Witness Xerox, which played the
revenue recognition game on such a massive scale that it was later found to
have improperly recognized a whopping $6 billion of sales. The issue? Xerox
was selling equipment on four-year leases, including service and maintenance.
So how much of the price covered the cost of the equipment, and how much
was for the subsequent services? Fearful that the company’s sagging profits
would cause its stock price to plummet, Xerox’s executives decided to book
ever-increasing percentages of the anticipated revenues—along with the
associated profits—up front. Before long, nearly all the revenue on these
contracts was being recognized at the time of the sale.

Operating Expenses

Operating expenses are the costs that are required to keep the business going day to day. They
include salaries, benefits, and insurance costs, among a host of other items. Operating expenses
are listed on the income statement and are subtracted from revenue to determine profit.

Xerox had clearly lost its way and was trying to use accounting to cover up
its business failings. But you can see the point here: there’s plenty of room,
short of outright book-cooking, to make the numbers look one way or another.



A second example of the artful work of finance—and another one that
played a huge role in recent financial scandals—is determining whether a
given cost is a capital expenditure or an operating expense. We’ll get to all the
details later; for the moment, all you need to know is that an operating expense
reduces the bottom line immediately, and a capital expenditure spreads the hit
out over several accounting periods. You can see the temptation here. Wait. You
mean if we take all those office supply purchases and call them “capital
expenditures,” we can increase our profit accordingly? This is the kind of
thinking that got WorldCom into trouble. To prevent such temptation, both the
accounting profession and individual companies have rules about what must be
classified where. But the rules leave a good deal up to individual judgment and
discretion. Again, those judgments can affect a company’s profit, and hence its
stock price, dramatically.

Now, we are writing this book primarily for people in companies, not for
investors. So why should these readers worry about any of this? The reason, of
course, is that they use numbers to make decisions. You yourself make
judgments about budgets, capital expenditures, staffing, and a dozen other
matters—or your boss does—based on an assessment of the company’s or
your business unit’s financial situation. If you aren’t aware of the assumptions
and estimates that underlie the numbers and how those assumptions and
estimates affect the numbers in one direction or another, your decisions may
be faulty. Financial intelligence means understanding where the numbers are
“hard”—well supported and relatively uncontroversial—and where they are
“soft”—that is, highly dependent on judgment calls. What’s more, outside
investors, bankers, vendors, customers, and others will be using your
company’s numbers as a basis for their own decisions. If you don’t have a
good working understanding of the financial statements and don’t know what
those folks are looking at or why, you are at their mercy.

Capital Expenditures

A capital expenditure is the purchase of an item that's considered a long-term investment, such
as computer systems and equipment. Most companies follow the rule that any purchase over a
certain dollar amount counts as a capital expenditure, while anything less is an operating expense.
Operating expenses show up on the income statement, and thus reduce profit. Capital
expenditures show up on the balance sheet; only the depreciation of a piece of capital equipment
appears on the income statement. More on this in chapters 4 and 10.
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Spotting Assumptions,
Estimates, and Biases

So let’s plunge a little deeper into this element of

financial intelligence, understanding the “artistic” aspects of finance. We’ll
look at three examples and ask some simple but critical questions:

What were the assumptions in this number?

Are there any estimates in the numbers?

What is the bias those assumptions and estimates lead to?

What are the implications?

The examples we’ll look at are accruals and allocations, depreciation, and
valuation. If these words sound like part of that strange language the financial
folks speak, don’t worry. You’ll be surprised how quickly you can pick up
enough to get around.

ACCRUALS AND ALLOCATIONS:
LOTS OF ASSUMPTIONS AND ESTIMATES

At a certain time every month, you know that your company’s controller is
busy “closing the books.” Here, too, is a financial puzzle: why on earth does it
take as long as it does? If you haven’t worked in finance, you might think it
could take a day to add up all the end-of-the-month figures. But two or three
weeks?.

Well, one step that takes a lot of time is figuring out all the accruals and
allocations. There’s no need to understand the details now—we’ll get to that in
chapters 10 and 11. For the moment, read the definitions in the boxes and focus



on the fact that the accountants use accruals and allocations to try to create an
accurate picture of the business for the month. After all, it doesn’t help
anybody if the financial reports don’t tell us how much it cost us to produce the
products and services we sold last month. That is what the controller’s staff is
trying so hard to do, and that is one reason why it takes as long as it does.

Determining accruals and allocations nearly always entails making
assumptions and estimates. Take your salary as an example. Say that you
worked in June on a new product line and that the new line was introduced in
July. Now the accountant determining the allocations has to estimate how much
of your salary should be matched to the product cost (because you spent much
of your time on those initial products), and how much should be charged to
development costs (because you also worked on the original development of
the product). She must also decide how to accrue for June versus July.
Depending on how she answers these questions, she can dramatically change
the appearance of the income statement. Product cost goes into cost of goods
sold. If product costs go up, gross profit goes down— and gross profitis a key
measure for assessing product profitability. Development costs, however, go
into research and development, which are included in the operating expense
section of the income statement and don’t affect gross profit at all. So let’s say
the accountant determined that all of your salary should go into the
development cost in June, rather than the product cost in July. Her assumption
is that your work wasn’t directly related to the manufacturing of the product
and therefore shouldn’t be categorized as product cost. But there’s a twofold
bias that results:

Accruals

An accrual is the portion of a given revenue or expense item that is recorded in a particular time
span. Product development costs, for instance, are likely to be spread out over several
accounting periods, and so a portion of the total cost will be accrued each month. The purpose of
accruals is to match revenues to costs in a given time period as accurately as possible.

