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CONTENTS i

How to use this book:

Wewant you to be able to understand financial statements.
Learning isn’t a spectator sport. So while we have picked
the 2011 financial statements of Apple, please pull up
the financial statements of the companies that you are
interested in so that you can apply what we teach to those
companies as we go along.

We have provided Apple’s income statement, balance sheet
and cash flow statement at the end of this text book. Tear
or print these out so you can refer to these or make notes
on these as we walk you through the numbers. Similarly,
have the financial statements of the companies that you
are interested in printed out so that you can compare
the numbers and study those companies as we walk you
through the financial statements of Apple. We have also
provided you the 2011 financial statements of Microsoft,
Google andWalmart at the end of this book for easy access.

By the time you are done reading this book, we would like
you to have practised these techniques on one or two other
companies. Keep studying more financial statements to get
better and better. Remember this is what Warren E. Buffet
does for a hobby!

What you will need: • Apple’s 2011 financial statements •
Pen/pencil to make notes • Microsoft Excel or a calculator
for computations when required • Financial statements of
Google, Walmart and Microsoft (these are provided for
2011) • Financial statements of any other companies you
are interested in



1. Income Statements
How profitable is the company?

If you were asked how much money you made and how
much money you spent in the last year, what would your
response be? If I were to pose the equivalent question to
a company, I may be given the income statement in reply.
I should be able to answer the following questions after I
review the income statement of a company:

..

What are the revenues of the company during the
given period?

Have the revenues increased or decreased over the
last two years?

What are the various components of cost?

Did the company sell any assets?

How profitable was the company during this period?

What are the earnings attributable to a share or the
Earnings Per Share?

The income statement may be referred to by other names
including “statement of income” or “statement of opera-
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tions” but essentially highlights the revenues the company
earned over a period and the expenses incurred to generate
that revenue.

You must note three things before you dive into an income
statement. First, note the time period that the income
statement covers. Income statements show the revenues,
expenses and profits over a specific period, usually a year or
a quarter. Second, pay attention to the unit of measurement
used - this could be thousands or millions. The third is the
currency in which the figures are reported- most US firms
will provide their reports in US dollars. However, other
firms may report their numbers in their respective home
currencies.

When we look at Apple’s financial statement, we see
that the income statement indicates “three years ended
September 24, 2011”. Apple’s financial statement provides
income statements for three years 2009, 2010 and 2011, each
covering a year of activity.

What are the company’s profits?

I look at the income statement to understand how profitable
the company is. The income statement tells me the value
of the goods and services the company was able to make
serving its customers over a specific period. This amount
is reflected as revenues of the business. The income state-
ment also shows the various expenses or costs incurred to
generate the revenues during this period. These expenses
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are recorded under various categories or heads that are
often called line items. The expenses are set off against or
subtracted from the revenues to indicate the profit or net
income of the business.

Revenues – Expenses = Net Income (Profits)

If the net income is positive, we say that the company has
made a profit and is profitable. If the net income is negative,
it is referred to as a loss and we say that the company has
not been profitable during the period.

The income statement helps one understand if the business
is able to provide goods and services at a cost lower than
the price it is able to charge its customers.

To illustrate this, let’s look at Apple’s 2011 income state-
ment. We see that Apple was able to generate revenues of
$108.2 billion. In other words, Apple provided its customers
goods and services worth $108.2 billion. Apple incurred
expenses of $82.3 billion to generate this revenue, leaving
itself a net income or profit of $25.9 billion.

Apple’s 2011 Income Statement

To make this more meaningful, I look at expenses as a
percentage of revenues and see that the expenses are 76%
of revenues. The net income is 24% of revenues and is



Income Statements 4

commonly referred to as the net profit margin. It indicates
that for every dollar of revenue Apple makes, it earns 24
cents as profit.

How does this compare to Google, Dell,
Wal-Mart and American Airlines?Which of
these companies are profitable?

