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The Language of Business
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• What	is	a	Company?

• Balance	Sheet

• Income	Statement

• Cash	Flow	Statement

• Linking	Financial	Statements

• Interpreting	Financial	Statements

• Appendix:	Vocab
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Agenda



What is a Company?
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What is a Company?

Equity DebtA company takes in 
money…

and uses that money 
to invest in assets…

which it uses to 
produce more money 

in the future.

Company
Borrow 
money

Issue stock 
for cash

Capital	Investments Labor

Sells goods or 
services for a profit

Profits
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Companies need money to buy assets which they can then use to make more 
money. That money can come in two main forms:
1. Debt

– A lender gives a company money; in exchange, the company agrees to pay the 
lender some fixed amount of money in the future

– The defining feature of debt is that it is a fixed (or at least relatively fixed) 
payment (or payments) that the company must make

– Lenders have no interest in the success of the business (beyond its ability to pay 
back lenders in the future)

2. Equity
– An investor purchases stock in a company, which gives her ownership over some 

fraction of the business
– The defining feature of equity is that it is a residual claim on the company’s 

assets
§ Equity holders have a right to what’s left over after the company pays off its 

debt and other liabilities
– Equity holders care deeply about the success of the business (because they own 

part of it)
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Step 1: Financing 
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Companies invest the money they raise in assets in order to generate 
returns in the future

1 Capital investments are investments in physical goods which the company expects to use as part of its business 
operations to produce returns in the future. Companies can also make financial investments (stocks, bonds, etc.), although 
this is generally much less important to understanding their business models.
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Step 2: Investing in Assets

Company

Capital Investments1

Machinery Factories Stores Technology	
Development
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Business	
Operations

Processes

PeopleAssets
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Step 3: Operating the Business 
A	business’	operations	are	the	combination	of	processes,	people,	and	assets	
which	the	company	uses	to	make	money

Sell 
Goods/Service
s for a Profit



TBC New Member Education

•Where	did	the	business	
get	its	capital	from?

•Who	has	a	right	to	the	
profits/assets	of	the	
business?

Financing

•What	did	the	business	do	
with	the	capital	it	raised?

•What	does	the	business	
own?

Investing •How	does	the	company	
use	the	assets	it	purchased	
to	make	money?

•How	successful	is	it	at	
doing	so?

Operations
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Purpose of Accounting

In order to decide whether to invest in a business, there are three main 
things we need to understand…
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Accounting provides a (somewhat) standardized way of answering these 
questions. The most important thing to understand is the three main 
financial statements:
1. The Balance Sheet- Provides a snapshot of a company’s financial 

position at a single point in time
2. The Income Statement- Describes the results of the company’s 

operations over a given period of time, from the perspective of 
accounting profits

3. The Cash Flow Statement- Describes the cash flows into and out of 
the company over a given period of time
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Three Main Financial Statements



Balance Sheet
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> Provides a snapshot of a company’s financial position at a single point 
in time

Balance Sheet

•Where	did	the	business	
get	its	capital	from?

•Who	has	a	right	to	the	
profits/assets	of	the	
business?

Financing

•What	did	the	business	do	
with	the	capital	it	raised?

•What	does	the	business	
own?

Investing •How	does	the	company	
use	the	assets	it	purchased	
to	make	money?

•How	successful	is	it	at	
doing	so?

Operations
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> Provides a snapshot of a company’s financial position at a single point 
in time
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Balance Sheet

Assets

Everything 
that a 

company 
owns

Liabilities

Shareholder’s	
Equity

Amount 
financed 
through 

borrowing

Amount 
financed 
through 

issuing stock

FinancingInvesting
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> We can also think about the company’s sources of financing in terms 
of claims on the company’s assets
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Balance Sheet

Assets

Everything 
that a 

company 
owns

Liabilities

Shareholder’s	
Equity

Fixed claims 
on assets 
(owed to 
creditors)

Residual 
claims on 

assets 
(owned by 

shareholders)
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> The assets section of the balance sheet shows us what the company 
owns
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Balance Sheet: Assets

Everything 
that a 

company 
owns

Liabilities

Shareholder’s	
Equity

Fixed claims 
on assets 
(owed to 
creditors)

