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3
SHEETS

How to understand finance documents

A quick explanation of profit & loss, cash-flow statements and balance 
sheets.

Lots of people have difficulty in remembering what the three big financial accounting  
documents do, how you read them, and in understanding how they work together.  We are 
going to give you a brief explanation of each, and then show you how they work together 
using the example of depreciation.  Don’t worry, it’s actually quite straight forward.  We have 
also added a little exercise at the end to really make you think and improve your 
understanding of these three key documents.  

Profit & Loss Statement
The Profit and Loss (P&L) Statement is a financial summary of the revenues earned (income) and the 
expenses incurred (costs) by a company over a period of time.1

The basis for the P&L Statement is:
Sales - Cost of Goods Sold = Gross Margin/Profit – Operating Expenses – Income Taxes =

Net Income/Profit
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Company You

Total income Gross Sales Total Salary

Less (Discounts) (Income Tax)

Less (Samples, Coupons, Incentives) (Pension Contribution)

Less (Excise Tax) (National Insurance)

Equals Net Sales Value Net Salary Value

Less (Cost of goods sold) (Entertainment / Lifestyle)

Equals Gross Profit Gross Profit

Less (Trade Spend / Advertising & Promotion) (Education)

Equals Contribution after Trade Spend / Advertising & Promotion Contribution after Education

Less (Overheads) (Fixed Cost of Living)

Equals Operating Profit Operating Profit

Less (Taxes) (Savings)

Equals Profit for the year Net Income

How to relate to a P&L statement
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An example P&L Statement
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Balance Sheet
The Balance Sheet is a financial “snapshot” at any given point in time, used to evaluate the financial health or net worth of the business.2

The basis for the Balance Sheet is:

Assets = Liabilities + Shareholder’s Equity

How to relate to a Balance Sheet statement

Company

Assets Liabilities

  Current Assets   Current Liabilities

    Cash     Creditors (those you owe money)

    Debtors (those who owe you money)     Wages Payable

    Stock     Total Current Liabilities

    Prepaid Insurance   Long Term Liabilities

    Total Current Assets     Borrowings payable (Loans)

  Fixed Assets     Total Long Term Liabilities

    Property & Equipment     Total Liabilities

    Less Accumulated Depreciation Shareholders Equity

    Total Fixed Assets     Organisation Net worth

    Total Assets     Total Liabilities and Shareholders Equity
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You

Assets Liabilities

  Current Assets   Current Liabilities

    Cash     Creditors (Utility bills, credit card bills)

    Debtors (Tax refund!)     Wages Payable (Baby sitter’s fees)

    Stock (Furniture, collectables, IT, freezer contents)     Total Current Liabilities

    Prepaid Insurance (Home owners)   Long Term Liabilities

    Total Current Assets     Borrowings payable (Loan for vehicle purchase)

  Fixed Assets     Total Long Term Liabilities

    Property & Equipment (Home)     Total Liabilities

    Less Accumulated Depreciation Shareholders Equity

    Total Fixed Assets     Your Net worth

    Total Assets     Total Liabilities and Shareholders Equity

How efficient is asset utilisation?

How liquid are a company’s resources?

Working Capital
Keeping stock down
Minimising debtors

What can a balance sheet tell you?
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An example Balance Sheet Statement
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Cash-Flow Statement
The Statement of Cash Flows provides information about a company’s cash payments and cash receipts during an accounting period.3

The basis for the Statement of Cash Flows is:
Cash Flow from Operating Activities + Cash Flow from Investing

Activities (Free Cash Flow) + Cash Flow from Financing Activities (Net Cash Flow) =
Net Increase or (Decrease) in Cash

How to relate to a Cash-Flow statement

Company You

Cash Flows from operating activities Cash Flows from operating activities

    Payment received Inflow     Salary or tax refund

    Employee salaries paid for previous term Outflow     Utility bills, credit card bills

    Payment to a distributor for discount allowances Outflow     Payment to creche and gardener

    Net cash flows from operating activities     Net cash flows from operating activities

Cash Flows from investing activities (Free Cash Flow) Cash Flows from investing activities (Free Cash Flow)

    Profitable sale of assets Inflow     Profitable sale of property

    Purchase of new equipment Outflow     Purchase of furniture and IT equipment

    Net Cash Flows from investing activities     Net Cash Flows from investing activities

Cash Flows from financing activities (Net Cash Flow) Cash Flows from financing activities (Net Cash Flow)

    Loan to finance acquisition Inflow     Home loan, student loan, vehicle loan

    Payment of dividends Outflow     Acquiring company shares

    Net Cash Flows from financing activities     Net Cash Flows from financing activities

Net increase / decrease in cash Sum of 
Inflows 

and 
Outflows

Net increase / decrease in cash

Cash at the beginning of period Cash at the beginning of period

Cash at end of period Cash at end of period
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An example Cash Flow Statement

8



Page  
WE RESOURCE HUMANS          t: 01444 474247          w: www.imanage.org.uk          e:sales@imanage.org.ukLEARNING EXCELLENCE          t: 01444 474247       w: www.imanageperformance.com      e: sales@ imanageperformance.com

Depreciation
Depreciation is the term used to spread the cost of an asset over the span of several years.  Take a good look at this diagram.  It shows 
how the purchase of a selection of assets in year 1 is shown in the Cash Flow as a total outflow in the year,  but impacts the Balance 
Sheet and P&L gradually over the chosen depreciation period - In this example 5 years.  It is done this way to demonstrate that a 
purchased asset is still of value to the business over it’s projected useful life.  
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Depreciation Exercise
Congratulations you’ve just finished the first year of running your new Taxi business!  It’s meant that you’ve drawn on a lot of your savings 
and purchased everything you needed including some large purchases (set out below). 

Car
£45,000

Satellite 
Navigation

£150

The Meter
£670

Security 
Camera

£670

Decide:
 Which of these items you would capitalise and depreciate.
 What period you choose to depreciate your assets.

Fuel
£8,000

Signage
£535

Use this space to capture you workings and answer:

We have not provided a standard answer as there are lots of correct ways of completing this exercise 
depending on the decisions you make.  Once you’ve completed it find someone with some with 
finance experience who can check your working, and give you even more insight.  It will also be 
helpful to take the opportunity of building your relationships with your organisations finance 
professionals.  

Calculate:
 The impact on your P&L each year 
over your chosen depreciation period.
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