
The Language of Business
Accounting: three little financial statements (and how they connect)
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Agenda

Education – Week 2

The purpose of accounting

Balance sheet

Income statement

Cash flow statement

Flowing through the three statements
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What is the purpose of a company?

DebtEquity
Two ways a company 
can raise capital 

Company

Stocks issued in 
exchange for cash

Borrow money in 
form of bonds+Company uses cash 

to invest in business

Profits
Reinvested in business and 
excess cash is returned to 

debt and equity holders

+
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How is a company financed?

Company

Debt

Equity

Companies need capital to buy assets that help them make money

Everything the 
company owns:

> Cash
> Inventory
> PP&E
> Investments
> Intangibles
> etc.

Fixed claim 
on assets:

Money owed 
to creditors

Residual claim 
on assets:

Owned by 
stockholders
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Companies invest in assets to generate returns in the future

What does a company do with capital?

Business

Equipment + 
machinery

Factories Stores

Acquisitions
Stocks, 

bonds, etc.
Dividends + 
repurchases

Capital 
expenditures*

Other

*Capital expenditures are investments in fixed assets used in operations.
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To earn profits, companies incur costs to produce goods/services

How does a company make money?

Business

Raw 
materials

People 
(labor)

Research & 
development

Marketing

Products/servicesCustomers

Companies sell 
finished products to 

customers to 
generate profits
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Purpose of accounting

Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

generate profits?

> The purpose of accounting is to provide a standardized 
way of quantitatively analyzing a company

> When analyzing the financials of a business, there are 
three main things we must understand:
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Three little financial statements

Income Statement

Cash Flow 
Statement

Balance Sheet
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Purpose of accounting

Balance Sheet: 

> Provides snapshot of company’s financial position at a 
single point in time (how much they have and owe)

Income Statement:

> Shows results of a company’s operations over a certain 
time frame (how much a company earns in profits)

Cash Flow Statement: 

> Describes the cash flows into and out of the company 
over a period of time
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Balance sheet

Balance Sheet: 

> Provides snapshot of company’s financial position at a 
single point in time (how much they have and owe)
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Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

generate profits?



Balance sheet

Balance Sheet: 

> Provides snapshot of company’s financial position at a 
single point in time (how much they have and owe)

Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

make money?
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Balance sheet

Balance sheet provides snapshot of how a company is capitalized 

Amount 
financed from 

borrowing

Amount financed 
from issuing 

stock
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Company

Debt

Equity

Everything the 
company owns:

> Cash
> Inventory
> PP&E
> Investments
> Intangibles
> etc.



The accounting equation

𝐴𝑠𝑠𝑒𝑡𝑠 = 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 + 𝐸𝑞𝑢𝑖𝑡𝑦
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Balance sheet assets

Assets

Liabilities

Equity

Asset side on balance sheet shows everything the company owns

Amount 
financed from 

borrowing

Amount financed 
from issuing 

stock
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Everything the 
company owns:

> Cash
> Inventory
> PP&E
> Investments
> Intangibles
> etc.



Accounting assets≠economic assets

Not all economic assets (i.e. assets that provide economic benefit) are 
recognized on the balance sheet as accounting assets

An economic asset is recognized 
on the balance sheet if it is:

1. An asset owned by the 
company

2. Purchased by the company via 
an acquisition

3. Expected to provide economic 
benefits to the company

Accounting Assets Not Accounting Assets

Some intangible assets that 
provide economic benefit are not 
recognized as accounting assets:

E.g. brands, trademarks, patents, 
customer relationships, etc.

An intangible asset is only 
recognized as an accounting asset 
if it is acquired from purchasing 
another company
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Balance sheet assets

Current assets are turned into cash within 12 months while non-current 
assets are not expected to be turned into cash within 12 months

> Cash & cash equivalents: money in 
the bank and highly liquid securities 
like treasury bills or money markets

> Short-term marketable securities: 
stocks, bonds, derivatives, etc. 

> Accounts receivable: money due 
from customers, but not yet collected

> Inventories: raw materials, work-in-
progress goods, and finished goods

> Prepaid expenses: payments made 
for a product/service not yet received

Current Assets Non-Current Assets

> PP&E: property, plant, & equipment, 
often referred to as fixed assets (i.e.
buildings, land, machinery, etc.)