Allocations

Allocations are apportionments of costs to different departments or activities within a company.
For instance, overhead costs such as the CEQO’s salary are often allocated to the company’s
operating units.

e First, development costs are larger than they otherwise would be. An



executive who analyzes those costs later on may decide that product
development is too expensive and that the company shouldn’t take that risk
again. If that’s what happens, the company might do less product
development, thereby jeopardizing its future.

e Second, the product cost is smaller than it otherwise would be. That, in
turn, will affect key decisions such as pricing and hiring. Maybe the
product will be priced too low. Maybe more people will be hired to put
out what looks like a profitable product— even though the profit reflects
some dubious assumptions.

Of course, any individual’s salary won’t make much of a difference in most
companies. But the assumptions that govern one person are likely to be applied
across the board. To paraphrase a familiar saying in Washington, D.C,, a salary
here and a salary there and pretty soon you’re talking real money. At any rate,
this case is simple enough that you can easily see the answers to the questions
we posed earlier. The assumptions in the numbers? Your time was spent in
development and didn’t really have much to do with the production of the
product that was sold in July. The estimates? How your salary should be split,
if at all, between development and product cost. The bias? Higher development
costs and lower product costs. And the implications? Concern about the high
cost of development; product pricing that may be too low.

Whoever said there is no poignancy or subtlety in finance? The accountant
and finance professional labor to give the most accurate picture possible of the
company’s performance. All the while they know that they will never, ever
capture the exact numbers.

DISCRETION ABOUT DEPRECIATION

A second example is the use of depreciation. The notion of depreciation isn’t
complicated. Say a company buys some expensive machinery or vehicles that it
expects to use for several years. Accountants think about such an event like
this: rather than subtract the entire cost from one month’s revenues—perhaps
plunging the company or business unit into the red for that month—we should
spread the cost out over the equipment’s useful life. If we think a machine will
last three years, for instance, we can record (“depreciate”) one-third of the cost
per year, or one-thirty-sixth per month, using a simple method of depreciation.
That’s a better way of estimating the company’s true costs in any given month



or year than if we recorded it all at once. Furthermore, it better matches the
expenses of the equipment to the revenue that it is used to generate—an
important idea that we will explore at length in Chapter 4.

Depreciation

Depreciation is the method accountants use to allocate the cost of equipment and other assets to
the total cost of products and services as shown on the income statement. It is based on the
same idea as accruals: we want to match as closely as possible the costs of our products and
services with what was sold. Most capital expenditures are depreciated (land is an example of
one that isn't). Accountants attempt to spread the cost of the expenditure over the useful life of
the item. More about depreciation in parts 2 and 3.

The theory makes perfect sense. In practice, however, accountants have a
good deal of discretion as to exactly how a piece of equipment is depreciated.
And that discretion can have a considerable impact. Take the airline industry.
Some years back, airlines realized that their planes were lasting longer than
anticipated. So the industry’s accountants changed their depreciation schedules
to reflect that longer life. As a result, they subtracted less depreciation from
revenue each month. And guess what? The industry’s profits rose significantly,
reflecting the fact that the airlines wouldn’t have to be buying planes as soon as
they had thought. But note that the accountants had to assume that they could
predict how long a plane would be useful. On that judgment—and a judgment it
is—hung the resulting upward bias in the profit numbers. On that judgment,
too, hung all the implications: investors deciding to buy more stock, airline
executives figuring they could afford to give out better raises, and so on.

THE MANY METHODS OF VALUATION

A final example of the art of finance has to do with the valuation of a company
—that is, figuring out how much a company is worth. Publicly traded
companies, of course, are valued every day by the stock market. They are
worth whatever their stock price is times the number of shares outstanding, a
figure known as their market capitalization or just market cap. But even that
doesn’t necessarily capture their value in certain circumstances. A competitor
bent on takeover, for instance, might decide to pay a premium for the
company’s shares, because the target company is worth more to that
competitor than it is on the open market. And of course, the millions of
companies that are privately held aren’t valued at all on the market. When they



are bought or sold, the buyers and sellers must rely on other methods of
valuation.

Talk about the art of finance: much of the art here lies in choosing the
valuation method. Different methods produce different results—which, of
course, injects a bias into the numbers.

Suppose, for example, your company proposes to acquire a closely held
manufacturer of industrial valves. It’s a good fit with your business—it’s a
“strategic” acquisition—but how much should you pay? Well, you could look
at the valve company’s earnings (another word for profits), then go to the
public markets and see how the market values similar companies in relation to
their earnings. (This is known as the price-to-earnings ratio method.) Or you
could look at how much cash the valve company generates each year, and
figure that you are, in effect, buying that stream of cash. Then you would use
some interest rate to determine what that stream of future cash is worth today.
(This is the discounted cash flow method.) Alternatively, you could simply
look at the company’s assets—its plant, equipment, inventory, and so on, along
with intangibles such as its reputation and customer list—and make estimates
about what those assets are worth (the asset valuation method).

Needless to say, each method entails a whole passel of assumptions and
estimates. The price-to-earnings method, for example, assumes that the stock
market is somehow rational and that the prices it sets are therefore accurate.
But of course the market isn’t wholly rational; if the market is high, the value
of your target company will be higher than at times when the market is low.
And besides, that “earnings” number, as we’ll see in part 2, is itself an estimate.

