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Defining a Company



How to Define a Company

Companies create cash through debt and equity

By using these 
investments, 

companies sell 
goods and services 

for a profit

PROFIT

Equity

Companies use money to 
invest in assets such as capital 
and labor to then create profit

Sell/Issue Stock 
for Cash

Borrow Debt for 
Money

Debt

Labor & 
Capital 
Investment



Where does this money go? (Investing)

Companies take the money they raise through debt and equity to invest in assets to create returns for the future

Debt Equity

Company

Factories 

New Technology Machinery

Land

Capital Investments



Using Assets to Create Profit

Companies combine their business model with assets they have purchased and labor to create a profit.

Business 
Operations

Assets Labor Business 
Plan

Selling goods 
and services 
to create a 

profit 



Debt

• Institutions such as banks offer a fixed amount 
in exchange for interest 

• Lenders do not have a stake in how well the 

business does (they do have a stake in how 
poorly it does). They only care about being paid 
back 

• Fixed payment. The company must pay back the 
lender contractually 

Equity

• Investors can purchase stock, or a 

fraction of  the business

• A stockholder wants the business to do 

well

• Equity holders can access the profits a 

company has left over after completing its 

obligated debts and liabilities

How do companies get financing? 
As shown in the diagram, companies need initial capital to get their operations going. To finance initial investment, they use either equity or debt



Financing Operations/ProfitInvesting

How does this relate to accounting?
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• Where is the 
money coming 
from? Equity, 
Debt? 

• What obligations 
does the business 
have?

• How does the 
capital deployed 
make money?

• Is the company 
good at making 
money?

• Profitable?

• How did the 
business deploy its 
capital?

• What are the 
Businesses’ Assets 
and Investments?



Balance Sheet Cash Flow StatementIncome Statement

The 3 Financial Statements
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• Gives a snapshot 
of  the company’s 
financial state of  
health at a single 
point in time

• Shows the 
company’s cash 
flows over a 
designated period

• Shows the results 
of  company 
operations over a 
designated period 
ending with 
company profit or 
net income 



• Companies can list shares of  their company on a 

public exchange in an Initial Public Offering or 

“IPO”

• These “public” companies are required to register 

their financial information publicly with the SEC.

• All reporting with SEC follows the Generally 

Accepted Accounting Principles or “GAAP” 

guidelines.

Financial reporting



The Balance Sheet 



The Balance Sheet 

Assets

Liabilities

Shareholder’s 
Equity 

What does the company 
own?

Who does the company 
owe?

What residual claim 
does the company owe 

shareholders 

Total Assets = Total Liabilities + Total Shareholder’s Equity

ΔAssets = Δ Liabilities + Δ Shareholder’s Equity



Accounting Asset

• All Accounting Assets are Economic ones, 

but not vice versa.

• Accounting Assets must fulfill the following

• Show a historical transaction (bought by the 

firm)

• Firm can show ownership

• Will provide future benefit 

Economic Asset

• Economic Assets follow the definition 
set above (anything a company owns and 

expects to use)

• Examples: 
• Brand Name

• Patents

• Research and Development

The Balance Sheet: Assets 
Assets: Anything that a company currently owns and expects to use either now or later to create profit



Current Assets

• Assets that can be reasonably be liquidated 

(converted into cash) in the next year

• Examples: 

• Cash and Cash Equivalents

• Accounts Receivable

• Marketable Securities

• Inventory

Non-Current Assets

• Companies long term investments

• Cannot be reasonably converted into 

cash in the next year

• Examples:

• Property, Plant, and Equipment

• Non-Marketable Securities

The Balance Sheet: Different types of  Assets
The Assets section of  the Balance Sheet is often split between different types of  Assets



Operating Non-Operating

Tangible Intangible

• Involved in the actual operations of  business

• Revenue generation

• Examples

• Factories

• Assets that have a physical form

• Examples

• Factories

• Land

• Not involved in any revenue generating activities

• Example

• Debt

• Marketable Securities

• Assets that don’t have physical form but are still worth 

money

• Examples

• Patents

• Goodwill

Different Types of  BS Line Items
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• Liabilities: Fixed claims on an asset that a firm is contractually obligated to complete 

• Common examples of  liabilities 

• Bank Debt: What you usually think of. A firm borrows capital and agrees to pay back the agreed 
amount at a rate of  interest

• Accounts Payable: Fixed amount of  money owed to suppliers after goods have been received

• Bonds: Firm exchanges bond for cash with an obligation to pay back bond holders, sometimes 
involves interest

• Like assets, usually divided into current and noncurrent

The Balance Sheet: Liabilities 

The liabilities side of  the balance sheet covers what the company expects to pay to other institutions for financing that came from creditors

Liabilities

Shareholder’s 
Equity



• Contributed Capital

• Capital that was raised through stock issuance

• Can be issued privately or listed on a public market

• Examples:

• Common Stock

• Preferred Stock

• Earned Capital

• Capital that has been earned and retained through business operations

• Primarily made up of  Retained Earnings

• Impacted by net income and dividends declared

The Balance Sheet: Shareholder’s Equity 

The shareholder’s equity portion shows how much the equity holders of  the company have invested and earned in the business.

