
 

CDB Section 3 – Financial Statements 

Welcome back. This is Financial Statements. We are in section three. Congratulations, you've 
gotten through the first two sections. And, now, we start to get into a lot of fun where we're 
going to be discussing the financial statements. As always, let's start here with the objectives. 
Number one, it's to analyze and understand each of the three main financial statements: the 
balance sheet, income statement and statement of cash flows, everybody's favorite. Number 
two is to identify the purposes and standards for each of the main financial statements. 
Number three is to recognize the common omissions on the statements, how to fix those 
puppies. And in number four, verify how accounts and entries affect the financial statements. 

Now, I used to teach Becker CPA review course, I took the course way back when we had 
square wheels and such, and these are some of the foundational things that we talked about 
inside of there. And one of the things that we want to do inside the CDB Certification is make 
sure that you understand the philosophical, and more foundational type of things, but also how 
you put everything into play. And that's why we have practical elements of this, as well as 
knowledge and understanding. But there's a lot of things, and a lot of misconceptions or 
mispresentations, if that's an actual word, I just made it one so hashtag trademark, but we 
want to make sure that we're presenting our financial statements in a correct manner. 

And it's not just about being compliant, it's about expressing these financial statements in a 
way that our clients understand. And so, we want to make sure that you have a good 
foundation of that. We know that you're very concerned about presenting financial statements 
to your clients in an accurate way. And we want to do everything that we can to support you in 
that. So, none of this is about gotcha. All of this is about, "Hey, how do we do this in a more 
concise manner and accurate manner, so that we're doing a great job of holding our clients up 
and showing them exactly what these financial statements are reflecting about their business?" 

Now, let's talk about the purpose of each of the financial statements. So, first we have the 
balance sheet. Obviously, it reflects the assets, liabilities, and equity at a particular point in 
time. So, let's say it was December 31st, 2022, right? That is what the balance sheet is. As 
opposed to the income statement, which measures net income or, heaven forbid, loss through 
a span of time. So, let's say, that the balance sheet was December 31st, 2022 the income 
statement would probably be January 1st, 2022 through December 31st, 2022, so it measures 
net income across that span of time. And then, finally, the statement of cashflow reports 
sources and uses of cash, just like the income statement, over a period of time. 

Now, one of the big errors that I see is that bookkeepers and even accountants do not present 
the statement of cashflow at all to their clients. It boggles my mind why we don't do that. When 
I used to do compilations, I would see other CPAs that were not presenting the statement of 
cash flows, and they'd have to disclose that. And I just didn't ever understand that because it's 
one of the three major financial statements and it's very telling. It's my favorite. If was going to 
be nerdery, I would go over and tell you how much that I love the statement of cashflow. I'll say 
that for a cocktail party, so if you're ever at a cocktail party with me, be sure and let's chat 
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about statement of cash flows because what's more fun around drinking and having fun than 
statement of cash flows? 

But, in all seriousness, that needs to be presented and that means that we need to understand 
that. Obviously, we're not going to go into all the depths of it right here. It's something that you 
should know. We're just going to cover the surface type of materials. But that's the purpose of 
these three financial statements. These are the main ones. There are other auxiliary ones like 
the statement of retained earnings, but these are the ones that we're going to focus on right 
here. 

Now, let's look at some standards. So, first we have the balance sheet. It's also known as the 
statement of financial position, if you're talking about in a nonprofit, or it's sometimes just 
called that. Again, the purpose is to determine what a company owns, what they owe and then, 
what I like to call, what's leftover or the equity portion. So, I always say what’s owned, what's 
owed, and then what's left over. So, that's what the purpose is so that we can get a snapshot 
that December 31st, 2022 how did our assets look, how did our liabilities look and what was left 
over in our equity? Hopefully we had some. That's the balance sheet. 

Then, the income statement. Obviously, the name is income statement. You may hear some 
people erroneously call it the P&L or profit and loss. That ain't right. It's called the income 
statement. How can you have a profit and a loss? I don't understand that. Anyway, I digress. So, 
any unusual and infrequent transactions must be presented in a separate component. So, if we 
have something, and this is again just some of the highlights of things that I see that are 
erroneous on there, but if something, let's say, the gain on the sale of an asset, or loss on the 
sale of an asset or, as we'll talk about here in a minute, interest income, or interest expense, or 
depreciation, or amortization, all these things need to be presented as a separate account and 
they need to be presented in a separate manner. 

And then, the statement of cash flows is divided into three major sections. You have what I 
remember it by only if, right? Only if the statement of cashflow was presented, operating, 
investing and financing activities, as you can see, the bolded sections down there. So, this is the 
exact sequence that a statement of cash flows should be presented in. First, we have the 
operating activities, which is the core business. Money that was brought in and I don't mean 
just like physical money, but sales that were made, expenses from the core business are all 
reflected in the operating section of the statement of cash flows beginning with net income 
that we get, obviously, from the income statement. 

Next, we move into investing activities, so these are really asset purchases, and disposals 
primarily is what you're going to see inside of the investing activities section of the statement of 
cash flows and then we move on to the financing, which is typically activity from the repayment 
of loans to creditors. So, if we get a loan that's going to be reflected as a cash infusion. When 
we pay that down, when we pay back the principal, that's going to be a negative or draw, a drag 
to the cash. That's all reflected in the financing section, as well as activity with the company's 
ownership, so distributions, dividends, contributions, all of that sort of thing is going to be 
reflected in the financing. If we have a bigger company and they're selling stock or if they're 
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getting additional paid in capital, all that's going to be reflected into the financing section of the 
statement of cash flows. 