So maybe, you might think, we should use the discounted cash flow method.
The question with this method is, What is the right interest or “discount” rate to
use when we’re calculating the value of that stream of cash? Depending on how
we set it, the price could vary enormously. And of course, the asset valuation
method itself is merely a collection of guesses as to what each asset might be
worth.

As if these uncertainties weren’t enough, think back to that delightful,
outrageous, nervous-making period known as the dot-com boom, at the end of
the twentieth century. Ambitious young Internet companies were springing up
all over, fed and watered by a torrent of enthusiastic venture capital. But when
investors such as venture capitalists (VCs) put their money into something,
they like to know what their investment—and hence what the company—is
worth. When a company is just starting up, that’s tough to know. Earnings?



Zero. Operating cash flow? Also zero. Assets? Negligible. In ordinary times,
that’s one reason VCs shy away from early-stage investments. But in the dot-
com era, they were throwing caution to the winds and so were relying on what
we can only call unusual methods of valuation. They looked at the number of
engineers on a company’s payroll. They counted the number of hits
(“eyeballs”) a company got every month on its Web site. One energetic young
CEO of our acquaintance raised millions of dollars based almost entirely on
the fact that he had hired a large staff of software engineers. Unfortunately, we
observed a “For Lease” sign in front of this company’s office less than a year
later.

The dot-com methods of valuation look foolish now, even though back then
they didn’t seem so bad, given how little we knew about what the future held.
But the other methods described earlier are all reasonable. Trouble is, each has
a bias that leads to different results. And the implications are far-reaching.
Companies are bought and sold based on these valuations. They get loans
based on them. If you hold stock in your company, the value of that stock is
dependent on an appropriate valuation. It seems reasonable to us that your
financial intelligence should include an understanding of how those numbers
are calculated.
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Why Increase Your
Financial Intelligence?

So far our discussion has been pretty abstract. We have

been introducing you to the art of finance and explaining why understanding it
is an essential ingredient of financial intelligence. But who needs financial
intelligence, anyway? To put it bluntly, why is this book worth reading?

For starters, we want to emphasize that this book is different from other
finance books. It doesn’t presuppose any financial knowledge. But neither is it
another version of Accounting for Dummies. We will never mention debits and
credits. We won’t ever refer to the general ledger or trial balances. This book
is about financial intelligence, or, as the subtitle says, knowing what the
numbers really mean. It’s written not for would-be accountants but for people
in organizations—leaders, managers, employees—who need to understand
what is happening in their company from a financial perspective, and who can
use that information to work and manage more effectively. In it, you’ll learn
how to read the financial statements and how to use the information they
contain to do your job better. You’ll learn how to calculate ratios. You’ll learn
about return on investment (ROI) and working capital management, two
concepts that you can use to improve your decision making and impact on the
organization. In short, you will boost your financial intelligence.

A few years ago, the directors in a sample of Fortune 500 companies took
a simple financial-literacy test—and got an average of 32 percent of the
questions right. 1 If you read this book, you should get 100 percent.

THE BENEFITS OF FINANCIAL LITERACY

But it isn’t just a matter of scoring well on a test; financial literacy brings with



it a host of practical benefits. Here’s a short list of the advantages you’ll gain.

Increased Ability to Critically Evaluate Your Company

Do you really know if your employer has enough cash to make payroll? Do
you know how profitable the products or services you work on really are?
When it comes to capital-expenditure proposals, is the ROI analysis based on
solid data? Boost your financial intelligence, and you’ll gain more insight into
questions like these. Or maybe you’ve had nightmares in which you worked at
Enron, or at Global Crossing, or maybe Sunbeam. Many of the people there
had no inkling of their company’s precarious situation.

Suppose, for instance, you worked at the big telecommunications company
WorldCom (later known as MCI) during the late 1990s. WorldCom'’s strategy
was to grow through acquisition. Trouble was, the company wasn’t generating
enough cash for the acquisitions it wanted to make. So it used stock as its
currency, and paid for the companies it acquired partly with WorldCom shares.
That meant it had to keep its share price high; otherwise, the acquisitions would
be too expensive. It also meant keeping profits high, so that Wall Street would
give it a high valuation. WorldCom paid for the acquisitions through
borrowing. A company doing a lot of borrowing has to keep its profits up;
otherwise, the banks will stop lending it money. So on two fronts, WorldCom
was under severe pressure to report high profits.

That, of course, was the source of the fraud that was ultimately uncovered.
The company artificially boosted profits “with a variety of accounting tricks,
including understating expenses and treating operating costs as capital
expenditures,” as BusinessWeek summarized the Justice Department’s
indictment. 2. When we all learned that WorldCom was not as profitable as it
had claimed, the house of cards came tumbling down. But even if there hadn’t
been fraud, WorldCom’s ability to generate cash was out of step with its
growth-by-acquisitions strategy. It could live on borrowing and stock for a
while, but not forever.

