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 A recent study of small business owners 
conducted by Intuit uncovered surprising 
results. The study found that 40% of small 
business owners consider themselves to be 
financially illiterate. At the same time, 81% 
of them are doing their business’ finances 
themselves. Let’s break these numbers 
down. If 40% are financially illiterate, and 
81% are handling their own finances, this 
means that 32.4% of those handling their 
own finances are ill-equipped to do so. The 
number of small businesses 
operating in 2010 was 27.9 
million. Therefore, a total of 
about 5.9 million businesses 
are operating without a 
strong financial rudder. 
Understanding your business’s 
finances helps ensure you can 
withstand downturns. It will 
allow you to take advantage 
of opportunities that arise and increase 
the business’s chances of succeeding. 
On the other hand, if you are financially 
illiterate, your business will eventually run 
into problems, such as allowing expenses 
to increase to a point where profits are 
minimal. In some circumstances, business 
owners fail to include the correct amount 
of taxes on their profit and loss statement. 
Failure to understand federal and state tax 
requirements or to keep accurate records 
can lead to trouble with the Internal 
Revenue Service (IRS), your state, or both. 
Understanding these requirements and 
keeping proper records can minimize your 

risk of being audited or penalized by the 
IRS. Having clear and complete business 
records will increase your chances of success 
if you are audited by the government. At the 
start of a business’ lifecycle, suppliers want 
fast payment for inventory. If your products 
are sold on credit, it can be months between 
the time of making a sale and getting 
paid. Failure to plan for this scenario can 
jeopardize your company. Very Americans 
are considered “financially literate,” despite 

the proliferation of often very 
expensive seminars, courses, 
and books on the subject. This 
is not because we as small 
business people are incapable; 
on the contrary, most people 
have enough savvy to gain the 
literacy they need to effectively 
manage their small business 
finances without having to 

purchase the latest financial plan from some 
charismatic leader. Financial literacy is 
important because it gives business owners 
the tools to manage their organizations 
effectively. Heed advice only from 
established financial experts with a proven 
track record of success. Because business 
owners are in it, presumably, for the money, 
it makes sense to understand how money 
works. Financial literacy isn’t only about 
knowing where the money comes from and 
where it goes. It’s about understanding how 
money works, and being able to see how to 
spend money to make money, and knowing 
how your decisions are likely to 
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A. Profit and Loss Statement

Show how much money a company made 
and spent over a period of time. A profit 
and loss statement is a report that shows 
how much revenue a company earned over 
a specific time period (usually for a year 
or some portion of a year). An income 
statement also shows the costs and expenses 
associated with earning that revenue. 
The literal “bottom line” of the statement 
usually shows the company’s net earnings 
or losses. This tells you how much the 
company earned or lost over the period.

B. Balance Sheet

 Balance sheets show what a company owns 

II. What are three major financial reports

affect profitability. Additionally, financial 
literacy for business owners is important 
since it helps them make better choices 
about what to do next. Whether it’s hiring 
a new employee, or deciding on the right 
advertising medium, it’s a good idea for 

business owners to understand basic 
finances. Financial literacy also helps you 
understand how to secure your future, and 
how to use the earnings from your business 
to enhance your personal life — including 
your retirement.
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C. Cash Flow Statement

Cash flow statements show the exchange of 
money between a company and the outside 
world also over a period of time. Cash flow 
statements report a company’s inflows and 
outflows of cash. This is important because 
a company needs to have enough cash on 
hand to pay its expenses and purchase 
assets. While an income statement can tell 
you whether a company made a profit, a 
cash flow statement can tell you whether 
the company generated cash.

hands. Unlike the cash method, the accrual 
method records revenue when a product 
or service is delivered to a customer 
with the expectation that money will 
be paid in the future. Expenses of goods 
and services are recorded despite no cash 
being paid out yet for those expenses. In 
cash accounting, Revenue is reported on 
the income statement only when cash is 
received. Expenses are only recorded when 

The main difference between accrual 
and cash basis accounting lies in the 
timing of when revenue and expenses are 
recognized. The cash method is a more 
immediate recognition of revenue and 
expenses, while the accrual method focuses 
on anticipated revenue and expenses. In 
accrual accounting, Revenue is accounted 
for when it is earned. Typically, revenue 
is recorded before any money changes 

