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• Understand basic financial statements – Balance 
Sheet, Income Statement, Cash Flow Statement

 Review basis building blocks of each statement and their 
meaning

 How to read and what to look for in financial statements

• How can understanding financial statements help me 
improve my business?
 Analyzing financial statements

• Focus on Liquidity and Profitability
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Presentation Goals



Pavel Verbsky was born abroad in the Czech 
Republic. In 2002, he graduated from the 
University of Economics in Prague with a master 
degree in finance and accounting. He has 
worked in public accounting since 2003 when he 
moved to the USA. In 2005, he joined RLR, LLP 
in Fort Collins. 

He enjoys working with business owners, 
helping them understand how to use accounting 
information efficiently. Pavel began volunteering 
for the Larimer SBDC in 2009. His focus is 
business valuations – helping potential buyers 
or sellers assess the value of a business.

Presenter: Pavel Verbsky, CPA
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• Your name

• Your trade / business /  industry

• How long in business?

• What accounting software do you 
use?
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Introductions
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Understanding Your    
Statements

Why should you read and understand your business’ financials?

Would you drive a car without a dashboard?



Financial statements are the dashboard of your 
business. 

• They are the language of the business – tell you how 
your business is doing financially.

• Understanding the past can help predict future
(budgeting / what if?)

• Obtain / maintain financing sources

• Understand and improve your profitability

• Predict trouble

• Essential for buying and selling business
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Understanding Your    
Statements



Review of the meaning and content of basic 
financial statements

• Balance Sheet

• Income Statement

• Cash Flow Statement
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Quick Review of Basic 
Financial Statements



Assets
• Cash, Accounts Receivable, Inventory, Equipment, 

Intangible and Other Assets

Debt
• All short-term and long-term financial obligations of the 

company, except leases

Equity
• Your investment left in the company, plus all profits left in 

the company since it started

Balance Sheet

A summary of what you have and owe at a single point in time.



Balance Sheet - Example



Handout – common supporting documentation
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Is the Balance Sheet correct?



Income Statement, also commonly referred to as 
Profit & Loss Statement, displays the revenues
recognized for a specific period and the costs and 
expenses charged against these revenues.

The purpose of the statement is to show how well 
the business has performed over the reported 
period.

It represents summary of net income over a period 
of time.

Income Statement



Sales (Net)
Gross sales, net of discounts and 

returns and allowances.

Cost of 
Goods Sold

Products, materials, labor and freight 
used to generate sales (variable costs).

Gross Profit
Dollars remaining to pay operating 

expenses.

Operating 
Expenses

All selling and general administrative 
expenses, including depreciation, but 
not interest expense (fixed expenses).

Operating 
Profit

Profit generated from the day-to-day 
operations of the business.

Income Statement



Income Statement - Example



Profit
Measures overall performance of the business. 
Compares revenues and expense over period of 
time.
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Profit vs. Cashflow

Cashflow
• The movement of 

actual cash in and out 
of a business. It is 
concerned with the 
time at which the 
movement of the 
money takes place.

These are two crucial, but entirely different aspects 
of a business performance.



True or False?

Income Statement can be accurate even if 
Balance Sheet is not quite right.

There is no point reading your Income 
Statement until Balance Sheet is correct!



• It is much harder to determine if Income 
Statement is correct and complete.

• If beginning Balance Sheet and ending Balance 
Sheet are both correct > Net Income should 
be right.
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Is the Income Statement 
Correct?



Statement of Cash Flows summarizes the flow of 
cash in and out of the business.

It shows where the business generated the cash 
and where the cash was spent – operating, 
investing, and financing activities.

It represents summary of net change in cash over 
a period of time.
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Statement of Cash Flows



Operations

• Payments received from customers (accounts receivable)

• Payments made to vendors (accounts payable, payments for inventory & 
operating expenses - utilities, rent, etc)

• Payments made to employees (payroll, accruals)

Investing

• Purchases / Proceeds from sale of property, plant and equipment

• Purchase / Proceeds from sale of investments

Financing

• Borrowing on short term and long term debt

• Repayments of principle on debt

• Issuance of stock for cash

• Dividends to stockholders

• Net increase/decrease in cash for the period

Statement of Cash Flows



Operating cashflow should always be positive, otherwise business is 
in deep trouble.

Investing and Financing cashflow can go either way depending on 
which stage of life the business is in.

Note:

Statement is for Year 2, not year 1.

Cash Flow 
Example



 Cash basis or accrual basis of accounting

 Type of legal entity (C-corp v. S-Corp vs. Partnership)

 Type of industry (design and build vs. outsource)

 Current management priorities

 Quality of the financial statements

 Other accounting rules

 Double entry system

 Historical cost vs. Fair Market Value

Financial Statement Variables

Without knowing these variables, you 
cannot fully interpret the statements!