Components Of The Income Statement

1.1 Revenue

The first line I look at in an income statement is the revenue
generated in the specific period. I also check if the revenue
has increased or decreased over time.
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Apple’s revenue over 3 years

For instance, when I look at the income statement of Apple,
Inc., I can see that the revenue for the year ended on
September 24, 2011 is $108 billion. I also see that the revenue
has increased over 2009 and 2010.

How does Apple’s revenue compare with
the revenues of Google,Walmart andAmer-
ican Airlines?

Which of these companies is the largest in
terms of revenue?

Which company’s revenues are growing the
fastest?
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Many income statements also provide a breakup of the
different types of revenues. For instance, Google provides
a breakup of its revenues as revenues from advertising
on its own properties, advertising from network properties
and other fees. Some companies also report gross and net
revenue. Gross revenue is the revenue the company has
made during the year. However, a company can expect
non-paying customers, cancellations and refunds and these
are subtracted from the gross revenue to arrive at the net
revenue.

1.2 Cost Of Sales & Gross Margin

The next line I look at is the cost of sales. It is also referred
to as the cost of goods sold and indicates the direct costs
involved in providing the services or manufacturing the
goods that generated the revenues such as the cost of raw
material, salaries, rents, wages, etc. In 2011, we see that it
cost Apple $64 billion in direct expenses (cost of goods sold)
to produce $108 billion in sales.
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Apple’s Cost of Sales and Gross Margin in 2011

Gross margin is arrived at by subtracting the cost of sales
from revenues. This figure indicates how much money is
left over after the cost of sales to cover other operating
expenses such as marketing, distribution, administration
and corporate expenses. Dividing the gross margin by the
revenues gives me the gross profit margin in percentage
terms. I review what this number has been over a few
years to see if it will give me any insight into the business.
An increasing or steady gross profit margin is a good
sign whereas a declining gross profit margin is cause for
concern. The table below shows that Apple has been able
to maintain a steady gross profit margin over the last few
years.
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Apple’s Cost of Goods Sold and Gross Margin in 2009, 2010 and 2011

What do you notice about the gross profit margins of
Google, Walmart and American Airlines?

Which of these companies has been able to
maintain a steady gross profit margin?

Has the change been for better or worse?

1.3 Operating Expenses

The cost of sales and gross margin are typically followed
by other operating expenses. These include research and



Income Statements 9

development, selling expenses, marketing costs, commis-
sions, royalties and fees and any other operating expenses
incurred during this period in the normal course of busi-
ness. Operating expenses are slightly different from the cost
of sales expenses because they are usually incurred over the
period considered and not directly linked to the production
of goods or services.

Apple’s financial statements shows that it spent $2.4 billion
on research and development and $7.6 billion in selling and
general expenses in 2011. The amount of money spent by
a company on the different types of operating expenses
will depend on the nature of its business. Apple is in the
technology area and is required to invest significantly in
research and development whereas Wal-Mart which is a
retailer may not need to do so.

What other differences do you notice in the
operating expenses of Apple and Walmart?

1.4 Operating Income

I subtract the operating expenses from the gross margin
to arrive at the operating income. The operating income
indicates the profits generated from the core activities of
the business. This is a number that I should pay attention to
because it represents the value the company generates from
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its core business. I should also look at what this number
has been as a percentage of revenue over the last few years
to see if I can notice any trend in profitability from the
business.

Apple’s operating income in dollars and its operating in-
come as a percentage of revenues over the last three years
has been increasing significantly. This indicates a very
profitable business and a healthy trend.

Apple’s Operating Income in 2009, 2010 and 2011

What do you notice about the operating
income in dollars and the operating income
as a percentage of revenues when it comes
to Google, Dell, Wal-Mart and American
Airlines?

Other income and expenses

After the operating income and expenses have been re-
viewed, I will review the other income and expenses of
a business. Often, businesses have, intentionally or un-
intentionally, acquired investments that produce sizeable
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revenues. Most companies have borrowed money and will
pay interest on the money borrowed. The interest costs
incurred will be reflected in this section of the balance
sheet. Sometimes, other expenses that have been incurred

by the company will reduce the overall profitability of the
company.