Residual 
claims on 

assets 
(owned by 

shareholders)

Assets
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Accounting Assets ≠ Economic Assets

An Economic Asset is anything that a company owns and expects to use 
to generate economic benefits (either now or in the future)

An Accounting Asset will appear on the balance sheet if and only if
1. It is owned by the firm
2. It was at some point bought by the firm

– I.e. there was a transaction through which the firm acquired the asset
3. It is expected to provide future economic benefits to the firm

Accounting assets are a subset of economic assets

15

Economic vs Accounting Assets
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Economic assets can take a wide variety of forms, but only some are recognized 
on the balance sheet as accounting assets
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Economic vs Accounting Assets

> Cash
> Inventory
> Property, Plant, and Equipment 

(PP&E)
> A patent/trademark purchased 

from another company
> Customer relationships 

“acquired” as part of an 
acquisition of another company

> Brand name
> Technology developed in-house
> A patent which arose as the result 

of research done in-house

NOT Accounting AssetsAccounting Assets
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Current Assets
> Assets which are expected to be 

converted to cash within the next 12 
months

> Ex. cash, inventories, etc.
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Classifying Assets

Tangible Assets
> Assets which have a physical form
> Ex. factories, equipment, land, 

inventories, cash, etc.

Operating Assets
> Assets which are actively used in the 

company’s operations
> Ex. factories, equipment, inventories, etc.

Non-Current Assets
> Assets which aren’t expected to be 

converted to cash within the next 12 
months

> Ex. factories, equipment, land, etc.

Intangible Assets
> Assets which lack a physical form
> Ex. patents, copyrights, trademarks, etc.

Non-Operating Assets
> Assets which aren’t currently used in the 

company’s operations
> Ex. cash (usually), marketable securities, 

unused land being held for sale, etc.
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Archetypal Balance Sheet - Assets
Liabilities

Shareholder’s	Equity
• Common	stock
• Additional	paid-in	capital
• Retained	Earnings

Current	Assets
• Cash,	etc.
• Short-term	

marketable	securities
• Inventories
• Accounts	Receivable
• Prepayments

Non-Current	Assets
• Long-term	

marketable	securities
• Property,	plant,	and	

equipment	(PP&E)
• Goodwill

Current	Liabilities
• Accounts	payable
• Notes	payable
• Current	portion	of	

long-term	debt

Non-Current	Liabilities
• Long-term	debt
• Other	non-current	

liabilities

Assets

The	assets	section	of	
the	balance	sheet	is	
generally	split	into	
separate	sections	for	
current	and	non-
current	assets
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> The liabilities section of the balance sheet shows us what the company 
is expected to have to pay to third-parties in the future
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Balance Sheet: Liabilities

Assets

Everything 
that a 

company 
owns

Shareholder’s	
Equity

Fixed claims 
on assets 
(owed to 
creditors)

Residual 
claims on 

assets 
(owned by 

shareholders)

Liabilities
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> Liabilities are obligations to third-parties that the company is 
expected to pay in the future

> Liabilities are fixed claims on the company’s assets

Some examples
1. Accounts Payable- A company agrees to pay a supplier a certain 

amount of money but hasn’t yet paid the supplier the cash
2. Bank Debt- A company borrows a fixed amount of money from a 

bank which it agrees to pay back later
3. Bonds- A company issues bonds to outside investors in exchange for 

cash. The bonds obligate the company to pay those investors fixed 
amounts of money in the future.
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Balance Sheet: Liabilities
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Classifying Liabilities

Current Liabilities
> Liabilities which are due in less than 12 

months
> Ex. revolving credit facilities, debt whose 

principal must be repaid within the next 
year, accounts payable, etc.

Interest Bearing Liabilities
(“Debt”)

> Money which the company is paying 
interest to borrow

> Ex. bank loans, bonds sold to outside 
investors, capital leases, etc.

Non-Current Liabilities
> Liabilities which are due in more than 12 

months
> Ex. long-term debt, long-term capital 

leases, long-term deferred tax liabilities, 
etc.