Or look at Tyco International. For all the news stories about Dennis
Kozlowski’s elaborate birthday party and zillion-dollar umbrella stand, there is
another story that wasn’t widely reported. During the 1990s, Tyco also was a
big acquirer of companies. In fact, it bought some six hundred companies in
just two years, or more than one every working day. With all those
acquisitions, the goodwill number on Tyco’s balance sheet grew to the point
where bankers began to get nervous. Bankers and investors don’t like to see



too much goodwill on a balance sheet; they prefer assets that you can touch
(and in a pinch, sell off). So when word spread that there might be some
accounting irregularities at Tyco, they effectively shut Tyco off from further
acquisitions. Today Tyco is focusing on organic growth and operational
excellence rather than on acquisitions; its financial picture matches its strategy.

Goodwill

Goodwill comes into play when one company acquires another company. It is the difference
between the net assets acquired (that is, the fair market value of the assets less the assumed
liabilities) and the amount of money the acquiring company pays for them. For example, if a
company’s net assets are valued at $1 million and the acquirer pays $3 million, then goodwill of
$2 million goes onto the acquirer’s balance sheet. That $2 million reflects all the value that is not
reflected in the acquiree’s tangible assets—for example, its name, reputation, customer lists, and
SO on.

Now, we’re not arguing that every financially intelligent manager would
have been able to spot WorldCom’s or Tyco’s precarious situation. Plenty of
seemingly savvy Wall Street types were fooled by the two companies. Still, a
little more knowledge will give you the tools to watch trends at your company
and understand more of the stories behind the numbers. While you might not
have all of the answers, you should know what questions to ask when you
don’t. It’s always worth your while to assess your company’s performance and
prospects. You’ll learn to gauge how it’s doing and to figure out how you can
best support those goals and be successful yourself.

Balance Sheet

The balance sheet reflects the assets, liabilities, and owners’ equity at a point in time. In other
words, it shows, on a specific day, what the company owned, what it owed, and how much it was
worth. The balance sheet is called such because it balances—assets always must equal liabilities
plus owners’ equity. A financially savvy manager knows that all the financial statements ultimately
flow to the balance sheet. We'll explain all these notions in part 3.

Better Understanding of the Bias in the Numbers

We’ve already discussed the bias that is built into many numbers. But so what?
What will understanding the bias do for you? One very big thing: it will give
you the knowledge and the confidence—the financial intelligence—to
challenge the data provided by your finance and accounting department. You
will be able to identify the hard data, the assumptions, and the estimates. You
will know—and others will, too—when your decisions and actions are on solid



ground.

Let’s say you work in operations, and you are proposing the purchase of
some new equipment. Your boss says he’ll listen, but he wants you to justify the
purchase. That means digging up data from finance, including cash flow
analysis for the machine, working capital requirements, and depreciation
schedules. All these numbers— surprisel—are based on assumptions and
estimates. If you know what they are, you can examine them to see if they make
sense. If they don’t, you can change the assumptions, modify the estimates, and
put together an analysis that is realistic and that (hopefully) supports your
proposal. Joe, for example, likes to tell audiences that he’s a veteran finance
professional and could easily come up with an analysis showing how his
company should buy him a $5,000 computer. He would assume that he could
save an hour a day because of the new computer’s features and processing
speed; he would calculate the value of an hour per day of his time over a year;
and presto, he would show that buying the computer is a no-brainer. A
financially intelligent boss, however, would take a look at those assumptions
and posit some alternatives, such as that Joe might actually lose an hour a day
of work because it was now so easy for him to surf the Web and download
music.

It’s amazing, in fact, how easily a financially knowledgeable manager can
change the terms of discussion, so that better decisions get made. When he
worked for Ford Motor Company, Joe had an experience that underlined just
that lesson. He and several other finance folks were presenting financial results
to a senior marketing director. After they sat down, the director looked straight
at them and said, “Before I open these finance reports, I need to know ... for
how long and at what temperature?” Joe and the others had no idea what he was
talking about. Then the light went on and Joe replied, “Yes, sir, they were in for
two hours at 350°.” The director said, “OK, now that I know how long you
cooked ’em, let’s begin.” He was telling the finance people that he knew there
were assumptions and estimates in the numbers and that he was going to ask
questions. When he asked in the meeting how solid a given number was, the
financial people were comfortable explaining where the number came from
and the assumptions, if any, they had to make. The director could then take the
numbers and use them to make decisions he felt comfortable with.

Absent such knowledge, what happens? Simple: the people from accounting
and finance control the decisions. We use the word control because when
decisions are made based on numbers, and when the numbers are based on



accountants’ assumptions and estimates, then the accountants and finance folks
have effective control (even if they aren’t trying to control anything). That’s
why you need to know what questions to ask.

The Ability to Use Numbers and Financial Tools to
Make and Analyze Decisions

What is the ROI of that project? Why can’t we spend money when our
company is profitable? Why do I have to focus on accounts receivable when I
am not in the accounting department? You ask yourself these and other
questions every day (or someone else asks them—and assumes you know the
answers!). You are expected to use financial knowledge to make decisions, to
direct your subordinates, and to plan the future of your department. We will
show you how to do this, give you examples, and discuss what to do with the
results. In the process, we’ll try to use as little financial jargon as possible.

For example, let’s look at why the finance department might tell you not to
spend any money, even though the company is profitable.

We’ll start with the basic fact that cash and profit are different. In Chapter
15 we’ll explain why, but right now let’s just focus on the basics. Profit is
based on revenue. Revenue, remember, is recognized when a product or
service is delivered, not when the bill is paid. So the top line of the income
statement, the line from which we subtract expenses to determine profit, is
often no more than a promise. Customers have not paid yet, so the revenue
number does not reflect real money and neither does the profit line at the
bottom. If everything goes well, the company will eventually collect its
receivables and will have cash corresponding to that profit. In the meantime, it
doesn’t.