Apple has a lot of cash in its balance sheet and relatively
little debt. Therefore, Apple has other income to report and
no interest expenses to report.

What other income and expenses do you
notice in the income statements of Google,
Dell, Wal-Mart and American Airlines?

Net income and income taxes

Subtracting the other income and expenses from the oper-
ating income of the business will give you the profit before
taxes. Uncle Sam collects his share of the profits at this
point. Taxes collected are used to run the government and
provide public infrastructure to the nation. The computa-
tion of income taxes is a more complex process and is one
that we will not address at this level.

Subtracting the provision for income taxes from the profit
before taxes gives you the net income of the business. This
is the amount the business has generated during the period
for its shareholders.
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Apple’s Net Income in 2009, 2010 and 2011

Apple’s net income has been increasing dramatically with
growth rates of 70% and 80%. Can we say the same about
Google, Wal-Mart and American Airlines?

1.5 Earnings Per Share and
Dividend

We saw in the earlier section that Apple generated $25.9
billion of net income for its shareholders in 2011. This
belongs to all the shareholders together. Dividing the net
income by the number of shares outstanding gives the
portion of net income that belongs to a shareholder who
owes only one share of Apple. This is referred to as the
Earnings Per Share (EPS).

Often, companies have another line here indicating Diluted
EPS which is arrived at by dividing the net income by the
outstanding shares and options or share warrants. We will
not address this topic at this level.

The earnings per share is only the amount of net income
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attributable to each share outstanding in the company. The
company can decide to retain this income in the company
so it can be re-invested back into the business or to pay it
out to shareholders. The amount paid to the shareholders
is called the dividend. Apple has not paid out a dividend
historically but has announced one recently. Wal-Mart,
however, pays out dividends every quarter. What do you
notice in the income statements of Google and American
Airlines?

An important aspect to note regarding the income state-
ment is that the amounts reflected are what the company
earned or incurred. It is not the amount of money collected
or actually paid. This information is usually derived from
the cash flow statements.

Summary

The income statement summarizes the performance of a
company for a specified period. The income statement tells
you the revenue generated from goods or services provided
and the expenses incurred to generate that revenue.

If I could only take away three facts from an income
statement, I would look at:

• the revenues generated by the firm (so I know the size of
the business)

• the profit margin (so I know the percentage of revenues
that was left over for its shareholders after expenses)
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• earnings per share (so I know the portion of the earnings
I would be entitled to if I owned one share)



2. Balance Sheets

2.1What is the financial health of
this company?

What would you tell me if I were to ask you about your
present-day net worth or financial position? You would
list out all your assets which may include cash, stocks,
automobiles, homes, land, etc. You would also list out your
liabilities (amounts you owe others) which may include
credit card dues, car loans, home mortgages etc. You would
subtract your liabilities from your assets and that is your
net worth.
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Net Worth Balance Sheet

If I were to ask a company that question, I may be given
the balance sheet as a response. The balance sheet gives
me perspective on the financial health of the company. It
lists the assets and liabilities of the company. The balance
sheet also tells me the net worth of the company. I should
be able to answer the following questions after I review the
balance sheet of a company:

•What are the assets of the company as on the balance sheet
date?

•What is the total value of the assets?
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•Who does the company owe money to?

•What is the total amount of money owed to others?

•How much money did the shareholders invest in the
company?

•How much money did the company generate for the
shareholders?

•What is the net worth of the company?

2.2 Overview

The first thing that I notice on a balance sheet is the
heading. It should provide me three pieces of information.
The first is the date of the balance sheet - the balance
sheet provides the financial position of a company as on
that date. Balance sheets usually provide figures for two
dates – usually the beginning and the end of a time period.
The second is the unit of measurement - the reported
figures may be in thousands or millions. The third is the
currency in which the figures are reported- most US firms
will provide their reports in US dollars. However, other
firms may report their numbers in their respective home
currencies.

Apple’s balance sheet in its 2011 annual report described
the financial state of the company at two points in time,
specifically on September 24, 2011 and September 25, 2010.
We can also see that all the figures are presented in mil-
lions except the number of shares which is reported in
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thousands. Since Apple is a US-based company, it reports
its figures in US dollars. What do you notice first when
you look at the balance sheets of Google, Wal-Mart and
American Airlines?