III. Cash versus Accrual Accounting

and what it owes at a fixed point in time. A 
balance sheet provides detailed information 
about a company’s assets, liabilities and 
shareholders’ equity. Assets are things that 
a company owns that have value. This 
typically means they can either be sold or 
used by the company to make products or 
provide services that can be sold. Assets 
include physical property, such as plants, 
trucks, equipment and inventory. It also 
includes things that can’t be touched but 
nevertheless exist and have value, such as 
trademarks and patents. And cash itself 
is an asset. So are investments a company 
makes. Liabilities are amounts of money 
that a company owes to others. This can 
include all kinds of obligations, like money 
borrowed from a bank to launch a new 
product, rent for use of a building, 
money owed to suppliers for materials, 
payroll a company owes to its employees, 
environmental cleanup costs, or taxes owed 
to the government. Liabilities also include 
obligations to provide goods or services 
to customers in the future. Shareholders’ 
equity is sometimes called capital or net 
worth. It’s the money that would be left 
if a company sold all of its assets and paid 
off all of its liabilities. This leftover money 
belongs to the shareholders, or the owners, 
of the company.
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advantage of the accrual 
method is that it includes 
accounts receivables and 
payables and, as a result, 
is a more accurate picture 
of the profitability of a 
company, particularly 
in the long term. The 
reason for this is that the 
accrual method records all 
revenues when they are 
earned and all expenses 
when they are incurred. For 
example, a company might 
have sales in the current 
quarter that wouldn’t be 
recorded under the cash 

method because revenue isn’t expected 
until the following quarter. An investor 
might conclude the company is unprofitable 
when, in reality, the company is doing well. 
The disadvantage of the accrual method 
is that it doesn’t track cash flow and, as a 
result, might not account for a company 
with a major cash shortage in the short 
term, despite looking profitable in the long 
term. Another disadvantage of the accrual 
method is that it can be more complicated 
to implement since it’s necessary to account 
for items like unearned revenue and prepaid 
expenses. 

cash is paid out. The cash method is mostly 
used by small businesses and for personal 
finances. The key advantage of the cash 
method is its simplicity—it only accounts 
for cash paid or received. Tracking the 
cash flow of a company is also easier with 
the cash method. But a disadvantage of 
the cash method is that it might overstate 
the health of a company that is cash-rich 
but has large sums of accounts payables 
that far exceed the cash on the books and 
the company’s current revenue stream. 
An investor might conclude the company 
is making a profit when, in reality, the 
company is losing money. Meanwhile, the 

and running quickly. Greater control over 
expense categorization is the primary 
benefit of class tracking, which makes 
sorting expenses easier. In QuickBooks, 
you can create classes that you assign to 
transactions. This lets you track account 
balances by department, business office or 
location, separate properties you own, or 
any other meaningful breakdown of your 

Expanding into class tracking provides you 
with a customizable way to track specific 
expenses, categorize shared expenses 
across multiple accounts, and handle the 
accounting for one-off and occasional 
expenses that aren’t necessarily associated 
with a particular account type. QuickBooks 
offers a user-friendly method for setting 
up class tracking, allowing you to get up 

IV. Department/class tracking in general ledger
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statement analysis to compare historical 
data, such as ratios, or line items, over a 
number of accounting periods. Horizontal 
analysis can either use absolute comparisons 
or percentage comparisons, where the 
numbers in each succeeding period are 
expressed as a percentage of the amount 
in the baseline year, with the baseline 
amount being listed as 100%. This is also 
known as base-year analysis. Horizontal 
analysis allows investors and analysts to 
see what has been driving a company’s 
financial performance over a number of 
years, as well as to spot trends and growth 
patterns such as seasonality. It enables 
analysts to assess relative changes in 
different line items over time, and project 
them into the future. By looking at the 
income statement, balance sheet, and 
cash flow statement over time, one can 
create a complete picture of operational 
results, and see what has been driving a 
company’s performance and whether it is 
operating efficiently and profitably. While 
horizontal analysis looks changes in the 
dollar amounts in a company’s financial 
statements over time, vertical analysis looks 
at each line item as a percentage of a base 
figure within the current period. Thus, line 
items on an income statement can be stated 
as a percentage of gross sales, while line 

