
When analyz ing companies ,  we use three
main f inancia l  statements :  the income
statement,  the balance sheet,  and the
statement of  cash f lows.

The income and cash f low statements
show how much the company earned and
spent over  a  per iod,  whi le  the balance
sheet captures the values of  assets  and
l iabi l i t ies  at  a  specif ic  point  in  t ime.
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Income and cash f low statements
represent  flow statements ,  measur ing
how much the company earned and spent
over  the per iod.  

Balance sheets  capture the values of
assets  and l iabi l i t ies  at  a  point  in  t ime
and thus represent  "stock" statements .
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Stock statements (balance sheets)  are
less rel iable  than f low statements
( income statement and cash f low
statement)  because they may not

accurately  represent  what  the company
did throughout the year .
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Debt on the balance sheet can be
manipulated by paying i t  off  just  before
the end of  the year  and borrowing again
ear ly  the next  year .  Companies can a lso
use l ines of  credit  or  seasonal  f inancing

to keep debt off  the books.
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Clues to detect this  practice  inc lude
looking at  quarter ly  balance sheets  to

ident ify  b ig changes in  debt and
examining interest  expenses as  a
percentage of  the year-end debt .
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The cash balance on the balance sheet
may not  ref lect  the actual  cash the

company has today,  which is  important
for  accurate valuat ion.
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Working capita l ,  the difference between
current  assets  and l iabi l i t ies ,  can a lso be

altered to make i t  look smal ler  just
before the balance sheet date.
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Be caut ious about re ly ing sole ly  on
balance sheet analys is .  Instead,  consider
using other  f inancia l  statements ,  such as
the income and cash f low statements ,  to
understand earnings and cash f low over

t ime.
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Some companies trade at  negative
enterprise values  because market

equity  is  updated,  but  debt and cash
remain frozen at  year-end values.
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You can access quarter ly  balance sheets
and the year-end balance sheet i f

poss ib le .  Analyz ing quarter ly  changes in
debt and other  f inancia l  indicators  can
help ident ify  potent ia l  manipulat ions.
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Pay attent ion to interest  expenses as  a
percentage of  year-end debt .

Disproport ionately  h igh-interest  rates
relat ive to expected payments could

indicate potent ia l  manipulat ion.
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When conduct ing valuat ions,  consider
using the actual  cash balance today

rather  than re ly ing sole ly  on the balance
sheet 's  cash balance.
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Recognize that  working capita l  numbers
can be a ltered over  short  per iods.  Look
for  consistency and consider  the t iming

of certa in  transact ions,  such as
receivable col lect ions and inventory

clearance.
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I f  you are involved in  a  fr iendly  merger ,
demand and obtain  current  information
on cash,  debt ,  and working capita l  from
the target  company.  This  can provide a

more accurate assessment of  their
f inancia l  s i tuat ion.
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