2.3 Three Components of a Balance
Sheet

The balance sheet can be looked at as three lists.

The first list is a list of assets of the company. An asset is
defined as any current or future economic resource of the
company. This could be money owed to the company, land
or buildings owned, rights to mining or other resources,
patents or trademarks or anything else of value.

The second list is a list of liabilities or amounts the
company owes others. A company could owe money to its
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suppliers or employees. A company could also owe interest
and principal payments to banks or other institutions.

The third list is usually titled shareholders’ equity. This
list usually contains the amounts investors or owners have
contributed to the company. It also lists the profits (or
losses) that the company has made. The profits or losses
retained by the company is usually labeled “retained earn-
ings”.

Assets = Liabilities + Shareholders’ equities

The basic accounting equation states that the sum of the
values in the assets list must equal the sum of the val-
ues in the liabilities list and the shareholders’ equity list.
This equation follows all the rules of algebra and can be
rearranged into any convenient form. For example, this
equation is rearranged to get the net worth of the company
as follows:

In the case of Apple, we see that

Assets = Liabilities + Shareholders Equities

A = L + E

A ($116,371) = L(39,756) + E (76,615)

Alternatively,
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Assets - Liabilities = Shareholders Equities

A - L = E

A ($116,371) - L(39,756) = E (76,615)

Let’s look at the three lists in a balance sheet in more detail.

2.4 Assets

An asset is defined to be any current or future economic
resource of the company. This could be money owed to
the company, land or buildings, rights to mining or other
resources, patents or trademarks or anything else of value.
Assets are classified into two types in a balance sheet
- current assets and long term assets. Assets that can
be converted into cash quickly (usually within a year or
less) as classified as current assets on the balance sheet.
Assets that cannot be converted into cash quickly and are
intended to be used by the company over a longer period
are classified as long term assets or other assets. Examples
of current assets include cash, accounts receivables, inven-
tory, bonds and stocks which can easily be converted into
cash. Examples of long term assets include land, buildings,
machinery, etc. which are used by the business over a long
term.
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Apple’s list of current and long-term assets

Apple’s current assets list has six items that total up to
almost $45 billion. Its long term assets come to $71 billion,
thus adding up to $116 billion of total assets.
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..

What are the assets of Google,
Wal-Mart and American Air-
lines?

Which of these companies has
the most assets?

You have to be careful interpreting the asset side of the
balance sheet because of serious limitations in financial ac-
counting. Financial accounting regulations require compa-
nies to follow specific rules when it comes to the valuation
of assets. These rules could cause anomalies that we must
be aware of.

Some assets like land are recorded at historical values as
values do not depreciate. This means that if Apple bought
land for its factories 20 years ago, the value of land will be
reflected in its balance sheets at the price it paid for the land
20 years ago. The value of the land has probably appreci-
ated considerably since then. This appreciation will not be
reflected in Apple’s balance sheet because accounting rules
require you to record land at historical cost except under
certain conditions.

Some assets are recorded at ‘net cost’. Net cost is historical
cost reduced in value ‘according to its use’. This process
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of adjusting historical costs according to use is called
depreciation. For example, if a machine was purchased for
$100,000 and was intended to be used for 10 years, its value
would be decreased (depreciated) by $10,000 each year that
the machine is in use. The real value of the machine in the
market may be more or less than the net value. Other assets
have specific guidelines too. For example, inventories must
be valued at the lower of cost or market prices.

We must keep in mind that the value of
assets listed in a balance sheet may not be
the true value of the assets in the market
today. Therefore, we must recognize that
the value of the figures in the balance sheet
will not reflect the true value of a company
as a whole.

To value the company as a whole, I prefer to use the concept
of “enterprise value”. Very simply, the enterprise value is
the market capitalization of a company plus the debt minus
the excess cash or assets of the company. Valuation of a
company is not something that we will address at this stage.

