The Language of Business: A Guide to
Financial Statements & Cash Flow

Moving beyond accounting to understand a company'’s true
performance, financial health, and long-term value.
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The Three Reports That Tell
a Company’s Full Story
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The Balance Sheet The Income Statement The Cash Flow Statement
What the company owns and How much profit the company How cash actually moved
owes at a single point in time. generated over a period of time. through the business.

Together, they provide a complete picture of a firm’s financial condition.

&1 NotebookLM



What Does a Company Own 9

and Owe? The Balance Sheet '“”‘;t?

The Balance Sheet is a snapshot of a company’s
financial position at a specific point in time.

Stockholders’

Assets Liabilities Equity

This equation is the foundation. It must always be in balance.
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The Building Blocks of the

Assets
(What the Company Owns)

Economic resources
controlled by the firm.

e Cash
e Accounts Receivable
e [nventory

» Property, Plant &
Equipment (PP&E)

 Intangible Assets

Balance Sheet

Liabilities
(What the Company Owes)

Financial obligations to
others.

e Accounts Payable
e Short-Term Debt
e Long-Term Debt
e Deferred Taxes

Stockholders’ Equity
(The Owners’ Claim)

The residual interest in the
firm’'s assets after deducting
liabilities.

Assets — Liabilities

Stockholders’
Equity
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The First Complication:
Book Value is Not Market Value

Book Value

An accounting number based
on historical cost.

This is what appears on the
Balance Sheet.

Market Value
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What investors are willing to

pay for the company.

Reflects future potential, not just
past investment.

A company'’s true economic value is almost always closer to market value.
This is why successful firms often look ‘undervalued’ on paper.
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How Profitable Was the Company?
The Income Statement
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The Income Statement measures performance
over a period of time, such as a quarter or a year.

Revenue — Expenses = Net Income

This tells the story of how the company generated its “bottom line” profit.
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The Path from Sales to ‘Bottom Line’ Profit

Revenue
(Total sales)

Cost of Goods Sold (COGS)
(Direct production costs)

Gross Profit

4

Operating Expenses
(SG&A, Depreciation)

EBIT
(Operating Profitability)

Interest Expense & Taxes

Net Income
(The "Bottom Line")
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The Great Misconception:
Why Profit Is Not Cash

Net Income # Cash Flow

The Income Statement is built on accrual accounting principles, not cash logic. Certain “expenses”
are recorded that don't involve an actual outflow of cash. This creates a critical distortion.
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The ‘Phantom’ Expense:
How Depreciation Distorts Profit

Depreciation is the accounting method of allocating the cost of a physical
asset (like a factory or machine) over its useful life.

1. The Cash Event 2. The Accounting Story
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Year 1 Year 2 Year 3 Year 4 Year 5

The company pays a large amount of cash once,
when the asset is purchased.

That cost is spread out as a non-cash expense called

depreciation on the Income Statement for many years.

Depreciation reduces reported income, but it cocs not reduce cash in the bank.
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The Timing Puzzle:
Understanding Deferred Taxes

Deferred taxes are created when a company’s reported income for accounting purposes is different from
its taxable income for tax purposes (due to different rules for depreciation, revenue recognition, etc.).

Tax
Expense

Accounting Income

Tax Tax Tax Tax
(The Books) Expense Expense Expense Expense
| ' | E—— —_ - L — “—— el —_—— :
Taxable Income | gaﬁh Tax CashTax | | Cash Tax | CashTax | | Cash Tax |
(The Reality) . Payment Payment | Payment | Payment | | Payment |

This can result in a tax “expense” on the Income Statement that doesn't
require an immediate cash payment, or vice versa.

It's another key reason why the tax expense on the income statement doesn't always
match the actual cash taxes paid to the government in that period.
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The Source of Truth:
Where Did the Cash *Actually* Go?

The Cash Flow Statement reconciles the Income Statement with the B
Balance Sheet, showing precisely how cash was generated and used.

It ignores accountmg conventions like depreciation and
and deferrec s to focus on one thmg
the movement of real cash.
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A company can report accounting losses and still generate strong positive cash flow.
This is common for high-growth firms like Amazon in its early years.
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Why Investors Care About Cash Flow,
Not Accounting Profit

Accounting income can be distorted by depreciation, deferred taxes, and other management
choices. Cash flow reflects a company’s real economic performance and its ability to...

v AR

...ourvive a ...Repay debt ...Pay dividends ...Invest for
downturn future growth

The Investor’s Toolkit

This is why sophisticated valuation models used in finance, like Discounted Cash Flow
(DCF), are based entirely on future cash flows, not future profits.
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A Final Piece of the Puzzle: The Cash Impact of Taxes

Taxes are one of the largest cash outflows for a profitable firm. But not all tax rates are created equal.

Average Tax Rate Marginal Tax Rate

Total Taxes + Taxable Income The tax rate on the next dollar of income earned.

Useful for a summary, but not for decisions. Critical for all new investment and financing decisions.
I B |- Next Dollar
Taxable E Taxable
Income Income  Taxes on
 Average Current Income
Taxes Paid

The Bottom Line:
All strategic financial decisions must be based on the marginal tax rate
because it reflects the true cash cost of a new project or investment.
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Putting It All Together: A Coherent Financial Picture

Balance Sheet

» The Balance Sheet is a snapshot
of financial position.

\ » The Income Statement tells the

story of performance over time.

/7

Net Income :?Changa in
increases Equity cash balance T UK 7 3
» The critical insight: Profit does
/ \ not equal cash.

» The Cash Flow Statement reveals
ﬁ the economic reality.

: 2
Starting point for 6 o SOphiSﬁCﬂtEd analySiS focuses on
Income reconciliation Cash Flow market value and cash flow.
Statement Statement
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This Isn’t Just Accounting. It’s the Economic Logic of Business.

Mastering these concepts allows you
to analyze companies like an investor,
think like a CFO, and make better
financial dec131ons in any career
path

If you want to succeed in flnance, this knowledge is non-negotiable.