Now suppose you’re working for a fast-growing business-services
company. The company is selling a lot of services at a good price, so its
revenues and profits are high. It is hiring people as fast as it can, and of course
it has to pay them as soon as they come on board. But all the profit that these
people are earning won’t turn into cash until thirty days or maybe sixty days
after it is billed out! That’s one reason why even the CFO of a highly profitable
company may sometimes say, don’t spend any money right now because cash
is tight.

Although this book focuses on increasing your financial intelligence in
business, you can also apply what you’ll learn in your personal life. Consider
your decisions to purchase a house, a car, or a boat. The knowledge you’ll



gain can apply to those decisions as well. Or consider how you plan for the
future and decide how to invest. This book is not about investing, but it is about
understanding company financials, which will help you analyze possible
investment opportunities.

Cash

Cash as presented on the balance sheet means the money a company has in the bank, plus
anything else (like stocks and bonds) that can readily be turned into cash. Really, it is that simple.
Later we will discuss measures of cash flow. For now, just know that when companies talk about
cash, it really is the cold, hard stuff.

HOW IT BENEFITS A COMPANY

We are the owners of an organization called the Business Literacy Institute.
Our job is to teach financial literacy, thereby (we hope) increasing the financial
intelligence of the leaders, managers, and employees who are our students. So
naturally, we think it’s an important subject for our students to learn. But what
we have also seen in our work is how much financial literacy benefits
companies. Again, here is a short list of advantages.

Strength and Balance Throughout the Organization

Do the finance folks dominate decisions? They shouldn’t. The strength of their
department should be balanced by the strength of operations, of marketing, of
human resources, of customer service, of information technology, and so on.
If managers in those other departments are not financially savvy, if they don’t
understand how financial results are measured and how to use those results to
critically evaluate the company, then accounting and finance necessarily have
the upper hand. The bias they inject into the numbers affects and can even
determine decision making.

Better Decisions

Managers routinely incorporate what they know about the marketplace, the
competition, the customers, and so on into their decisions. When they also
incorporate financial analysis, their decisions are better. We are not big
believers in making decisions based solely on the numbers. But we do think
that ignoring what the numbers tell you is pretty silly. Good financial analysis
gives managers a window into the future and helps them make smarter, more



informed choices.

Greater Alignment

Imagine the power in your organization if everyone understood the financial
side of the business. Everyone might actually work in alignment with the
strategy and goals. Everyone might work as a team to achieve healthy
profitability and cash flow. Everyone might communicate in the language of
business instead of jockeying for position through office politics. Wow.

ROADBLOCKS TO FINANCIAL SAVVY

We have worked with enough people and companies to know that while the
results everyone wants might be great, they aren’t so easy to attain. In fact, we
run into several predictable obstacles, both personal and organizational.

One obstacle might be that you hate math, fear math, and don’t want to do
math. Well, join the club. It might surprise you to know that, for the most part,
finance involves addition and subtraction. When finance people get really
fancy, they multiply and divide. We never have to take the second derivative of
a function or determine the area under a curve (sorry, engineers). So have no
fear: the math is easy. And calculators are cheap. You don’t need to be a rocket
scientist to be financially intelligent.

A second possible obstacle: the accounting and finance departments hold on
tightly to all the information. Are your finance folks stuck in the old approach
to their field—keepers and controllers of the numbers, reluctant participants in
the communication process? Are they focused on control and compliance? If
so, that means you may have a difficult time getting access to data. But you can
still use what you learn to talk about the numbers at your management
meetings. You can use the tools to help you make a decision, or to ask
questions about the assumptions and estimates in the numbers. In fact, you’ll
probably surprise and maybe delight your accountants and finance people. We
would love to see it happen (please let us know).

A third possibility is that your boss doesn’t want you to question the
numbers. If that’s the case, he himself may not be comfortable with financials.
He probably doesn’t know about the assumptions, estimates, and resulting bias.
Your boss is a victim of the numbers! Our advice is to keep going; eventually,
bosses usually see the benefit to themselves, their departments, and their
companies. You can help them along. The more people who do so, the more



financially intelligent the entire organization will be. You can also begin to
take some risks. Your financial knowledge will give you newfound power, and
you can ask some probing questions. Asking questions, as PBS Kids tells our
children, is a good way to find things out.

A fourth possibility: you don’t have time. Just give us enough time to read
the book. If you fly for business, take it with you on a trip or two. In just a few
hours, you will become a lot more knowledgeable about finance than you have
ever been in the past. Alternatively, keep it somewhere handy. The chapters are
deliberately short, and you can read one whenever you have a few spare
moments. Incidentally, we’ve included some stories about the fancy financial
shenanigans pulled by some of the corporate villains in the late 1990s, just to
make it a little more entertaining—and to show you how slippery some of
these slopes can be. We don’t mean to imply that every company is like them;
on the contrary, most are doing their best to present a fair and honest picture of
their performance. But it’s always fun to read about the bad guys.

If you can overcome these obstacles, you will have a healthy appreciation
of the art of finance, and you will increase your financial intelligence. You
won’t magically acquire an MBA in finance, but you will be an appreciative
consumer of the numbers, someone who’s capable of understanding and
assessing what the financial folks are showing you and asking them
appropriate questions. The numbers will no longer scare you.