> Goodwill: amount paid for a company 
in excess of the fair value of net 
assets acquired

> Intangible assets: non-physical 
assets acquired from another 
company (i.e. patents, trademarks, 
customer relationships)

> Equity method investees: ownership 
of 20-50% of another company
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Balance sheet assets: structure

*Balance sheet assets are organized with most liquid assets 
on top and least liquid assets on the bottom

Cash: most liquid asset

PP&E + other LT assets
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Increase in PP&E means Costco invested in additional fixed assets

Balance sheet assets: real life example
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Balance sheet assets: real life example

What are “other current/long-term assets?”
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Balance sheet assets: real life example

Check the footnotes! Helpful to use “ctrl+f” on the annual report...

*Turns out, Costco lumps goodwill, intangible assets, and deferred tax 
assets into “other long-term assets”

*Source: pages 45, 46, and 58 of Costco’s FY 2021 10-K
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Balance sheet

Assets

Liabilities

Equity

Liabilities are fixed claims on the company’s assets and obligations to 
other parties that the company is expected to pay in the future

Everything the 
company owns:

> Cash
> Inventory
> PP&E
> Investments
> Intangibles
> etc.

Amount 
financed from 

borrowing

Amount financed 
from issuing 

stock
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Balance sheet liabilities

Current liabilities are due within the next 12 months while non-current 
liabilities are not due after the next 12 months

> Accounts payable: amount the 
company owes to its suppliers (similar 
to credit debt)

> Accrued expenses: goods/services 
that have been received, but haven’t 
been paid for yet

> Deferred revenue: cash received for 
goods/services that the company has 
not yet delivered (unearned)

> Current portion of LT debt: portion of 
long-term debt that is due within the 
next 12 months

Current Liabilities Non-Current Liabilities

> Deferred income taxes: amount 
owed to federal, local, and state tax 
authorities at a future date (1Y+)

> Long-term debt: money received by 
the company as a loan from 
bondholders who eventually need to 
be paid back (with interest)

> Unfunded benefit obligations: net 
difference between the accumulated 
benefit obligation owed to retirees of 
the company and the current market 
value of the pension fund
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Balance sheet liabilities: structure

Accounts payable: 
due the earliest

Lease liabilities + LT 
debt: due the latest

*Balance sheet liabilities are organized with liabilities due 
the earliest at the top and liabilities due the latest at bottom
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Balance sheet liabilities: example

*Increase in current portion of LT debt means some LT debt is maturing soon
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Balance sheet

Assets

Liabilities

Equity

Equity section of the balance sheet shows what portion of assets are 
left over for stockholder's net of all liabilities

Everything the 
company owns:

> Cash
> Inventory
> PP&E
> Investments
> Intangibles
> etc.

Amount 
financed from 

borrowing

Amount financed 
from issuing 

stock
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Balance sheet equity

> Preferred stock: special type of stock that offers a fixed dividend; has 
priority over common stock—check footnotes for specifics!

> Common stock + additional paid-in capital: show how much money the 
company has raised by selling shares of stock to outside investors

> Retained earnings: the sum of the company’s cumulative accounting 
profits (net income) less dividends paid to shareholders; these are the total 
accounting profits that the company has either reinvested or is holding onto

> Treasury stock: previously outstanding shares that the company has 
repurchased from stockholders (recorded as a negative account)

> Equity method investees (balance sheet asset): when a company holds 
20-50% of the stock of another company (an equity investment)

> Non-controlling interest: also known as minority interest, is when a 
company owns greater than 50%, but less than 100% of one of its 
subsidiaries, and therefore, does not have full ownership of all the 
subsidiary’s earnings
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Balance sheet equity: example 

*Decrease in retained earnings means Costco either had negative net income or 
paid out dividends exceeding total net income
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The accounting equation

𝐴𝑠𝑠𝑒𝑡𝑠 = 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠 + 𝐸𝑞𝑢𝑖𝑡𝑦

𝐸𝑞𝑢𝑖𝑡𝑦 = 𝐴𝑠𝑠𝑒𝑡𝑠 − 𝐿𝑖𝑎𝑏𝑖𝑙𝑖𝑡𝑖𝑒𝑠
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Balance sheet equity: example 

Total equity (also called “book value”) must give us a pretty good understanding 
of what the company is worth... Right? 
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Book value vs. market value

What is the value of a company? What does it mean when someone 
says a company is worth a certain amount of money?