Liabilities

Shareholder’s 
Equity



A snapshot of  a company's financial situation  

Assets
Current Assets
Assets that will be liquid in 12 months
Cash, Short term securities
Inventory
Accounts Receivable

Non- Current Assets
Assets that are not expected to be liquid 
in the next 12 months
Factories
Machines
Long-term securities

Liabilities
Current Liabilities
Liabilities that will be due within the next 
12 months
Short-term debts
Accounts Payable

Non-Current Liabilities
Liabilities that will not be resolved within 
the 12-month period
Long-term Debt

Common Stock
APIC
Retained Earnings 

Shareholder’s Equity



How much is a company truly worth?



Book Value

• Accounting value of  the company 

given its assets and liabilities.

• Book Value = accounting assets – 

accounting liabilities 

Market Value

• Value of  Equity is based on what the 

market trades equity at 

• Market Value= Share Price * Total 

Shares outstanding

• AKA “Market Cap”

Book Value vs Market Value
Is Tesla worth a trillion dollars? The answer depends on what metric you use. In investing we can look at either the book value or the market value of  a firm
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• Clearly, Book Value of  Equity ≠ Market Value of  Equity 

• Why?

• Remember, Economic Assets are different than accounting assets 

• Market values the company on expected future free cash flows, discount to the present

• The balance sheet is a snapshot in time, not a story of  long-term growth

Why the difference between Market and Book Value 



•  Golden Rule: Total Assets = Total Liabilities + Total Shareholders Equity 

• Assets: Anything owned by the company to generate profit in the future (Left Side), 

•  Liabilities: Contractually agreed amounts owed to other firms that are expected to be completed in the future 

(Right Side)

•  Share Holder’s Equity: How much the owners of  the company have invested into the business. Either through 

contributed capital in share issuance or in earned capital through retained net earnings.  (Right Side) 

• Book Value: Accounting Assets – Liabilities = Book Value (or SE) 

• Market Value: Share Price * Total Outstanding Shares

Balance Sheet: Recap



Balance Sheet Example: Assets 



Balance Sheet Example: Liabilities + SE 



The Income Statement



• The Income Statement tells potential investors how good a company really is at 

making money

• It further gives us as investors insight into how well assets are used to create 

profit 

• Driving Equation of  the Income Statement

• Net Income (Profit) = Revenues – Expenses

The Income Statement Overview

The Income Statement or Profit/Loss covers the operations of  a company over a given period of  time through an accounting lens



• Basis of  business: Revenue
• Customers pay for a product or service

• Types of  Revenue 
• Cash

• Credit
• Cash Purchases:

• Cash purchases are recorded as normal revenue on the income 
statement

• Credit Purchases:
• If  a firm delivers goods, firm counts the credit in the accounts 

receivable line
• If  a firm has not delivered the goods, firm counts the credits in 

the deferred revenue line

First line of  the Income Statement: Revenue

Firm Customer

Sells G/S to customers

Pays firm with credit or cash for G/S



• Often referred to as “Cost of  Goods Sold”

• Any expenses that are used directly to generate 
corresponding revenue

• Variable in amount

• Value of  COGS varies based on quantity of  
goods/services being sold

• As sales of  company increase, so does the corresponding 
cost of  sales.

• Corresponding profit —net of  cost of  sales— is 
known as Gross Profit.

• Gross Profit = Revenue – Cost of  Sales 

Cost of  Sales



• Sales, General & Administration represents a portion of  operating expenses (costs of  

running the business)

• Referred to as SG&A, these are expenses that are not directly related to the 

production of  revenue but help in the process of  creating profits

• Example: It costs Tesla money to move its products. It must spend money to sell, 

market and generally run its sales and distribution process

• Companies total operating expenses can all be reported in SG&A or broken out into 

separate line items

Operating Expenses: Sales, General & Administration (SG&A) 



• Research and Development is another expense of  operating a business

• Known as R&D, companies expense money in order to better their products 

and stay competitive in the marketplace 

• Tesla Example: 

• Tesla pays engineers and scientists to improve their cars, make them faster, more energy 

efficient etc.

Operating Expenses: Research and Development (R&D)



Expenditure

• An expenditure is anytime cash is used/a liability is 

incurred.

• If  asset expenditure has useful life > 1 year then it 
is a Capital Expenditure

• Capital Expenditures are expensed over their 
useful life period

• All of  these expenses are non-cash

• The cash has been paid already when expenditure occurred

• Expenses are known as “Depreciation and Amortization 

Expense”

Expense

• An expense is anything that results 

in a reduction to Net Income

• Can either be a cash expense or non-

cash expense.

Expenses vs Expenditures



•  Depreciation and Amortization, often noted as D&A, represents the purchase cost of  an 

asset 

• Non-Cash Expense: there is no change in cash for the company recorded when depreciation 
and amortization expenses are incurred

•  Depreciation: 

•  Reduction in value of  an asset as a result of  general usage (think wear and tear)

•  Tesla Example: Gigafactory is worth less over time as the factory is used.