It won’t take long, it’s relatively painless, and it will mean a lot to your
career. Let’s begin.



Part One
TOOLBOX

GETTING WHAT YOU WANT

Imagine the shock on your boss’s face if you made a case for a raise— and
part of your case included a detailed analysis of the company’s financial
picture, showing exactly how your unit has contributed.

Far-fetched? Not really. Once you read this book, you’ll know how to
gather and interpret data such as the following:

e The company’s revenue growth, profit growth, and margin improvements
over the past year. If the business is doing well, senior management may
be thinking about new plans and opportunities. They’ll need experienced
people—like you.

e The company’s remaining financial challenges. Could inventory turns be
improved? What about gross margins or receivable days? If you can
suggest specific ways to better the business’s financial performance, both
you and your boss will look smart.

e Your company’s cash flow position. Maybe you’ll be able to show that your
company has lots of free cash flow for raises for its hard-working
employees.

The same goes for when you apply for that next job. The experts always tell
job seekers to ask questions of the interviewer—and if you ask financial
questions, you’ll show that you understand the financial side of the business.
Try questions like these:

e Is the company profitable?



e Does it have positive equity?
e Does it have a current ratio that can support payroll?

e Arerevenues growing or declining?

If you don’t know how to assess all these, read on—you’ll learn.

THE PLAYERS AND WHAT THEY DO

Who's really in charge of finance and accounting? Titles and responsibilities
differ from one company to another, but here’s an overview of who usually
does what in the upper echelons of these departments:

e Chief financial officer (CFO). The CFO is involved in the management
and strategy of the organization from a financial perspective. He or she
oversees all financial functions; the company controller and treasurer
report to the CFO. The CFO is usually part of the executive committee and
often sits on the board of directors. For financial matters, the buck stops
here.

e Treasurer. The treasurer focuses outside the company as well as inside. He
or she is responsible for building and maintaining banking relationships,
managing cash flow, forecasting, and making equity and capital-structure
decisions. The treasurer is also responsible for investor relations and
stock-based equity decisions. Some would say that the ideal treasurer is a
finance professional with a personality.

e Controller. The focus of the controller—sometimes spelled comptroller—
is purely internal. His or her job is providing reliable and accurate
financial reports. The controller is responsible for general accounting,
financial reporting, business analysis, financial planning, asset
management, and internal controls. He or she ensures that day-to-day
transactions are recorded accurately and correctly. Without good,
consistent data from the controller, the CFO and the treasurer can’t do
their jobs.



Part Two

The (Many)
Peculiarities of
the Income
Statement
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Profit Is an Estimate

In a familiar phrase generally attributed to Peter Drucker,

profit is the sovereign criterion of the enterprise. The use of the word
sovereign is right on the money. A profitable company charts its own course.
Its managers can run it the way they wish to. When a company stops being
profitable, other people begin to poke their noses into the business.
Profitability is also how you as a manager are likely to be judged. Are you
contributing to the company’s profitability or detracting from it? Are you
figuring out ways to increase profitability every day, or are you just doing
your job and hoping everything will work out?

Another familiar saying, this one attributed to Laurence J. Peter of The
Peter Principle, tells us that if we don’t know where we’re going we’ll
probably end up somewhere else. If you don’t know how to contribute to
profitability, you’re unlikely to do so effectively.

In fact, too many people in business don’t understand what profit really is,
let alone how it is calculated. Nor do they understand that a company’s profit in
any given period reflects a whole host of estimates and assumptions. The art of
finance might just as easily be termed the art of making a profit—or, in some
cases, the art of making profits look better than they really are.

We’ll see in this part of the book how companies can do this, both legally
and illegally. Our experience is that most companies play it pretty straight,
though there are always a few that end up pushing the limits. We’ll focus on the
basics of understanding an income statement, because “profit” is no more and
no less than what shows up there. Learn to decipher this document, and you
will be able to understand and evaluate your company’s profitability. Learn to
manage the lines on the income statement that you can affect, and you will
know how to contribute to that profitability. Learn the art involved in
determining profit, and you will definitely increase your financial intelligence.



You might even get where you are going.

A (VERY) LITTLE ACCOUNTING

We told you early on that we wouldn’t teach you accounting, and so we won'’t.
There is one accounting idea, however, that we will explain to you in this
chapter, because once you understand it, you will grasp exactly what the
income statement is and what it is trying to tell you. First, though, we want to
back up one step and make sure there isn’t a major misconception lurking in
your mind.

You know that the income statement is supposed to show a company’s profit
for a given period—usually a month, a quarter, or a year. It’s only a short leap
of imagination to conclude that the income statement shows how much cash the
company took in during that period, how much it spent, and how much was left
over. That “left over” amount would then be the company’s profit, right?

Alas, no. Except for some very small businesses that do their accounting
this way—it’s called cash-based accounting—that notion of an income
statement and profit is based on a fundamental misconception. In fact, an
income statement measures something quite different from cash in the door,
cash out the door, and cash left over. It measures sales or revenues, costs or
expenses, and profit or income.