2.5 Liabilities

The liabilities section of the balance sheet lists out what the
company owes other people. A company could owe money
to its suppliers or employees. A company could also owe in-
terest and principal payments to banks or other institutions.
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The liabilities section is broken down into current liabilities
and long term liabilities. Current liabilities are liabilities
that the company is obligated to pay in the short term
(usually considered to be 12 months). Long term liabilities
are other liabilities that the company is not obligated to pay
in the short term.

Apple’s list of current and long-term liabilities

Apple’s current liabilities list has three items listed for a
total of $28 billion. Its long term liabilities total $12 billion,
thus adding up to $40 billion of total liabilities.

What are the liabilities you see in the bal-
ance sheets of Google, Wal-Mart and Amer-
ican Airlines?
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2.6 Shareholders’ Equity

The shareholders’ equity section of the balance sheet shows
the amount of money attributable to the shareholders. The
first part of this section usually shows the common stock or
the amount of money paid by the shareholders to receive
shares of the company. This section will also highlight the
number of shares that the company is authorized to issue
and the number of shares the company has issued so far.

Apple’s Shareholders’ Equity

We can see that although Apple has been authorized to
issue 1.8 billion shares it has only issued 930 million shares
as on September 24, 2011. We can also see that the share-
holders have paid $13.3 billion to the company in return for
these shares.

Retained earnings is the next component of this section.
Retained earnings reflect the amount of net income re-
tained by the company instead of being paid to sharehold-
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ers as dividends. Companies retain profits instead of paying
it back to shareholders to reinvest it into the business. We
see that Apple has about $63 billion of profits that have
not been paid out to shareholders and this is classified as
retained earnings.

..

What is the amount of money
paid by the shareholders of
Google, Walmart and American
Airlines?

What are the retained earnings
you note for Google, Wal-Mart
and American Airlines?

Often, this section will also contain a line called accumu-
lated other comprehensive income. This usually consists
of amounts that have not flowed in through the income
statement. We will not review the accumulated other com-
prehensive income figure at this level.
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2.7 Summary

The balance sheet reflects the financial health of the com-
pany as on the date of the balance sheet. The balance sheet
can be looked at as three lists. The first list is a list of assets
of the company. Assets are defined to be any current or
future economic resources of the company. The second list
is a list of liabilities or amounts the company owes others.
A company could owe money to its suppliers or employees
or financial institutions. The third list called shareholders’
equity reflects amounts that investors or owners have
contributed to the company in exchange for shares as well
as the retained earning which is the profit retained by the
company to fund further investment. If I could only take
away three facts after reviewing the balance sheet, I would
answer the following questions:

• What is the value of assets owned by the company?

• What is the value of liabilities owed by the company?

• What is the net worth of the company?



3. Cash Flow Statements

3.1 Follow the money

If you were asked whether your cash balance increased or
decreased over the last year and why, what would your
response be? If I were to pose the equivalent question to
a company, I may be given the cash flow statement as an
answer. I look at the cash flow statement to understand
how the company generated cash or used its cash during
the period in question. I should be able to answer the
following questions after I review the cash flow statement
of a company:

..

Did the company increase or decrease its cash and
cash equivalents (deposits, bonds etc.) during the
period?

How much money did the company generate from
its operations?

How much money did the company invest in its
business?

Did the company sell any assets?

How much money did the company pay its share-
holders and lenders?
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..

Did the company raise money from its shareholders
and lenders?

“Cash Equivalents” is a term applied to temporary in-
vestments that are highly liquid or marketable. These are
investments that can be converted into known amounts of
cash quickly. The cash flow statement considers both cash
and cash equivalents alike and explains the changes in the
total of both cash and cash equivalents.

3.2 Overview

While the balance sheet of the company can tell me what
the cash and cash equivalents balance at the beginning of
the period and the end of the period were, it cannot tell
me how the company generated or consumed the cash.
Similarly, the income statement can tell me the value of
goods the company earned - it cannot tell me the net cash
collected as most companies sell on credit and take time
to pay vendors. It is the cash flow statement that tells
me how the company generated or used its cash and cash
equivalents.

