
Understanding Financial Statements
 

Creating accurate financial statements and using them on a regular basis will help you 
spot trends, manage more effectively and grow your business. 

 

A typical set of financial statements is made up of three parts: the income statement, the 
balance sheet and the cash flow statement. Generally the income statement (sometimes 
called the profit and loss statement or P&L) is presented first; net profit flows from the 
income statement to the balance sheet. The cash flow statement is presented last. Each 
component is equally important, and each serves a different but valuable purpose. They 
work together to form a holistic picture of your company’s health. 

 

1. Income Statement :    The income statement is laid out in a precise fashion. 

At the top is a section called gross revenues, which lists gross receipts 
(sometimes by category or division). For example, a service business may 
generate revenues from consulting fees, ongoing license fees and other fees. 
Break out the sources of your business’s income in the way that best helps you 
make decisions.

Below the gross revenue lines are any adjustments to gross revenues for 
discounts granted.  Next, the cost of goods sold (COGS) is subtracted to arrive at 
the company’s gross profit. 

In the bottom section of the income statement, expenses (listed in logical 
categories) are added up, and then subtracted from the gross revenues amount to 
arrive at the net profit.  Note that the net profit figure from the income statement 
feeds to the net profit for the period shown on the balance sheet. Profit contributes 
to the balance sheet category of shareholders’ equity and is either a positive or 
negative figure.

2. Balance Sheet  :   A company’s balance sheet is a financial snapshot of its assets, 
liabilities and shareholders’ equity at a specific moment in time. It shows the 
value of your assets (which are used to generate revenue) and liabilities (money 
you owe others). Finally, the balance sheet shows the net worth of your company, 
which is the money your company has earned after all expenses have been paid.



The balance sheet is organized in a specific order.  The top portion (assets) equals 
the total of all liabilities plus shareholders’ equity.   Each section is organized in a 
top to bottom fashion, with the most important items on top. For example, in the 
current assets section, the assets are organized starting with the most liquid assets 
and descending to the least liquid. (In accounting, the term “current” means 
“during the next 12 months.”) 

In the case of short-term and long-term liabilities, the most current liability classes 
are shown first.  Shareholders’ equity is the net worth of the business. It is 
comprised of current income (which is transferred from the income statement), 
common stock and retained earnings (the sum of earnings from all prior periods).

3. Cash Flow Statement :    The cash flow statement shows all your business’s cash 
inflows and outflows that have occurred over a period of time, allowing you to see 
how much cash has been added to or subtracted from operations.

Like a checkbook register, the cash flow statement is a snapshot of your 
business’s finances at a particular point in time. Monitor it each month to make 
sure that your business is bringing in more income than it is spending and that 
your financial projections are accurate. 

 

Make sure your books are up to date and a set of internally prepared financial statements 
are available for management review by the 10th of every month. At the very least, all 
bank accounts should be reconciled every month, and companies using the accrual 
method should make sure all income and expense items are properly accrued for the 
month you are closing.
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