Non-Interest Bearing Liabilities
(“Working Capital Liabilities”)

> Money which the company is borrowing 
for free
– Not paying interest, either explicitly or 

implicitly
> Ex. accounts payable, deferred tax 

liabilities, etc.
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Archetypal Balance Sheet - Liabilities
Assets

Shareholder’s	Equity
• Common	stock
• Additional	paid-in	capital
• Retained	Earnings

Current	Assets
• Cash,	etc.
• Short-term	

marketable	securities
• Inventories
• Accounts	Receivable
• Prepayments

Non-Current	Assets
• Long-term	

marketable	securities
• Property,	plant,	and	

equipment	(PP&E)
• Goodwill

Current	Liabilities
• Deferred	Revenue
• Accounts	payable
• Current	portion	of	

long-term	debt

Non-Current	Liabilities
• Long-term	debt
• Other	non-current	

liabilities

Liabilities

The	liabilities	section	of	
the	balance	sheet	is	
generally	split	into	
separate	sections	for	
current	and	non-
current	liabilities
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> The shareholder’s equity section of the balance sheet shows what 
portion of the company’s assets are left over for shareholders after 
netting out liabilities

23

Balance Sheet: Shareholder’s Equity

Assets

Everything 
that a 

company 
owns

Liabilities

Shareholder’s	
Equity

Fixed claims 
on assets 
(owed to 
creditors)

Residual 
claims on 

assets 
(owned by 

shareholders)
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Archetypal Balance Sheet – Equity
Assets Liabilities

Shareholder’s	Equity
• Common	stock
• Additional	paid-in	capital
• Retained	Earnings

Current	Assets
• Cash,	etc.
• Short-term	

marketable	securities
• Inventories
• Accounts	Receivable
• Prepayments

Non-Current	Assets
• Long-term	

marketable	securities
• Property,	plant,	and	

equipment	(PP&E)
• Goodwill

Current	Liabilities
• Accounts	payable
• Notes	payable
• Current	portion	of	

long-term	debt

Non-Current	Liabilities
• Long-term	debt
• Other	non-current	

liabilities

Common	Stock	and	APIC
• These	entries	show	how	much	

money	the	company	has	raised	
by	selling	shares	of	stock	to	
outside	investors

Retained	Earnings
• The	sum	of	a	company’s	

cumulative	accounting	profits	
and/or	losses	which	haven’t	
been	paid	out	to	shareholder’s	
(as	dividends/share	buybacks)

• The	accounting	profits	which	
the	company	is	holding	onto	or	
has	reinvested	into	the	business	
(instead	of	returning	them	to	
shareholders)
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Book Value vs Market Value

What do people mean when they say a company is worth a certain 
amount of money?
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Generally they’re referring the the company’s Market Capitalization.

Market Cap =  
> The total value of the company’s equity based on the current market 

price of the company’s stock
– “Market value of equity”

> Number of shares outstanding x price per share

There is also a line on a company’s balance sheet for “Total 
Shareholder’s Equity”. What is this?

Book Value of Equity =
> The number needed to make the balance sheet balance, given the 

accounting values of a company’s assets and liabilities
> Accounting Assets – Accounting Liabilities

26

Book Value vs Market Value
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Book Value of Equity ≠ Market Value of Equity

Why do they differ?
1. Not all economic assets appear on the balance sheet as accounting 

assets
2. Assets which do appear on the balance are (usually, not always) 

recorded at a value which is based on historical cost
– Not necessarily an accurate reflection of their economic/market value

3. Investors will pay more for the expectation of profitable future growth-
this expectation of growth doesn’t appear anywhere on the balance 
sheet

27

Book Value vs Market Value
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Book Value of Equity ≠ Market Value of Equity

1 The market value of a company’s liabilities is also distinct from the accounting value of those liabilities, but because these
values are generally similar for healthy companies, we often ignore the difference as a simplification. Cases where the 
difference would be meaningful include distressed situations (e.g. Toys R Us) and financial fraud (e.g. Lehman Brothers)
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Book Value vs Market Value

Accounting	
Value

of	Assets

Liabilities1

Book	Value	of	
Equity

Market	Value	
(Economic	

Value)	of	Assets

Liabilities1

Market	Value	
of	Equity

Accounting Balance Sheet “Market Value” Balance Sheet

Difference	between	accounting	value	and	market	
value	of	assets	gives	rise	to	gap	between	book	value	

and	market	value	of	equity	
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Example Balance Sheet
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Example Balance Sheet (cont.)
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Assets = Liabilities + Shareholder’s Equity