> Accounting assets net of all 
accounting liabilities

> This is the number that makes the 
balance sheet balance

> Remember: not all “economic 
assets” appear on the balance 
sheet as “accounting assets”

> Oftentimes, assets are recorded 
on the balance sheet at their 
historical cost, which may not 
reflect economic/market value

Book Value Market Value

> Share price multiplied by the total 
number of shares outstanding

> Often referred to as the market 
value of equity

> This is the price you could 
theoretically purchase 100% of 
the company excluding cash/debt

> Most companies trade above BV 
because they are willing to pay 
more for expectations of future 
profitable growth in value
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Income statement

Income Statement:

> Shows results of a company’s operations over a certain 
time frame (how much a company earns in profits)

Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

make money?
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Income statement

Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

make money?
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Income Statement:

> Shows results of a company’s operations over a certain 
time frame (how much a company earns in profits)



Income statement

Income statement tells us how much a company is earning or losing

Revenue

(-) Cost of goods sold

(=) Gross profit

(-) Selling, general, & administrative (SG&A)

(-) Research & development (R&D)

(=) Operating income (EBIT)

(-) Interest expense

(=) Earnings before taxes (EBT)

(-) Income tax expense

(=) Net income

𝑅𝑒𝑣𝑒𝑛𝑒 − 𝑒𝑥𝑝𝑒𝑛𝑠𝑒𝑠 − 𝑡𝑎𝑥𝑒𝑠 = 𝑛𝑒𝑡 𝑝𝑟𝑜𝑓𝑖𝑡/(𝑙𝑜𝑠𝑠)

Operating 
expenses

Non-Operating 
expenses

Taxes
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What is revenue?

Total amount of sales made over a period of time (typically 1Y or 1Q)

𝑅𝑒𝑣𝑒𝑛𝑢𝑒 = 𝑎𝑣𝑒𝑟𝑎𝑔𝑒 𝑝𝑟𝑖𝑐𝑒 ∗ 𝑞𝑢𝑎𝑛𝑡𝑖𝑡𝑦

The income statement is prepared on an accrual basis

> This means revenue and expenses are 
recognized regardless of whether cash 
transactions have occurred

> There are two ways revenue can be 
paid/recognized: cash and credit

> When a company sells a good or service 
paid in credit, they record that credit as an 
accounts receivable asset

> When a company receives cash for a good 
or service that isn’t delivered yet, it is 
recorded as a deferred revenue liability

Company

Customer

Good or 
service

Cash or 
credit
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What is COGS?

All direct costs of producing the goods/services sold

Types of COGS (cost of goods sold):

> Raw materials

> Direct labor

> Factory overhead

How is COGS recognized?

> When a company purchases raw materials from suppliers and turns it 
into a finished good or service, the company records it as an 
inventory asset on the balance sheet

> When the company sells the finished good or service, it is removed 
from the balance sheet and expensed as a cost of goods sold

> Storage costs

> Transportation costs

> Purchase returns + discounts
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What is SG&A?

Operating expenses not directly related to production of goods/services 

Types of SG&A (selling, general, & administrative) expenses:

> Salaries of staff and executives not involved in production

> Marketing, advertising, and promotional expenses

> Rent, utilities, insurance payments, accounting costs, etc.

Some companies split up SG&A expenses into separate categories:

*Source: Microsoft’s FY 2021 10-K
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Operating vs. non-operating expenses

Operating expenses are costs the company incurs that are required for 
running the primary business/operations

> Typically, most expenses are 
operating expenses...

> If an expense is related to normal 
business operations, then it is an 
operating expense

> Unless you have a good reason for 
why it is a non-operating expense, it’s 
probably an operating expense

> E.g. COGS, SG&A, R&D, etc.

Operating Expenses Non-Operating expenses

> A non-operating expense is a cost that 
is not related to normal business 
operations

> E.g. interest expense (for non-banks), 
unrealized gains/losses on marketable 
securities, losses from discontinued 
operations, etc.

> Expenses that occur outside a 
company’s day-to-day activities are 
typically on-operating expenses

*Sometimes, it can be a bit more ambiguous whether an expense is operating or non-
operating; E.g. company ABC incurs a one-off $1M restructuring charge in 2020
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Sometimes one-off charges are recurring

General Motors (and most auto companies) consistently incur 
restructuring/legal costs and they leave them out of “adjusted” EBIT

*Source: General Motors’ FY 2017 earnings release
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Income statement example

= operating expenses

= non-operating expenses
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Cash flow statement

Cash Flow Statement:

> Describes the cash flows into and out of the company 
over a period of time
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Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

make money?