Now, let's talk about some common errors that I see, and that a lot of other people see that we 
want to make sure that we don't because, when we get to the testing portion of this, we're 
going to make sure that you know not what to do. So, here we go. Balance sheet. So, first and 
foremost, any transactions that are not ordinary and necessary for the business must be 
classified in the owner's equity section, not as an expense. What am I saying here? Hey, all 
those personal expenses that your clients are paying, those don't go onto the income 
statement, those go through distributions. That's exactly where they should go. And know that 
we're all aware of this and we sometimes want to beat our head against the wall when we have 
to talk to our clients for the 18th time about putting personal stuff on that company credit card. 
But we need to make sure that on the balance sheet is where we're going to reflect those 
distributions and not on the income statement. 

Depreciation, I see this not being recorded on a monthly basis. The bookkeeper or the 
accountant even just waits until the end of the year, and some tax preparer's magically going to 
put that in there. No, depreciation needs to be reflected on a monthly basis because that's part 
of the expenses, even though it's a non-cash item it definitely needs to be presented on the 
balance sheet. And, as we're talking about on the balance sheet, that's accumulated 
depreciation. 

And the same thing for amortization, recording the amortization expenses of intangibles such 
as goodwill, or franchise fees, et cetera, et cetera all of that needs to be recorded properly on 
the balance sheet as part of accumulated depreciation or amortization. And then, on the 
income statement as an expense. 

Now, the income statement common errors here interest expense and depreciation must be 
presented separate from the expenses and the direct costs. So, you would have, if you we're 
talking about a multi-step income statement you would have, obviously, your revenue, sales, 
whatever that you want to call it. Then, we get to net sales, and then we would have direct 
cost, or cost of goods sold if we were manufacturing or selling something, reselling. And then, 
we would have our indirect costs for overhead. And then after that we would have interest 
expense, depreciation. Those things need to be reflected as separate. And 90% of the 
statements that I look at don't do this and they're supposed to be done that way. So, let's make 
sure that we do that. 

Refunds and discounts, they need to be tracked in a separate contra revenue account. So, we, 
obviously, we’re to derive or arrive at net revenue or net sales. We have our gross sales less our 
refunds and discounts equals net sales. So, those need to be reflected in separate accounts and 
not just balled and put inside of income. So, we need to be able to differentiate those and 
break those out. 

Now corrections, this is where we come in. So, I know that we all have seen these negative 
expense accounts. First thing we need to do, if I'm looking at the income statement, I see a 
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negative, let's say, negative interest expense I'm like, "Hey, what's going on here? That's not 
possible." So, first thing I need to do is investigate the reason. And then, I look at that and I go, 
"Oh, you know what, that was actually interest income." So, what do I do? I reclassify it to the 
proper account. Let's just say that, in that case, it would be income. For this, it could be a 
liability account. Let's say, that they put the payments to a payroll liabilities that were withheld 
that should be reflected on the balance sheet as a pay down. They show those as an expense, 
so that would throw things off. That might not put it into the negative, but you get the gist 
here. We're supposed to look and investigate anything that's negative as an expense because 
that ain't supposed to happen. So, make sure that we investigate and we clean those up. 

Negative liability accounts. We see this, again, investigate the reason, as this happens a lot 
inside of the payroll liabilities. And then, we reclassify it to the proper account. So, again, if 
that's supposed to be expense, then we put it on the income statement. So, we just need to 
make sure that we look at those negative items on the income statement, on the balance sheet 
and fix those puppies up. 

Now, let's talk about which statement. Let's play a fun little game I like to call which statement? 
And, again, at a cocktail party you are going to be the talk of the party with this. Definitely, I 
would be. 

Net income, where does that go? Well, that's reflected on all three of the major financial 
statements, as well as the statement of retained earnings. In the balance sheet current year 
earnings, or net income is reflected in the equity section. And on the income statement, 
obviously, that's where net income is derived. Statement of cash flows that's where we start, 
the statement of cash flows in the operating section, and then also on the statement of 
retained earnings, which we're really not going to cover here much. 

Profitability in prior years, where can we find that? Well, we can find it on the balance sheet, 
statement of retained earnings, and a comparative income statement. I'll tell you a comparative 
financial statement is one of the least used tools that I see people using when they're helping 
their business owners, or even a business owner taking a look at them. Comparative income 
statement, comparative balance sheet, those are very important and this is where we can see 
profitability from prior years. 

Obviously, unhealthy spending habits, that's going to be all over the place. The balance sheet, 
crappy cash, lots of liabilities. Income statement, statement of cash flows. How much debt was 
paid down, we can see that on the statement of cash flows. Again, we just talked about that in 
the financing activities, or the comparative balance sheet. Again, let's continue on retained 
earnings that's reflected in the balance sheet statement of retained earnings. Accounts 
receivable and the changes thereof are shown on the balance sheet compared to the balance 
sheet, statement of cash flows. Paying off payroll tax liabilities, those are shown on the balance 
sheet and the statement of cash flows. 

Now, let's go get ready for this financial statements test. So, prepare, this is how you do it, 
interpret a sample set of financial statements, and check for any common omissions, or errors 
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that are in there. Study, verify the purpose, the standards for, and the entries for affecting each 
of the big three financial statements. And then finally, the format here. There is going to be 
some true/false questions. There’re mostly a recall level and a few application type of level 
questions. 

I know that you're going to well on this, we're just want to get refresher. We want to make sure 
that we're all singing from the same hymnal. How you like that one right there? And that we're 
presenting these financial statements in a way that our clients understand, and that we're also 
being accurate, and presenting them in the way that we should. So, go take that test, and I'll 
see you in section four. 
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