The cash flow statement highlights the cash the company
spent or generated from its operating activities ( day-
to-day running), investing activities (buying and selling
assets) and financing activities (raising more money from
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its investors or lendors or returning money to them). The
sum of changes in these three categories will reflect the
overall increase or decrease in cash and cash equivalents
during the period. This increase or decrease when added to
the cash and cash equivalents at the beginning of the period
will give you the cash and cash equivalents at the end of
the period.

Select figures from Apple Inc.’s 2011 Cash Flow Statement

If we look at Apple’s cash flow statement and pull out this
information, we will see that Apple generated $38 billion
dollars of cash from its operations. It invested about $40
billion of cash into its business. Apple also raised $1.4
billion from providers of capital. The net impact of this was
a negative $1.4 billion indicating that it has $1.4 billion less
cash and cash equivalents at the end of the year than it had
at the beginning of the year.

What do you notice in the cash flow state-
ments of Google, Wal-Mart and American
Airlines?
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3.3 Operating activities

The term “operating activities” refers to the core activities
of the company or business. It consists of the activities
involved in selling goods and/or providing services that
generate revenues and expenses for the company. The
operating activities of a business will depend on the nature
of the business.

..

The operating activities of a watch company will be
themanufacturing,marketing and selling ofwatches.
The purchase and sale of land will be considered an
operating activity for a real estate company.

The operating section of a cash flow statement may be
presented in two ways: the indirect method and the direct
method.

Most companies use the indirect method to report the
cash flow statement because the accounting processes and
systems commonly usedmake this convenient. The indirect
method starts with the net income figure derived from
the income statement and adds or subtracts the difference
between cash collected and amounts presented in the in-
come statement to arrive at the actual cash position from
operations.
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It also removes the non-operating activities that were in-
cluded in the income statement. The direct method presents
the cash collected by the business from operations and
subtracts the cash paid for operating activities. We will not
study themechanics of computing the cash flow from oper-
ating activities through either the direct or indirect method
at this level. At this level, it is sufficient to understand the
total amount of cash generated by or used in operating
activities.

Operating activity section of Apple Inc.’s 2011 cash flow statement
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We can see that although Apple has reported a net income
of only $25 billion, it has generated $38 billion from its oper-
ating activities. How much cash has Google, Wal-Mart and
American Airlines generated or used in operating activities
according to their respective cash flow statements?

3.4 Investing activities

A company will need to spend money on assets like equip-
ment, buildings, land, etc. to grow or maintain its business.
A company will also sell these assets when these are out-
dated or when it needs to fund the purchase of new assets.
These activities are categorized as investing activities. The
investing activities section of the cash flow statement will
include both the cash generated by selling assets and the
cash spent in buying assets. Cash outflows are indicated
by negative numbers and cash inflows are indicated by
positive numbers in the investing section of the cash flow
statement. The investing activities of a business will depend
on the nature of the business. For instance, the purchase of
land will be considered an investing activity for a watch
company while it will be considered an operating activity
for a real estate company.

From the investing section of its cash flow statement, we
can see that Apple has both sold and bought assets. The
net impact of Apple’s investing activities is the use of $40
billion of cash and marketable securities. In other words,
Apple has invested $40 billion.
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How much money has Google, Wal-Mart
and American Airlines used for or gener-
ated from investing activities?

Investing activity section of Apple Inc.’s 2011 cash flow statement

3.5 Financing activities

Any activity that involves receiving or returning money
from or to its providers of capital (investors or lenders) is
categorized as a financing activity. This includes issuing
shares, borrowing money, paying dividends, paying inter-
est on money borrowed, etc. Cash outflows are indicated
by negative numbers and cash inflows are indicated by
positive numbers in the financing section of the cash flow
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statement.

Financing activity section of Apple Inc.’s 2011 Cash Flow Statement

We see that Apple issued stock in 2011. It also gained tax
benefits and paid taxes related to the issue of stock in 2011.
The net impact of these financing activities was a $1.4
billion cash flow into the company.