Cash flow statement
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Cash Flow Statement:

> Describes the cash flows into and out of the company 
over a period of time

Financing

-How did the business 

raise capital?

-How much is owed to 

creditors and how 

much is owned by 

stockholders?

Investing

-What did the company 

do with the capital it 

raised?

-What assets does the 

company own?

Operations

-How is the company 

making money?

-How successful is the 

company at using the 

assets it purchased to 

make money?



Cash flow statement

Cash flow from operations (CFFO):

> How much cash did the company’s operations generate 
before reinvestment + returning cash to shareholders?

Cash flow from investing (CFFI):

> How much cash did the company spend/receive from 
buying/selling assets (PP&E, investments, etc.)?

Cash flow from financing (CFFF):

> How much cash did was raised through debt/equity or 
paid out to shareholders via buybacks + dividends?
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Cash flow from operations

How much cash did the company’s operations generate before 
reinvestment + returning cash to shareholders?

Profits on the income statement are not always in the form of cash

> If we want to know how much cash a 
business generated, we must make 
adjustments to the earnings on the 
income statement

> CFFO = Net Income + Cash 
Adjustments

> Some cash adjustments include: add 
back depreciation & amortization and 
stock-based compensation, subtract 
changes in accounts receivable and 
changes in inventories, etc.

Company

Customer

Good or 
service

Cash or 
credit
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Depreciation (straight-line method)

A company’s fixed assets (PP&E e.g. factory, equipment, etc.) decline in 
value over time if money is not spent on repairs due to wear and tear, 
so the value of those fixed assets are depreciated over their useful life 
and expensed on the income statement (usually lumped into COGS)

Time Year 0 Year 1 Year 2 Year 3 Year 4 Year 5

Net PP&E $100 $85 $70 $55 $40 $25

Depreciation expense ($15) ($15) ($15) ($15) ($15)

Factory purchased for $100 
has a useful life of 5 years 
with salvage value of $25

(𝑃𝑢𝑟𝑐ℎ𝑎𝑠𝑒 𝑃𝑟𝑖𝑐𝑒 − 𝑆𝑎𝑙𝑣𝑎𝑔𝑒 𝑉𝑎𝑙𝑢𝑒)

𝑈𝑠𝑒𝑓𝑢𝑙 𝐿𝑖𝑓𝑒

𝑨𝒏𝒏𝒖𝒂𝒍 𝒅𝒆𝒑𝒓𝒆𝒄𝒊𝒂𝒕𝒊𝒐𝒏 𝒆𝒙𝒑𝒆𝒏𝒔𝒆:
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Amortization

Amortization is calculated in a similar way to depreciation, but is used 
for intangible assets (customer relationships, patents, trademarks, etc.)

Typically, amortization of intangibles isn’t an economic cost:

> When you own a factory, you have to outlay cash to maintain/repair 
it, so there is a required cash expense: maintenance capex

> If you acquire another company that owns a trademark with a finite 
useful life, you don’t necessarily need to outlay cash to maintain that 
trademark... but you expense it on the income statement

Sometimes, companies do not report amortization separately:

> Companies are not required to report amortization separately and 
most companies lump them together on the cash flow statement

> To find the amortization expense, use “ctrl+f” and search 
amortization; it’s usually on a separate table or footnote
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Amortization

*Source: Pg. 76 of Facebook’s (NASDAQ: FB) 2018 10-K 

Facebook lumps depreciation and amortization together on the cash 
flow statement but has a footnote that separates out amortization
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Cash flow statement (CFFO example)

*Costco does not report depreciation and amortization separately

*The company increased inventories in 2021, which had an adverse 
effect on cash flow from operations
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Cash flow from investing

How much cash did the company spend/receive from buying/selling 
fixed assets (PP&E), investments, acquiring companies, etc.?

CFFI shows how much the company is spending on asset purchases:

> A particularly important line item on CFFI is capital expenditures or 
capex (often recorded as purchase/addition of PP&E)

> Capital expenditures shows us how much the company is spending 
on organic reinvestment in the business operations

> There’s an important term called free cash flow which tells us the 
amount of cash generated each year from operations less all 
reinvestment requirements

> To calculate free cash flow, we can subtract capex from CFFO:

𝑂𝑝𝑒𝑟𝑎𝑡𝑖𝑛𝑔 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠 − 𝐶𝑎𝑝𝑒𝑥 = 𝐹𝑟𝑒𝑒 𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤
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Cash flow statement (CFFI example)

𝐶𝐹𝐹𝑂 − 𝐶𝑎𝑝𝑒𝑥 = 𝐹𝐶𝐹
~$9𝐵 − ~$3.6𝐵 = $5.4𝐵

*Costco generated ~$3.6 billion in free cash flow in 2021
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Cash flow statement (CFFF example)

How much cash did was raised through debt/equity or paid out to 
shareholders via buybacks + dividends?