Developing stories behind the 
numbers
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Analyzing Financial 
Statements



 Dollar analysis (horizontal)

 Trend analysis (horizontal)

 Percentage analysis / Ratio analysis (vertical)

 Industry comparison
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Types of Financial Analysis



Dollar & Trend Analysis –
Balance Sheet







Excellent way to get to know your business 

• Spot irregularities or potential errors

• Find seasonality

• Helps with cash / budget projections
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Multi-Month View of    
Income Statement



Looking at a particular line item as a percentage 
of a different line item.

• Balance Sheet formula = line item / Total Assets

• Income Statement formula = line item / Sales

This converts financial statements into “common 
size” statements => comparable across time 
periods or entities.
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Vertical Analysis



www.LarimerSBDC.org



www.LarimerSBDC.org



Profit Margin

• Single most powerful indicator of a 
company’s health.

• Myth: Increased earnings leads to a 
higher gross profit margin. If company’s 
costs have increased at a greater rate 
than sales, it leads to a lower gross 
profit margin.
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Vertical Analysis – Profit Margins



Gross Profit Margin

• Measures how efficiently management uses labor and materials 
in the production process. The higher the margin, the more 
money will company have to spend on business operations.

Operating Profit Margin

• Indicates how successful management has been in generating 
income from the operation of the business. High operating 
profits can mean the company has effective control of costs, or 
that sales are increasing faster than operating costs.

Net Profit Margin

• Shows how effective the company is at cost control. The higher 
the net profit margin is, the more effective the company is at 
converting revenue into actual profit.
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Types of Profit Margins



Even relatively small changes in gros profit margin 
% have significant impacts on profitability.
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Small change – big effect



 Liquidity Ratios – measures of the enterprise’s short-
term ability to pay its maturing obligations.

 Activity Ratios – measures of how effectively the 
enterprise is using the assets employed.

 Profitability Ratios – measures of the degree of success 
or failure of a given enterprise for a given period of time.

 Coverage Ratios – measures of the degree of protection 
for long-term creditors and investors.
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Major Types of Ratios

See handout for extended list of ratios, 
their formulas and purpose.



 Current Ratio

Formula = Current Assets / Current Debt
Indicates the company’s ability to pay its current debt

 Quick Ratio

Formula = (Cash + A/R) / Current Debt
A more conservative ‘acid test’ of the company’s ability to 
pay current debt.

 Debt to Worth Ratio

Formula = Total Debt / Equity
Ratio measures the relationship between debt and equity 
and who has claims on the assets of the company
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Ratio Analysis – Balance 
Sheet



 Return on Investment (after tax)

Formula = Net Income/ Equity
Measures the profit generated for every dollar 
invested in the company.

 Return on Assets (after tax)

Formula = Net Income/ Total Assets
Ratio measures the profit generated for every 
dollar invested in assets of the company.
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Ratio Analysis – Balance 
Sheet (cont.)



 Sales to Receivables
Formula = Sales / Accounts Receivable
Measures the number of times that trade receivables ‘turn 
over’ in a year.

 Cost of Sales to Inventory
Formula = COGS / Inventory
Ratio measures the number of times that inventory ‘turns 
over’ in a year.

Both ratios can be converted to average days A/R 
outstanding (inventory held)
Formula = 365 / # of turns
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Ratio Analysis – Income 
Statement
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Is my business performing better, similar or 
worse than other comparable businesses?

What are industry standard values for 
various ratios?

Every business is unique – yet not so unique 
as to be without competition / comparison.
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Industry Comparisons



 Industry associations

 Free resources
 RMA Statement Studies (Risk Management Assoc.)

Available at SBDC, most public libraries
 ProfitCents (available at SBDC)
 Fort Collins Library – business databases

 Other paid resources
 Trade / industry associations, Financial Research 

Associates, CPA firms

 Generally driven by NAICS (SICS)
 www.census.gov/eos/www/naics
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Industry Information

http://www.census.gov/eos/www/naics
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3 Ways …

1

• Assess accuracy of your financial 
statements and obtain their deeper 
understanding

2
• Monitor key financial indicators – gross 

profit margin, quick ratio, etc.

3

• Compare your financial information to 
your own results over time and to your 
competition.



• Review existing past financial statements – what can you 
now see?

• Review new financial statements periodically (monthly or 
quarterly)

• Determine a few key financial ratios for your business

• Find comparative industry data 
– how is your business doing?

• Seek help if you have trouble interpreting your data

• SBDC counselors or professional referrals will be able to 
help you.
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Next Steps



Please fill out class evaluation that will 
be emailed to you & provide us 

feedback.

Help us make this class better!
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Evaluation / Feedback



Presentation prepared by 
Pavel Verbsky of RLR, LLP



Tell your business friends to find us at

www.larimersbdc.org

THANK 
YOUTell your business friends to find us at
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THANK YOU
Tell your business friends to find us at
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Thank You!
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