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THE PURPOSE OF 
ACCOUNTING



The Purpose of Accounting

▪ Financial Accounting deals with recording, reporting and 
summarizing business activities

▪ Accounting is structurally similar across the entire world
⁻ This is the result of modern Financial Accounting beginning in the late 

15th century with an Italian monk named Luca Pacioli

▪ In the United States, we used GAAP (“Generally Accepted 
Accounting Principles”)
⁻ In Europe and much of the rest of the world, IFRS (“International 

Financial Reporting Standards”  is used
• That said, the two systems are converging in standards, so we won’t cover the 

relatively small differences

▪ Financial Accounting relies on 3 interconnected Financial 
Statements:
⁻ Income Statement

⁻ Balance Sheet

⁻ Cash Flow Statement

Financial Accounting is the language of all businesses



The Purpose of Accounting (Cont’d)

▪ Financial Accounting allows us to answer questions about a 
business / practice, such as the following:

⁻ What is the value of the assets of the practice?

⁻ Is the practice making money? 

⁻ How much revenue did I collect last year / quarter / month?

⁻ How much did I spend on employee pay and benefits?

⁻ How much cash will I have in the corporate bank account at the end of 
the year?

• Can I afford to pay my employees (and myself) a bonus this year?

⁻ How much do my patients owe me but have not yet paid?

⁻ How much do I owe my suppliers and vendors but have not yet paid?

Without Financial Accounting, it can be very difficult to operate a business



FINANCIAL STATEMENTS 
EXPLAINED



Income Statement – Key Line Items

▪ Money earned through 
providing goods or services to 
customers. Will equal number 
of procedures performed in a 
period multiplied by the price 
of those procedures

▪ Cost of materials consumed 
by providing said goods or 
services. For example, 
Novocain / anesthesia used in 
the procedure, or brackets in 
braces applied

▪ Revenues less Cost of Goods 
Sold

▪ Selling, General & 
Administrative Expenses; 
salaried employees and 
benefits, utility bills for the 
practice, rent expense, etc.

▪ Gross Profit less SG&A 
Expense

The Income Statement tracks revenues and costs over a period of time

Income Statement - ABC Dentistry 2017A 2018A 2019A

Revenues $100 $110 $95

Cost of Goods Sold (30) (35) (28)

Gross Profit $70 $75 $67

SG&A Expense (40) (45) (40)

Operating Profit $30 $30 $27

Interest Expense (5) (4) (3)

Pre-tax Income $25 $26 $24

Taxes (6) (7) (6)

Net Income $19 $20 $18
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Income Statement – Key Line Items (Cont’d)

▪ Interest paid on any loans or 
debt the practice owes (on 
equipment for example)

▪ Operating Profit less Interest 
Expense

▪ Taxes paid, typically both 
Federal and State / Local. 
Legal structure of the practice 
can influence this, but will still 
be owed in some form

▪ “Profit”. What is left over 
from revenues after all 
expenses and costs have been 
subtracted

The Income Statement tracks revenues and costs over a period of time

Income Statement - ABC Dentistry 2017A 2018A 2019A

Revenues $100 $110 $95

Cost of Goods Sold (30) (35) (28)

Gross Profit $70 $75 $67

SG&A Expense (40) (45) (40)

Operating Profit $30 $30 $27

Interest Expense (5) (4) (3)

Pre-tax Income $25 $26 $24

Taxes (6) (7) (6)

Net Income $19 $20 $18
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Balance Sheet – Key Line Items

▪ Assets that are expected to 
convert to cash in under 1 
year
⁻ Cash is cash 

⁻ Accounts Receivable are owed 
but not yet paid amounts from 
customers

⁻ Prepaid Expenses are bills paid 
before the use of the good / 
service (insurance for the next 
year for example)

⁻ Supplies / Inventory represent 
items held for use in 
procedures, office supplies, etc.