*Costco earned ~$5B in net income in 2021, while dividends were ~$5.7B
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Balance sheet

*We now know that Costco’s decrease in retained earnings is because their 
dividends in 2021 exceeded net income
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How do the 3 statements link?

Net Income / Retained Earnings (NI – Dividends):

> Net income feeds into retained earnings and is the 
starting point for cash flow from operations

PP&E, Depreciation, and Capex

> Depreciation is subtracted from PP&E and capital 
investments are added to the PP&E account on BS

Net Change in Cash

> The total net change in cash is added to the BS cash 
from the prior period to get to cash in the next period
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How do the 3 statements link?

Assets

Liabilities

Shareholder’s 
Equity

Assets

Liabilities

Shareholder’s 
Equity

Balance SheetBalance Sheet

Year 1 Year 2

Balance SheetBalance Sheet Balance Sheet
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How do the 3 statements link?

Assets

Liabilities

Shareholder’s 
Equity

Assets

Liabilities

Shareholder’s 
Equity

Balance SheetBalance Sheet

Cash Cash

Retained 
Earnings

Retained 
Earnings

Year 1 Year 2

Cash Flow Statement

Income Statement

Balance Sheet

(+) Net income 
(less dividends)

(+) Net change 
in cash
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How do the 3 statements link?

Assets

Liabilities

Shareholder’s 
Equity

Assets

Liabilities

Shareholder’s 
Equity

Balance SheetBalance Sheet

Year 1 Year 2

Balance SheetBalance Sheet Balance Sheet

PP&E PP&E

Cash Flow Statement

(+) Capex

Income Statement

(-) Depreciation
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How do the 3 statements link?

Example: What does the balance sheet look like in 2021?

Balance Sheet 2020 2021

Assets

Cash 50 ?

PP&E 150 ?

Total assets 200 ?

Liabilities

Debt 10 ?

Total liabilities 10 ?

Equity

Equity capital 190 ?

Retained earnings 0 ?

Shareholder's equity 190 ?

Total liabilities and equity 200 ?

Income Statement 2021

Revenue 100

Depreciation 10

Operating expenses 20

EBIT 70

Interest expense 1

Tax expense 9

Net Income 60

Cash Flow Statement 2021

CFFO (Operating)

Net Income 60

Depreciation 10

CFFI (Investing)

Capex -50

CFFF (Financing)

Dividends paid -10

Net Change in Cash 10
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How do the 3 statements link?

Example: What does the balance sheet look like in 2021?

Balance Sheet 2020 2021

Assets

Cash 50 60

PP&E 150 190

Total assets 200 250

Liabilities

Debt 10 10

Total liabilities 10 10

Equity

Equity capital 190 190

Retained earnings 0 50

Shareholder's equity 190 240

Total liabilities and equity 200 250

Income Statement 2021

Revenue 100

Depreciation 10

Operating expenses 20

EBIT 70

Interest expense 1

Tax expense 9

Net Income 60

Cash Flow Statement 2021

CFFO (Operating)

Net Income 60

Depreciation 10

CFFI (Investing)

Capex -50

CFFF (Financing)

Dividends paid -10

Net Change in Cash 10
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You have to understand accounting and you 
have to understand the nuances of accounting. 
It’s the language of business and it’s an 
imperfect language, but unless you are willing to 
put in the effort to learn accounting – how to 
read and interpret financial statements – you 
really shouldn’t select stocks yourself. 

Chairman of Berkshire Hathaway

“

58 | SIF Education Program



Key terms

• COGS – Cost of goods sold

• D&A – Depreciation and amortization

• R&D – Research and development

• SG&A – Selling, general, and administrative costs

• OpEx – Operating expenses

• EBIT – Earnings before interest and taxes (operating income)

• EBITDA – Earnings before interest, taxes, depreciation, and 
amortization (“bullshit earnings” – Charlie Munger)

• NOPAT – Net operating profit after tax

• CFFO – Cash flow from operations 

• FCF – Free cash flow

• CapEx – Capital expenditures
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