Any income statement begins with sales. When a business delivers a product
or a service to a customer, accountants say it has made a sale. Never mind if the
customer hasn’t paid for the product or service yet—the business may count
the amount of the sale on the top line of its income statement for the period in
question. No money at all may have changed hands. Of course, for cash-based
businesses such as retailers and restaurants, sales and cash coming in are pretty
much the same. But most businesses have to wait thirty days or more to collect
on their sales, and manufacturers of big products such as airplanes may have to
wait many months. (You can see that managing a company such as Boeing
would entail having a lot of cash on hand to cover payroll and operating costs
until the company is paid for its work. But we’ll get to a concept known as
working capital, which helps you assess such matters, later in the book.)

And the “cost” lines of the income statement? Well, the costs and expenses a
company reports are not necessarily the ones it wrote checks for during that
period. The costs and expenses on the income statement are those it incurred in
generating the sales recorded during that time period. Accountants call this the



matching principle—the appropriate costs should be matched to all the sales
for the period represented in the income statement—and it’s the key to
understanding how profit is determined.

The Matching Principle

The matching principle is a fundamental accounting rule for preparing an income statement. It
simply states, “Match the sale with its associated costs to determine profits in a given period of
time—usually a month, quarter, or year.” In other words, one of the accountants’ primary jobs is
to figure out and properly record all the costs incurred in generating sales.

The matching principle is the little bit of accounting you need to learn. For
example:

e If an ink-and-toner company buys a truckload of cartridges in June to
resell to customers over the next several months, it does not record the
cost of all those cartridges in June. Rather, it records the cost of each
cartridge when the cartridge is sold. The reason is the matching principle.

e And if a delivery company buys a truck in January that it plans to use over
the next three years, the cost of the truck doesn’t show up on the income
statement for January. Rather, the truck is depreciated over the whole three
years, with one-thirty-sixth of the truck’s cost appearing as an expense on
the income statement each month (assuming a simple straight-line method
of depreciation). Why? The matching principle. The truck is one of the
many costs associated with that month’s work—the work that shows up in
January’s sales.

e The matching principle even extends to items like taxes. A company may
pay its tax bill once a quarter—but every month the accountants will tuck
into the income statement a figure reflecting the taxes owed on that
month’s profits.

e The matching principle applies to service companies as well as product
companies. A consulting firm, for example, sells billable hours, meaning
the time each consultant is working with a client. Accountants still need to
match all the expenses associated with the time—marketing costs,
materials costs, research costs, and so on—to the associated revenue.

You can see how far we are from cash in and cash out. Tracking the flow of
cash in and out the door is the job of another financial document, namely the



cash flow statement (part 4). You can also see how far we are from simple
objective reality. Accountants can’t just tote up the flow of dollars; they have to
decide which costs are associated with the sales. They have to make
assumptions and come up with estimates. In the process, they may introduce
bias into the numbers.

THE PURPOSE OF THE INCOME STATEMENT

In principle, the income statement tries to measure whether the products or
services that a company provides are profitable when everything is added up.
It’s the accountants’ best effort to show the sales the company generated during
a given time period, the costs incurred in making those sales (including the
costs of operating the business for that span of time), and the profit, if any, that
is left over. Possible bias aside, this is a critically important endeavor for
nearly every manager in a business. A sales manager needs to know what kind
of profits she and her team are generating so that she can make decisions about
discounts, terms, which customers to pursue, and so on. A marketing manager
needs to know which products are most profitable so that those can be
emphasized in any marketing campaigns. A human resources manager should
know the profitability of products so that he knows where the company’s
strategic priorities are likely to lie when he is recruiting new people.

Over time, the income statement and the cash flow statement in a well-run
company will track one another. Profit will be turned into cash. As we saw in
Chapter 3, however, just because a company is making a profit in any given
time period doesn’t mean it will have the cash to pay its bills. Profit is always
an estimate—and you can’t spend estimates.

With that lesson under our belts, let’s turn to the business of decoding the
income statement.



5

Cracking the Code of
the Income Statement

Note that word we used in the title to this chapter: code.

Unfortunately, an income statement can often seem like a code that needs to be
deciphered.

Here’s the reason. In books like this one—and even later in this book—you
will often find cute little sample income statements. They look something like
this:

Revenues $100
Cost of goods sold 50
Gross profit 50
Expenses 30
Taxes 5
Net profit $15

A bright fourth-grader wouldn’t need much help figuring out that one, once
she had a little help with definitions. She could even do the math without a
calculator. But now check out a real-world income statement—your own
company’s or one that you find in some other company’s annual report. If it’s a
detailed statement, it may go on literally for pages—Iline after line after line of
numbers, usually in print so small you can barely read it. Even if it’s a
“consolidated” statement like those you find in annual reports, it’s likely to
contain a whole bunch of lines with arcane labels like “enterprise
investments/other” (that’s from IBM) or “consolidated, liquidating
securitization entities” (that’s from General Electric). It’s enough to make
anybody but a financial professional throw up his hands in dismay.

So bear with us while we run through some simple procedures for curling
up with an income statement. Boosting your financial intelligence shouldn’t



involve an attack of heartburn, and learning these steps may save you from just
that.

READING AN INCOME STATEMENT

Before you even start contemplating the numbers, you need some context for
understanding the document.

The Label

Does it say “income statement” at the top? It may not. It may instead say “profit
and loss statement” or “P&L statement,” “operating statement” or “statement of
operations,” “statement of earnings” or “earnings statement.” Often the word
consolidated is in front of these phrases. We work with a client that calls the
income statement in its annual report the statement of earnings. Meanwhile, one
of the company’s major divisions calls its income statement an income
statement— and another major division calls it the profit and loss statement!
With all these terms for the same thing, one might get the idea that our friends
in finance and accounting don’t want us to know what is going on. Or maybe
they just take it for granted that everybody knows that all the different terms
mean the same thing. However that may be, in this book we will always use the
term income statement.