•  Amortization
•  Reduction in value of  an intangible assets over a useful life.

•  Tesla example: Tesla Patent has a useful life (contract life).

Operating Expenses: Depreciation and Amortization (D&A)



• Calculating Straight-line Depreciation :

• Step 1: Find Purchase Price 

• Step 2: Find Salvage Price (Price you will sell the asset at)

• Step 3: Find useful life (how long will the company use the asset

• Step 4: Subtract Salvage price from Purchase Price and then divide by longevity to find 

yearly depreciation 

Operating Expenses: Depreciation and Amortization (D&A)

4 Year Longevity

Purchase Price: $100MM Salvage Price: 
$20MM

Year 4Year 2 Year 3Year 1Year 0
($20MM) D&A ($20MM) D&A($20MM) D&A($20MM) D&A

$80MM $60MM $40MM

In summary, every year the asset 
depreciates by 20MM, and an expense of  

20MM in D&A is shown every year in 
operating expenses 



• Businesses are taxed differently to individuals

• We are taxed at a statutory rate, whereas businesses are taxed at an effective tax 

rate

• Effective Tax Rate = Provision for Income Taxes / Earnings Before Taxes 

(EBIT)

• Key differences between effective and statutory rates

• Tax Deduction from Several Sources

• Accounting and Taxes can sometimes conflict

Income Statement: Income Taxes



Example Income Statement



Cash Flow Statement



•  Cash makes the world go round! 

• Arguably the most important financial statement.

• If  you could only choose one of  the 3 statements, it should be the cash flow statement (this is important – It’s a 

common interview question for investment banking).

• Cash returned to shareholder is the most important metric for analyzing return and attractiveness of  a company

• Change in cash shows the overall financial health of  the company most accurately

• Advanced Note: You can construct the cash flow statement from the Income Statement and the 
Balance Sheet (if  you have the Balance Sheet from the beginning and ending periods on the Income 

Statement)

•  Income Statement and Balance sheet helps us see general profit but…. 

•  The CFS gives us a better understanding of  how much cash is actually floating in the business 

The Cash Flow Statement



• Cash Flow From Operations (CFO)

• Net income from Income Statement + Non-Cash Expenses - Changes in Net Working Capital

• How much cash did the core operations of  the business generate

• Cash Flow From Investing

•  Capital Expenditures, Investments, and Sales of  PPE and Investments

• Cash Flow From Financing

• Movement of  cash between a firm and its owners, investors, and creditors.

• Debt, Equity, Dividends, Share Buybacks

Cash Flow Breakdown



•  Represents the operating liquidity of  the company

•  Amount of  money left over after covering all short-term obligations

•  Change in Working Capital means that the company used or received cash (Change in 
Cash)

•  Can indicate whether a company spends money to stimulate growth or whether it 
generates more cash as a result of  growth.

•  Ex: Retailers tend to have increasing working capital as they purchase higher volumes of  
inventory upfront as they get more orders.

Working Capital

Net Working Capital = (Current Assets – Cash) – (Current Liabilities – Short Term Debt)



CFO Example



CFI Example



CFF Example



Effect of  Operations on Balance Sheet

ΔAssets = Δ Liabilities + Δ Shareholder’s Equity

Assets
Liabilities

Shareholder’s 
Equity 

Net 
Income

Distributed 
Earnings

Retained
Income

Owners

Assets

Liabilities

Shareholder’s 
Equity 



Piecing the puzzle together: how the BS, IS and CFS link
Balance Sheet @ Year 0 Balance Sheet @ Year 1

Liabilities

Assets 

Shareholder’s Equity

Cash Cash

Retained 
Earnings

Retained 
Earnings

Liabilities

Assets 

Shareholder’s Equity

Income Statement: Net Income

Cash Flow Statement: Net Change in Cash



1) Net Income from IS flows to top of  CFS in CFO.

2) Add back non-cash expenses on Income Statement

3) Changes in working capital (Current Assets and Current Liabilities) on the 

Balance Sheet are adjusted for in CFO

4) Capital Expenditures in CFI are added to PP&E value on Balance Sheet

5) D&A expense on IS reduces the value of  the PP&E and Intangibles on BS

6) Sale of  PPE in CFI reduces PP&E value on BS

Piecing the puzzle together: how the BS, IS and CFS link



7) Issuance of  Debt in CFF increases Long-Term Debt value on BS

8) Payment of  Debt in CFF decreases Long-Term Debt value on BS

9) Issuance of  stock in CFF increases contributed capital in SE on BS

10) Stock buybacks in CFF decrease contributed capital in SE on BS

11) Retained Earnings (End) = Retained Earnings (Beg) + Net Income (IS) – Dividends 

Declared on CFF

12) Net Change in Cash in Cash Flow Statement changes the cash value on the Balance 

Sheet.

Piecing the puzzle together: how the BS, IS and CFS link



Questions? 