A profit and loss statement (P&L), 
or income statement or statement of 
operations, is a financial report that provides 
a summary of a company’s revenues, 
expenses, and profits/losses over a given 
period of time.  The P&L statement shows a 
company’s ability to generate sales, manage 
expenses, and create profits. It is prepared 
based on accounting principles that include 
revenue recognition, matching, and accruals, 
which makes it different from the cash flow 
statement. Income statements are divided 
into operating expenses, with recurring 
business revenues and expenses, and non-
operating expenses. The latter includes 
non-recurring expenses and revenues not 
related to its day-to-day operations, such as 
depreciation, amortization – the spreading 
of payments and costs over time – interest 
charges, the cost of borrowing or sale of 
investments. The main categories that can 
be found on the P&L include: Revenue 
(or Sales), Cost of Goods Sold (or Cost of 
Sales), Selling, General & Administrative 
(SG&A) Expenses, Marketing and 
Advertising, Technology, Interest Expense, 
Taxes, and Net Income.

A. Horizontal and vertical analysis

Horizontal analysis is used in financial 

V.  Profit & Loss Statement- Management Effectiveness Report

business. Many business owners have 
certain segments of their business that 
they want to keep a close eye on; by using 
the class tracking feature, you can define 
these segments and track their associated 
account balances on invoices, bills, and 
other documents. Businesses with different 
departments or locations can use classes to 
report account balances for each department. 
For example, if you had a restaurant 

with three locations, you might create an 
Uptown, a Midtown and a Downtown 
class for tracking account balances by 
location. A farmer might create a class for 
each enterprise – for example, Corn, Hogs 
and Soybeans. At the end of an accounting 
period, the restaurant could create separate 
reports for each location. Likewise, the 
farmer could create separate reports for each 
enterprise.
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write down the value of the inventory and 
record an expense. Inventory cost is based 
on specific identification or estimated using 
the first-in, first-out or weighted average 
cost methods. Some accounting standards 
also allow last-in, first-out as an additional 
inventory valuation method. Accounts 
payable are amounts that a business owes 
its vendors for purchases of goods and 
services. Deferred revenue arises when a 
company receives payment in advance of 
delivery of the goods and services associated 
with the payment record. Property, plant, 
and equipment are tangible assets that are 
used in company operations and expected 
to be used over more than one fiscal period. 
Intangible assets refer to identifiable assets 
non-monetary assets without physical 
substance. IFRS provide companies with 
the choice to report PPE using either a 
historical cost model or a revaluation model. 
US GAAP permit only the historical cost 
model for reporting PPE. Depreciation is 
the process of recognizing the cost of a long-
lived asset over its useful life. (Land is not 
depreciated.) Under IFRS, property used to 
earn rental income or capital appreciation 
is considered to be an investment property. 
IFRS provide companies with the choice to 
report an investment property using either 
a historical cost model or a fair value model. 
An intangible asset with an indefinite useful 
life is not amortized. Instead, it is tested for 
impairment at least annually. Typical long-
term financial liabilities include loans (i.e., 
borrowings from banks) and notes or bonds 
payable (i.e., fixed-income securities issued 

The balance sheet provides information 
on a company’s resources (assets) and it 
sources of capital (equity and liabilities) 
This information helps an analyst assess 
a company’s ability to pay for its near-
term operating needs, meeting future debt 
obligations, and make distributions to 
owners. The basic equation underlying the 
balance sheet is Assets= Liabilities + Equity. 
The balance sheet distinguishes between 
current and non-current assets and between 
current and non-current liabilities unless 
a presentation based on liquidity provides 
more relevant and reliable information. 
Some assets and liabilities are measured on 
the basis of fair cost and some are measured 
at historical cost. Assets expected to be 
liquidated or used up within one year of 
the business are classified as current assets. 
Assets not expected to be liquidated or 
used up within one year are classified as 
non-current assets. Liabilities expected 
to be settled or paid within one year are 
classified as current liabilities. Liabilities 
not expected to be settled or paid within one 
year are classified as non-current liabilities. 
Accounts receivable are amounts owed to 
a company by its customers for products 
and services already delivered. Inventories 
are physical products that will eventually 
be sold to the company’s customers, either 
in their current form or as inputs into a 
process to manufacture a final product. 
Inventories are reported at the lower cost 
or net realizable value. If the net realizable 
value of a company’s inventory falls below 
its carrying amount, the company must 