Everything that a company owns is either…
1. Borrowed from someone else (or purchased using borrowed money)
2. Bought using shareholder’s money

The balance sheet must always balance:
> Because equity is the residual claim on a company’s assets, it will 

always adjust in size to be equal to assets – liabilities
> If you think a transaction should cause the balance sheet to no longer 

balance, you’re not accounting for it properly

31

Balance Sheet - Conclusion



Income Statement



TBC New Member Education

> Describes the results of the company’s operations over a given period 
of time, from the perspective of accounting profits
– Also called Profit/Loss Statement

Income Statement

•Where	did	the	business	
get	its	capital	from?

•Who	has	a	right	to	the	
profits/assets	of	the	
business?

Financing

•What	did	the	business	do	
with	the	capital	it	raised?

•What	does	the	business	
own?

Investing •How	does	the	company	
use	the	assets	it	
purchased	to	make	
money?

•How	successful	is	it	at	
doing	so?

Operations
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We want to know whether a company is successful at using 
the assets it purchased to make more money. 
> We want to know whether the company is “profitable”

What does it mean for a company to be profitable?

Income (Profit) = Revenue – Expenses – Taxes

34

Income Statement
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Revenue
> Total amount of sales made over a 

given period of time

Revenue can be paid in two forms:
> Cash
> Credit

When a company sells a good/service 
but is paid in credit, they record that 
credit as an accounts receivable asset

When a company sells a good/service 
but hasn’t yet delivered it, they record a 
deferred revenue liability

35

Revenues

Firm

Customer

Goods/
Services

Cash or 
Credit
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Cost of Goods Sold
> Cost of all the inputs used to produce goods

1. When a company purchases inventory, the company records an 
inventory asset on the balance sheet

2. When the company sells that inventory, the inventory is removed from 
the balance sheet and a COGS expense is recorded

36

Cost of Goods Sold (COGS)

Firm CustomersSuppliers

Cash/Credit
(recorded 

as revenue)

Product
(expensed 
as COGS)

Buy inputs for 
production

Deliver inputs 
bought
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Selling, General, and Administrative Expenses (SG&A)
> Expenses that are not directly related to the production of goods but 

are still important for the business to continue function
> E.g. Managers’ salaries, rent, electricity bill, etc.

Sometimes, companies will split up SG&A expenses into separate 
categories
> E.g. Microsoft separates out sales & marketing expenses from general 

& administrative expenses because their reliance on software sales to 
other businesses makes sales and marketing a particularly important 
part of their cost structure
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Selling, General & Administrative (SG&A)
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Depreciation and Amortization (D&A)
> A company’s fixed and intangible assets decline in value over time
> Depreciation is the decline in value of a company’s fixed (tangible) 

assets
– E.g. A factory declines in value over time if money isn’t spent repairing it

> Amortization is the decline in value of a company’s intangible assets
– E.g. A patent a company acquired in an acquisition is invalidated in court. The 

company records an amortization charge to remove the patent from its balance 
sheet

D&A are non-cash expenses
> They represent a reduction in an asset’s value, not a cash outlay

D&A won’t always appear as a unique line item on the income statement, 
but you will always be able to find it on the cash flow statement

38

Depreciation and Amortization (D&A)
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Accounting rules for the depreciation/amortization of assets vary, but a standard 
approach (particularly for tangible assets) is to depreciate on a straight line basis 

over a fixed period of time (the “useful life of the asset”)1

1 Note that companies have discretion when choosing 1) the salvage value of the asset and 2) the time period over which to 
depreciate it. For some other assets, the company has discretion over whether to depreciate/amortize the asset at all (look 
up “impairment tests” for more info). This discretion can be used to manipulate earnings.
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Depreciation and Amortization (D&A)

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

$100 $85 $25$40$55$70$15 
Depreciation 

Expense

$15 
Depreciation 

Expense

$15 
Depreciation 

Expense

$15 
Depreciation 

Expense

$15 
Depreciation 

Expense

Salvage ValuePurchase Price 5-Year Useful Life
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1 Because investors generally view non-operating expenses as much less important, companies committing accounting 
fraud will sometimes attempt to inflate operating income by pretending that operating expenses are actually non-operating 
expenses. You should be wary of companies which consistently report non-trivial amounts of non-operating expenses.
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Classifying Expenses

Operating Expenses
> Expenses the company incurs in the 

process of running its main or central 
operations

> Most expenses are operating expenses
– You should generally assume an expense is 

an operating expense unless you have good 
reason not to

> Ex. COGS, SG&A, R&D, D&A, etc. 