3.6 Insight gained from the cash
flow statements

The cash flow statement reveals the liquidity position of
the company. It shows if the company will be able to fund
its operations without resorting to outside funds. This is
important in preparing for and surviving lean periods or
economic downturns.

The cash flow statement also reveals the
life stage of a company. Is the company
growing, mature or declining?
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A growing company may have a negative cash flow from
operating and investing activities and a positive cash flow
from financing activities as it continues to need money
from shareholders to grow. A mature firm will have a
positive cash flow from operating activities and possibly a
negative balance in its investing activities. A declining firm
may have a positive cash flow from operating and investing
activities and a negative cash flow from financing activities
as it uses money from its business to pay back its investors.

Select figures from Apple Inc. 2011 Cash Flow Statement

Looking at Apple’s cash flow statement, we can see that
Apple is a mature company generating significant cash
flow from operating activities and making significant in-
vestments to grow its business. What would you conclude
about Google, Wal-Mart and American Airlines?

3.7 Summary

The cash flow statements show how the company gener-
ated or used its cash during the period in question. The
cash flow statement categorizes its cash activities into
three categories which are operating activities, investing
activities and financing activities. The sum of changes in
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these three categories will reflect the overall increase or
decrease of cash and cash equivalents during the period.
This increase or decrease when added to the cash and cash
equivalents at the beginning of the period will give the cash
and cash equivalents at the end of the period.

The cash flow statements reveal the liquidity position of
the company. It also indicates the life stage of a company
as growing, mature or declining. Understanding cash flow
statements is very important because the ability to generate
cash flow determines the true value of a business.



4. Percentage
Statements

If I were to ask how one company is different from another
company or its competitors, I may be given a variety
of answers focusing on its products, customer segments,
culture, scope, business model, etc. However, by looking
at the company’s percentage statements, I can understand
how this company is different from another company or
its competitors from a financial perspective. Reviewing a
company’s percentage statements will help me answer the
following questions:

• How is this company different from other companies or
its competitors?

• Has the company’s financial performance been improving
or declining?

• What is likely causing the improvement or decline?

• What are the main components of expenses for this
company?

• How does the strategy of this company impact its finan-
cial performance?

• Is the company’s strategy working?

• What is the financial health of this company?
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The percentage income statement and percentage balance
sheet are prepared from the income statement and the
balance sheet respectively. As the name suggests, the com-
ponents of the percentage statement are not mentioned
in dollar terms but in terms of a percentage of another
variable.

The main advantage of a percentage state-
ment is that it can be used to compare com-
panies of different sizes and gain an under-
standing of business models and strategies.

4.1 Percentage Income Statement

The percentage income statement is prepared by expressing
each component of the income statement as a percentage
of the net sales or revenues of the company. For example,
Apple’s 2011 net sales was $108.25 million and its cost of
sales was $64.43 million. So the cost of sales as a percentage
of net sales will be $64.43/$108.25 or 60%. Its gross margin
in 2011 was $43.82 million or 40% ($43.82/$108.25).



Percentage Statements 40

Percentage income statement in numbers

Components Of Expenses

A glance at this percentage statement for the year 2011 will
help us understand what the key cost components for the
company were and how profitable its operations were.

A look at Apple’s percentage income statement will reveal
some interesting facts. The cost of its goods sold is only
approximately 60%. This indicates that for every dollar
earned, it spent only 60 cents inmaking its products leaving
it a healthy 40 cents to cover other costs and profits. We
can also see that it spends about 2-3% of each dollar earned
on research and development as well as about 7-10% of its
revenues on sales and other general expenses.

What do you notice after looking at the
percentage statements of Google, Wal-Mart
and American Airlines?



Percentage Statements 41

Have these companies spent more of their
revenues on research and development or
on sales and other general expenses?

What does this say about where they focus
their time, energy and money?

Trends over time

The percentage statement also helps the reader observe
trends over time. We can see if the company’s profit
margins have improved or if its costs have increased over
time. In the case of Apple, we can see that Apple’s oper-
ating margin has been increasing over the last few years.
What is causing the increase in operating margins? This
could be because of the decreasing proportion of spend on
selling and general administration expenses as a result of
its increasing sales.