VI. Balance sheet- Understand your position

items on a balance sheet can be stated as a 
percentage of total assets or liabilities, and 
vertical analysis of a cash flow statement 
shows each cash inflow or outflow as a 

percentage of the total cash inflows. Vertical 
analysis is also known as common size 
financial statement analysis.
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investing and financing activities. In this 
section of the cash flow statement, net income 
(income statement) is adjusted for non-cash 
charges and the increases and decreases to 
working capital items - operating assets and 
liabilities in the balance sheet’s current position.
 
C. Investing Activities

The second part of a cash flow statement shows 
the cash flow from all investing activities, 
which generally include purchases or sales of 
long-term assets, such as property, plant and 
equipment, as well as investment securities. 
If a company buys a piece of machinery, the 
cash flow statement would reflect this activity 
as a cash outflow from investing activities 
because it used cash. If the company decided to 

A. Inflows and outflows of cash

Cash flows refer to the operational turnover of 
a business and its ability to generate revenues. 
The cash flow statement is a standardized 
document that clarifies the state of a company’s 
cash flow at a point in time. For positive cash 
flows, and to provide a return to investors, 
a company’s long-term cash inflows must 
exceed its long-term cash outflows. Note that 
cash flows can be positive even if bottom-line 
profits are negative. Investors must analyze the 
income statement in conjunction with the cash 
flow statement for a more accurate picture of 
the health of a company.

B. Operating Activities

The first part of a cash flow statement analyzes 
a company’s cash flow from net income or 
losses. For most companies, this section of the 
cash flow statement reconciles the net income 
(as shown on the income statement) to the 
actual cash the company received from or used 
in its operating activities. To do this, it adjusts 
net income for any non-cash items (such as 
adding back depreciation expenses) and adjusts 
for any cash that was used or provided by other 
operating assets and liabilities. This is the key 
source of a company’s cash generation. It is 
the cash that the company produces internally 
as opposed to funds coming from outside 

VII. Statements of Cash Flow- Where the heck did all the cash 
go?

preferred shares, treasury shares, retained 
earnings, accumulated other comprehensive 
income, and non-controlling interest. The 
statement of changes in equity reflects 
information about the increases or decreases 
in each component of a company’s equity 
over a period. Vertical common-size 
analysis of the balance sheet involves stating 
each balance sheet item as a percentage of 
total assets.

to investors). Liabilities such as bonds 
issued by a company are usually reported 
at amortized cost on the balance sheet. 
Deferred tax liabilities arise from temporary 
timing differences between a company’s 
income as reported for tax purposes and 
income as reported for financial statement 
purposes. Six potential components that 
comprise the owners’ equity section of the 
balance sheet include: contributed capital, 
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D. Financing activities

The third part of a cash flow statement shows 
the cash flow from all financing activities. 
Typical sources of cash flow include cash 
raised by selling stocks and bonds or borrowing 
from banks. Likewise, paying back a bank 
loan would show up as a use of cash flow. 
Debt and equity transactions dominate this 
category. Companies continuously borrow and 
repay debt. The issuance of stock is much less 
frequent. Here again, for investors, particularly 
income investors, the most important item is 
cash dividends paid. It’s cash, not profits, that is 
used to pay dividends to shareholders.

sell off some investments from an investment 
portfolio, the proceeds from the sales would 
show up as a cash inflow from investing 
activities because it provided cash. For the 
most part, investing transactions generate cash 
outflows, such as capital expenditures for plant, 
property and equipment, business acquisitions 
and the purchase of investment securities. 
Inflows come from the sale of assets, businesses 
and investment securities. For investors, the 
most important item in this category is capital 
expenditures (more on this later). It’s generally 
assumed that this use of cash is a prime 
necessity for ensuring the proper maintenance 
of, and additions to, a company’s physical 
assets to support its efficient operation and 
competitiveness.
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