Cash Expenses
> Expenses for which the business 

experiences a cash outlay

Non-Operating Expenses1

> Expenses incurred by the business which 
are outside of its main or central 
operations

> Ex. Interest expense (for non-banks), the 
loss incurred when selling a discontinued 
factory for less than its carrying value, 
etc.

Non-Cash Expenses
> Expenses which reflect a purported 

decline in the economic value of a 
company’s assets (e.g. D&A) or are paid 
by the company in credit
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Statutory Tax Rate ≠ Effective Tax Rate

Why do they differ?
> Interest payments are tax deductible1

> Treatment of expenses for tax purposes isn’t always the same as 
treatment of expenses for accounting purposes
– E.g. tax laws generally allow for capital investments to be depreciated on an 

accelerated basis (as opposed to the straight-line generally used by 
companies when accounting for these assets)

> Companies can receive tax deductions from various sources

1 With the passage of the Trump tax reforms, there are now limits on how much interest is tax-deductible. See 
https://www.americanbar.org/groups/taxation/publications/abataxtimes_home/18mar/18mar-pp-reach-parsing-the-new-
interest-expense-limitation/ for details.

41

Income Taxes
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Archetypal Income Statement

Revenue
Cost	of	Goods	Sold	(COGS)
Gross	Income
Selling,	General,	and	Administrative	(SG&A)
Depreciation	and	Amortization	(D&A)
Other	Operating	Expenses
Operating	Income
Other	income/expense
Earnings	Before	Interest	&	Taxes	(EBIT)
Interest	Expense
Earnings	Before	Taxes	(EBT)
Provision	for	Income	Taxes
Net	Income

-
=
-
-
-
=
-
=
-
=
-
=

Operating 
Expenses

Non-
Operating 
Expenses

Taxes



TBC New Member Education

43

Example Income Statement



Cash Flow Statement
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•Where	did	the	business	
get	its	capital	from?

•Who	has	a	right	to	the	
profits/assets	of	the	
business?

Financing

•What	did	the	business	do	
with	the	capital	it	raised?

•What	does	the	business	
own?

Investing •How	does	the	company	
use	the	assets	it	purchased	
to	make	money?

•How	successful	is	it	at	
doing	so?

Operations

45

Cash Flow Statement

Describes the cash flows into/out of the company over a period of time
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Question: If the income statement already tells us whether the company 
is profitable or not, why do we care about the cash flow statement?

Answer:
> Profits are not always in the form of cash

– E.g. A company can sell to customers on credit or record accounting profits on 
illiquid securities which they haven’t yet sold

> Companies need cash to run their daily operations
– Suppliers and debt holders (usually) must be paid in cash

46

Cash Flow Statement 
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“Cash is King” – Alex Spanos

Always pay attention to where a business is acquiring/using its cash
You can’t run a business without it

47

Cash Flow Statement

- Headline, The Verge (7/27/2018)
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There are three sections of the cash flow statement

Cash from Operations (CFO)
> Net income + adjustments for non-cash items
> How much cash did the company’s operations generate

– To be either paid out to equity holders or reinvested in the business
> Investors tend to care most about CFO

Cash from Investing (CFI)
> Capital expenditures, investments, proceeds from sales of fixed 

assets, etc.

Cash from Financing (CFF)
> Debt financing (excluding interest payments), equity financing, 

dividends, share buybacks, etc.

48

Cash Flow Statement: Breakdown



TBC New Member Education

•Where	did	the	business	
get	its	capital	from?

•Who	has	a	right	to	the	
profits/assets	of	the	
business?