What trends do you notice after looking at
the percentage statements of Google, Wal-
Mart and American Airlines?
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Understand The Nature Of Business

Percentage statements help us understand the nature of
different types of businesses. Some businesses are high-
margin businesses whereas some are low-margin, high-
turnover businesses. Some companies intentionally invest
in research & development while some companies do not.
Percentage statements help us understand the differences
between companies and business patterns. Let’s look at the
percentage statements of Apple, Microsoft and Wal-Mart.

Percentage Income Statement Chart

We can see striking differences in the way Apple operates
when compared to Microsoft, a company that is similar in
many ways or to Wal-Mart, a company in an entirely dif-
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ferent business. The cost of goods sold highlights the most
obvious difference. Wal-Mart is a retailer and therefore its
cost of goods sold is expected to be a significant part of
its costs. Apple sells hardware and software and so has a
lower cost of goods percentage when compared to Wal-
Mart. Microsoft mostly sells software and so has lower cost
of goods sold than Apple. We can see thatWal-Mart invests
nothing in research and development andMicrosoft invests
a significant amount in research and development.

A company’s strategy can also be observed in its per-
centage statements. For example Wal-Mart’s strategy is
to be a low price, high volume business and this will be
reflected in its sales revenues and profit margins. These
percentages will be different for a company like Neiman
Marcus whose strategy is to be a high margin,low volume
business. If a company has changed its strategy over time,
we will see that reflected in the financial statements too. If
two companies are in the same business and adopt similar
strategies, their percentage income statements will indicate
which of the companies ran its operations more efficiently.

Percentage Balance Sheet

Like the percentage income statement, the percentage bal-
ance sheet is helpful in understanding the nature of the
company and business. It is prepared by expressing each
component as a percentage of the total assets or total
liabilities of the company.
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A comparison of the figures for the past few years will give
us an insight into how the company’s strategy has played
out or changed over the years.

Percentage Balance Sheet in %

You will see striking differences in the businesses of Apple,
Microsoft and Wal-Mart when you look at the percentage
balance sheets of these companies.

You will notice that Wal-Mart has 60% of its assets in prop-
erty, plants and equipment whereas Apple and Microsoft
have far lower assets in this category. This reflects the
differences in their business models. Wal-Mart requires
land and building space throughout the country to run its
retail outlets whereas Apple and Microsoft do not require
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the kind of footprint that Wal-Mart requires. Similarly,
Apple and Microsoft have less than 1% of their assets
in inventories whereas Wal-Mart has 20% in inventories
reflecting the investments in merchandise that Wal-Mart
needs to run its business.

Percentage Balance Sheet Chart Liabilities

If you observe the percentage balance sheets of Apple,
Microsoft and Wal-Mart, you will see that Apple has no
debt, Microsoft operates on little debt and Wal-Mart has
a reasonable amount of debt. You will also see that these
three companies have earned healthy profits over the last
few years, causing their shareholders’ equity to be a large
portion of their liabilities with Apple having the largest
proportion of liabilities in shareholders’ equity.
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Summary

Reviewing a company’s percentage statements will helpme
answer the following questions:

• How is this company different from another company or
its competitors?

• Has the company’s financial performance been improving
or declining?

• What is likely causing the improvement or decline?

• How does the strategy of this company impact its finan-
cial performance?

• Is the company’s strategy working?



Appendix A
2011 Apple Income Statement



Appendix B
2011 Apple Balance Sheet



Appendix C
2011 Apple Cash Flow Statement



Appendix D
2011 Google Income Statement



Appendix E
2011 Google Balance Sheet



Appendix E 52



Appendix F
2011 Google Cash Flow Statement



Appendix G
2011 Microsoft Income Statement



Appendix H
2011 Microsoft Balance Sheet



Appendix I
2011 Microsoft Cash Flow Statement



Appendix J
2011 American Airlines Income Statement



Appendix K
2011 American Airlines Balance Sheet



Appendix L
2011 American Airlines Cash Flow Statement
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