Incidentally, if you see “balance sheet” or “statement of cash flows” at the
top, you have the wrong document. The label pretty much has to include one of
those phrases we just mentioned.

What It’s Measuring

Is this income statement for an entire company? Is it for a division or business
unit? Is it for a region? Larger companies typically produce income statements
for various parts of the business as well as for the whole organization. H.
Thomas Johnson and Robert S. Kaplan, in their classic book Relevance Lost,
tell how General Motors developed the divisional system—with income
statements for each division—in the first half of the twentieth century ! We can
be glad it did. Creating income statements for smaller business units has
provided managers in large corporations with enormous insights into their
financial performance.

Once you have identified the relevant entity, you need to check the time
period. An income statement, like a report card in school, is always for a span



of time: a month, quarter, or year, or maybe year-to-date. Some companies
produce income statements for a time span as short as a week. Incidentally, the
figures on large companies’ income statements are usually rounded off, and
the last zeros are left off. So look for a little note at the top: “in millions” (add
six zeros to the numbers) or “in thousands” (add three zeros). This may sound
like common sense, and indeed it is. But we have found that seemingly trivial
details such as this are often overlooked by financial newcomers.

“Actual” Versus “Pro Forma”

Most income statements are “actual,” and if there’s no other label, you can
assume that is what you’re looking at. They show what “actually” happened to
revenues, costs, and profits during that time period according to the rules of
accounting. (We put “actually” in quotes to remind you that any income
statement has those built-in estimates, assumptions, and biases, which we will
discuss in more detail later in this part of the book.)

Then there are what’s known as pro forma income statements. Sometimes
pro forma means that the income statement is a projection. If you are drawing
up a plan for a new business, for instance, you might write down a projected
income statement for the first year or two—in other words, what you hope and
expect will happen in terms of sales and costs. That projection is called a pro
forma. But pro forma can also mean an income statement that excludes any
unusual or one-time charges. Say a company has to take a big write-off in a
particular year, resulting in a loss on the bottom line. (More on write-offs later
in this part.) Along with its actual income statement, it might prepare one that
shows what would have happened without the write-off.

Be careful of this kind of pro forma! Its ostensible purpose is to let you
compare last year (when there was no write-off) with this year (if there hadn’t
been that ugly write-off). But there is often a subliminal message, something
along the lines of, “Hey, things aren’t really as bad as they look—we just lost
money because of that write-off.” Of course, the write-off really did happen,
and the company really did lose money. Most of the time, you want to look at
the actuals as well as the pro formas, and if you have to choose just one, the
actuals are probably the better bet. Cynics sometimes describe pro formas as
income statements with all the bad stuff taken out, which is how it sometimes
appears.

The Big Numbers



No matter whose income statement you’re looking at, there will be three main
categories. One is sales, which may be called revenue (it’s the same thing).
Sales or revenue is always at the top. When people refer to “top-line growth,”
that’s what they mean: sales growth. Costs and expenses are in the middle, and
profit is at the bottom. (If the income statement you’re looking at is for a
nonprofit, “profit” may be called “surplus/deficit” or “net revenue.”) There are
subsets of profit that may be listed as you go along, too—gross profit, for
example. We’ll explain all of these in Chapter 8.

You can usually tell what’s important to a company by looking at the
biggest numbers relative to sales. For example, the sales line is usually
followed by “cost of goods sold,” or COGS. In a service business the line is
often “cost of services,” or COS. If that line is a large fraction of sales, you
can bet that management in that company watches COGS or COS very closely.
In your own company, you will want to know exactly what is included in line
items that are relevant to your job. If you’re a sales manager, for instance,
you’ll need to find out exactly what goes into the line labeled “selling
expense.” As we’ll see, accountants have some discretion as to how they
categorize various expenses.

By the way: unless you’re a financial professional, you can usually ignore
items like “consolidated, liquidating securitization entities.” Most lines with
labels like that aren’t material to the bottom line anyway. And if they are, they
ought to be explained in the footnotes.

Comparative Data

The consolidated income statements presented in annual reports typically have
three columns of figures, reflecting what happened during the past three years.
Internal income statements may have many more columns. You may see
something like this, for example:

Actual % of sales  Budget % of sales Variance %
Or like this:

Actual previous period $ Change (+/-) % Change

Tables of numbers like these can be intimidating. But they don’t need to be.
In the first case, “% of sales” is simply a way of showing the magnitude of
an expense number relative to revenue. The revenue line is taken as a given—a



fixed point—and everything else is compared with it. Many companies set
percent-of-sales targets for given line items, and then take action if they miss
the target by a significant amount. For instance, maybe senior executives have
decided that selling expenses shouldn’t be more than 12 percent of sales. If the
number creeps up much above 12 percent, the sales organization had better
watch out. It’s the same with the budget and variance numbers. (“Variance” just
means difference.) If the actual number is way off budget—that is, if the
variance is high—you can be sure that somebody will want to know why.
Financially savvy managers always identify variances to budget and find out
why they occurred.

In the second case, the statement simply shows how the company is doing
compared with last quart