Financing

•What	did	the	business	do	
with	the	capital	it	raised?

•What	does	the	business	
own?

Investing •How	does	the	company	
use	the	assets	it	purchased	
to	make	money?

•How	successful	is	it	at	
doing	so?

Operations

49

Cash Flow Statement: Breakdown
The three parts of the cash flow statement correspond to the three 
activities we care about:

Cash From Financing Cash From Investing Cash From Operations
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Example Cash Flow Statement
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Example Cash Flow Statement (cont.)



Linking Financial Statements

52
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Linking the 3 Statements

Assets

Liabilities

Shareholders’	
Equity

Retained 
Earnings

Cash

Balance Sheet

t = 0

Assets

Liabilities

Shareholders’	
Equity

Retained 
Earnings

Cash

Balance Sheet

t = 1

Cash Flow
Statement

Income
Statement



Interpreting Financial 
Statements

54
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What are some questions we might want to ask about a company’s 
financial statements?
> Growth: How is the company’s revenue/income changing?
> Margins: How profitable is the company?
> Financial Health: How capable is the company of meeting its 

liabilities?
> More later in the quarter…

Key Questions
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Types of “Income”

Gross Income

Operating Income

Earnings Before Interest & 
Taxes
(EBIT)

Net Income

Earnings Before Interest, Taxes, 
Depreciation & Amortization

(EBITDA)

> Income earned specifically on the sale on a product/service (ignoring all 
other costs associated with running the business)

> Earnings generated by the firm’s continuing operations and available to all 
stakeholders (both debt + equity holders) in the firm, before taxes

> Earnings available to all stakeholders (both debt + equity holders) in the 
firm, before taxes

> If the company’s only non-operating expenses are interest expenses, then 
EBIT and operating income are the same

> The total income earned by equity holders in a company, after accounting 
for all expenses and taxes

> “Bottom line”

> EBITDA = EBIT + D&A
> A pro-forma measure of earnings available to all stakeholders in the firm 

often used by investors/equity analysts
> Ignores capex, changes in operating assets/liabilities, and one-time items

56

Very
Similar
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We might care about growth in…
> Revenue (“Top-Line Growth”)
> Gross Profit
> EBITDA
> EBIT/Operating Income
> Net Income (“Bottom-Line” Growth)

Question: Would you care more about growth in a company’s revenue or 
its earnings (e.g. EBIT or Net Income)?

57

Growth
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Margins are a measure of profitability
How do the company’s profits compare to its costs?
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Margins

Gross	Profit

Revenue

Gross Margin

Operating	Income
(EBIT)

Revenue

Operating Margin

EBITDA

Revenue

EBITDA Margin

Net	Income

Revenue

Profit Margin
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Debt, unlike equity, has to be paid back

Equity holders have a residual claim on the company’s assets after the 
holders of its liabilities are paid
> If the company isn’t able to pay its debts on time, the equity holders 

will be left with nothing

There are two types of financial health issues a company can run into:
> Liquidity Crisis: A situation in which a company is unable to meet its 

short-term financial obligations (it runs out of cash)
– Remember: Cash is King

> Solvency Crisis: A situation in which a company is likely to be unable 
to meet its long term financial obligations
– The economic value of a company’s assets are worth less than its liabilities

59

Financial Health
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Liquidity Ratios (examples)

There are lots of financial health ratios (some companies even choose to define 
their own). The right ratios to study depend on the company (and in particular, 

what type of problems you worry they might run into).

60

Liquidity ratios measure a company’s ability to meet it’s short-term obligations

(Current	Assets	– Inventories)

Current	Liabilities

Quick Ratio

Current	Assets

Current	Liabilities

Current Ratio
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Solvency Ratios (examples)

There are lots of financial health ratios (some companies even choose to define 
their own). The right ratios to study depend on the company (and in particular, 

what type of problems you worry they might run into).

61

Solvency ratios measure 1) how levered a company is and 2) how able it will be to 
pay back its debts in the long-term

Total	Liabilities

Total	Shareholder’s	
Equity

Debt/Equity Ratio

Net	Debt

EBITDA

Net Debt/EBITDA
Ratio

Operating	Income

Interest	Expense

Interest Coverage
Ratio
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