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Understanding Financial and Accounting Statements in Running a Business
An income statement is a financial statement in a company or business which indicates the earnings and expenditures of a company within a specified period of time. An income statement explains a way in which incomes are changed into profits. The earnings and losses are found out by adding all the incomes and removing the expenditures from all the activities taking place in that particular business. The income statements are mostly divided systematically in months for accountability at the end of the year (Beresford, Johnson & al., 2002). An income statement does not work on its own but borrows some of its information from other financial statements, such as the balance sheet. An income statement’s center of attention is mainly on important core items, including profits, losses, earnings, and expenditures. It provides information on how the total earnings earned by the company are changed to profits and losses.
On the other hand, a balance sheet is a financial statement that provides information of an organization, a business or a company which is enumerated by taking away all the business’s accountabilities from the business’s profits. A balance sheet provides a summary of an organization or an individual’s financial balances (Lin, Martinez, & al, 2018). It also provides information on shareholders’ part of the company or organization at a certain point of time. A balance sheet may also be called a statement of financial position or net worth statement. A balance sheet is usually divided into two sections. The right-hand side of the balance sheet displays the company’s or business’s liabilities and the shareholder’s part, while the left-hand side of the balance sheet displays all the company’s assets (Boeckx, Dossche & al, 2017). The liabilities and assets are then categorized into current or long-term assets or liabilities.
An income statement helps the owner of the business make a decision of whether they can make profits by improving earnings and reducing costs or both. An income statement also shows how the goals set by the individual at the start of the business financial period are. Business owners often revisit an income statement to determine whether the desired target is achieved or not. The owner is able to track the financial health and progress made at a certain period of time. The owner is also able to find out whether he or she is making a profit or loss and the reasons for either case. Since the income statements display incomes and expenses, business owners are able to find out where adjustments are to be made in order to be able to reduce the expenditures and increase the profits.
The owner can compare and analyze the income statement with time and understand the going of the business in conjunction with the expected performance. A business owner is able to improve the plans they have for their business. Through the analysis of income statements, the owner is able to determine whether they need to expand their business, get more employees or reduce the number of employees in their business (Hayek, 2018). They are also able to get help in preparing to file returns as per the tact regulations and rules in their country. This is enabled by keeping up-to-date income statements. It makes calculations of taxes easier.
An income statement has four key components that greatly affect a business owner. They include profits, losses, earnings and expenditures. These four components play a crucial role in a business set-up. The expenditures have elements such as the cost of goods sold (COGS). This is the amount of cash produced by the business from goods sold or services provided. It comprises of the cost of the materials and labour. This determines whether the business owner will make a loss or a profit. The other element is selling general and administrative expenses (SG and A), which comprises of the cost of payroll. This helps the business owner know the amount of cash to pay the employees depending on the cash flow. The main role of a business is to generate a profit. This is usually an indication that the business is offering desired services to the consumers at a good price.
Profits enable business owners to expand their business and make more profits which leads to the growth of the business. Profits also improve the employee’s livelihoods by rewarding them for their good work. On the contrary, losses reduced operations which leads to bankruptcy. Losses may be as a result of competition from other business owners, poor services or goods offered. This may result in reduced market share as due to low consumption of the goods or services offered (Breuer, 2002). This may, in return, affect the employees whose source of income may be abruptly cut off. An increase in revenue leads to the making of more profits, while a reduction in revenue leads to the making of losses.
A balance sheet consists of three components which are assets, liabilities and net worth. The assets and liabilities are usually imbalance until the total net worth is added. These three greatly affect one as a business owner while making important decisions concerning the business. The balance sheet will affect the business owner’s decision in determining the risk and the return of the business through the assets and liabilities of the business placed in a particular point. The business owner is able to find out whether the cash generated through the long and short-term assets can sustain his or her business operations (Blach, 2010). The owner is, therefore, able to make the necessary decisions concerning the future of the business.
When one has more assets than the liabilities on the business balance sheet, it reflects a positive net worth. Hence, the business owner can determine whether they require additional working capital from other sources other than the business or if they generate enough to sustain the business. This is achieved by evaluating the current liabilities with cash balance. The owner of the business might be able to know if they need a business loan and other capital depending on the balance sheet. Besides, the business owner is able to plan for the future of the business through the determination of credit history.
The owner of the business is also able to provide helpful ratios for their business. Furthermore, the owner is able to determine whether to continue with the business or not depending on the productivity, liquidity, solvency and how profitable the business is. The net worth of the balance sheet is determined through analysis and evaluation. In conclusion, keeping the balance sheet information up to date plays a significant role to a business owner as per the assets, liabilities and net worth. They are able to plan for future better management. Their decisions on borrowing habits, lending habits, overall financial health and efficiency of the business are also boosted. The above displays how understanding financial and accounting statements is an important aspect of running a business.
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