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THE BASICS:  READING AND 
UNDERSTANDING 
FINANCIAL STATEMENTS 



Financial Statements Consist of: 
1. Balance Sheet 

2. Income Statement (Also called P&L 
for profit and loss) 

3. Statement of Cash Flow 

4. Statement of Shareholders’ Equity 
and Comprehensive Income 

 

OVERVIEW 



In order to get a feel of the 

financial well-being of a company, 
you need to review ALL components: 

• Balance Sheet 

• Income Statement 

• Statement of Cash Flow 

• Statements of Shareholders’ Equity 

OVERVIEW – cont. 



It shows the assets, liabilities, and 
equity (or net worth) of the company 
at a particular point in time. 
 
The basic formula is:  Assets = 
Liabilities + Shareholders’ Equity 
 
 

Balance Sheet 



• Cash 
• Accounts Receivables 
• Investments 
• Debt 
• Shareholders’ Equity 

Balance Sheet Key Items 





It shows the company’s revenue, 
expenses, and net income (i.e., the 
bottom line).  The income statement 
is also commonly referred to as the 
P&L (profit and loss). 
 

 

Income Statement 



Sources of revenues 

Sources of expenses 

Earnings from joint ventures 

Gains/Losses from sale of 
business interests or assets 

 Income before taxes 

Net Income 
 

Income Statement Key Items 



Profitability 

The Income Statement tells you if a 
company had a profit (net income) 
or a loss (net loss). 

Profitability Ratio: 
◦ Net Income / Total Revenue 

Compare the profit ratio to peers 





A company may have an impressive 
amount of assets and equity on the 
balance sheet, an impressive amount 
of revenue and net income on the 
income statement, but the cash flow 
statement tells you about your cash 
situation. 
 

Statements of Cash Flow 



Cash is King 

Profitability on the income 
statement is great, but how much 
was actually received and put to 
use. 

 



  

• Cash provided by operations 

• Cash used in investing activities 

• Cash used in financing activities 

• Increase or Decrease in Cash   

Statements of Cash Flow Key Items 



Cash Flow Statement Process 

 Start with Net Income from the Income 
Statement 

 Make adjustment for non-cash items, which 
gives you cash from operations 

 Reflect investing activities (buying/selling 
securities, capital purchases, buying/selling 
business interests) 

 Reflect financing activities (dividends paid, 
borrowing money, paying down debt) 

 



Non-Cash Items 

•Depreciation and amortization 
•Unrealized gains/losses for  investment  
  trading accounts 
•Revenues recorded, but have not yet  
  been collected (Accounts Receivables) 
•Expenses recorded, but have not yet  
  been paid (Accounts Payable and  
  Accrued Expenses) 





It shows a detailed view of the equity 
in a company.  Equity increases from 
profitable operations.  It decreases from 
losses from operations and dividends 
declared/paid. 
 

Key Items To Look For: 
• Dividends declared/paid 
• Other comprehensive income 

Statements of Shareholder Equity 





Highlights of Sample Financial Statements 

 The financials show a declining trend in 
revenue and gross margin; consecutive net 
losses 

 The financials show a negative cash flow 
and decreasing balance sheet 

 The financials show a cessation of paying 
dividends 

 The financial statements are for Borders, 
which filed for bankruptcy in Feb. 2011 



Summary 

Need to read all components of the 
financial statements 

Look for trends 

Cash is King 

Read the footnotes 

Ask questions 