▪ Long-term assets owned by 
the practice; for example an 
X-Ray machine

The Balance Sheet tracks assets, liabilities and equity at a snapshot in time
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Balance Sheet - ABC Dentistry 2017A 2018A 2019A

Assets

Cash $19 $25 $6

Accounts Receivable 25 29 37

Prepaid Expenses 3 6 5

Supplies / Inventory 5 7 4

Total Current Assets $52 $67 $52

Plant, Property & Equipment (net) 95 93 115

Total Assets $147 $160 $167

Liabilities

Accounts Payable $14 $17 $16

Total Current Liabilities $14 $17 $16

Debt 80 70 60

Total Liabilities $94 $87 $76

Equity

Common Stock $5 $5 $5

Retained Earnings $48 $68 $86

Total Equity $53 $73 $91



Balance Sheet – Key Line Items (Cont’d)

▪ Accounts Payable are 
amounts you owe suppliers 
and vendors but haven’t yet 
paid

▪ Debt the practice / business 
owes, typically relating to the 
purchase of major equipment

▪ A record-keeping entry of the 
book value of the investment 
/ ownership of the business. 
Not especially relevant except 
to accountants

▪ Retained Earnings represents 
the increase (or decrease) in 
value of the business from the 
Net Income (or Net Loss) of 
that year. It is calculated as 
the prior year Retained 
Earnings, plus the current 
year Net Income, minus any 
dividends paid out in the 
current year

The Balance Sheet tracks assets, liabilities and equity at a snapshot in time
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Balance Sheet - ABC Dentistry 2017A 2018A 2019A

Assets

Cash $19 $25 $6

Accounts Receivable 25 29 37

Prepaid Expenses 3 6 5

Supplies / Inventory 5 7 4

Total Current Assets $52 $67 $52

Plant, Property & Equipment (net) 95 93 115

Total Assets $147 $160 $167

Liabilities

Accounts Payable $14 $17 $16

Total Current Liabilities $14 $17 $16

Debt 80 70 60

Total Liabilities $94 $87 $76

Equity

Common Stock $5 $5 $5

Retained Earnings $48 $68 $86

Total Equity $53 $73 $91



Cash Flow Statement – Key Line Items

▪ Non-cash expense applied to 
Plant, Property & Equipment 
(long-term assets). Added 
back to cash flow because it is 
recorded as an expense on 
the Income Statement, yet no 
cash is “paid” for it

▪ Sum of the changes in the 
individual Current Asset and 
Current Liabilities accounts. 
Increase in Current Assets is a 
cash outflow, whereas an 
increase in Current Liabilities 
is a cash inflow

▪ Investment in new Plant, 
Property & Equipment (long-
term assets)

▪ Repayment of debt (principal, 
not the interest) is a cash 
outflow. The interest expense 
portion is already included in 
Net Income through the 
Income Statement

The Cash Flow statement tracks cash inflows and outflows over a period of time
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Cash Flow - ABC Dentistry 2017A 2018A 2019A

Operating Cash Flow

Net Income $20 $18

Plus: Depreciation 5 5

Plus: change in Current Accounts: (6) (5)

Total Operating Cash Flow $19 $18

Investing Cash Flow

Capital Expenditures ($3) ($27)

Total Investing Cash Flow ($3) ($27)

Financing Cash Flow

Repayment of Debt ($10) ($10)

Total Investing Cash Flow ($10) ($10)

Total Cash Flow $6 ($19)

While the Income Statement tracks profitability (and is a long-
term indicator of business success), the Cash Flow Statement 

tracks Solvency and Liquidity, which are very important near-
term indicators of business success. 



EBITDA



EBITDA Defined

▪ EBITDA (pronounced “E-bit-dah”) is a term you will often hear in 
the context of the value of a business
⁻ Most businesses are valued as a multiple of EBITDA, usually the prior 

year’s EBITDA

⁻ For example, “ABC Dentistry is probably worth somewhere between 8.0x 
and 12.0x EBITDA”

▪ EBITDA can be calculated by taking Operating Income from the 
Income Statement and adding Depreciation and Amortization from 
the Cash Flow Statement

▪ Lenders and banks will also often use EBITDA to arrive at how 
much debt they are willing to provide a business, generally under 
~3.5x for small businesses
⁻ This Debt / EBITDA ratio is important to track for businesses with a lot of 

debt outstanding, and they usually seek to lower the ratio both through 
paying back the debt, and growing their EBITDA number

EBITDA is a measure of cash earnings often used in valuing businesses



INCOME STATEMENT 
ANALYSIS



Income Statement Key Ratios

▪ The simple ratios and 
percentages highlighted on 
the lower-left hand side give 
us a jumping off point for 
deeper business analysis
⁻ Revenue Growth is a key driver 

of long-term business success

• The lack of consistent growth lets 
us know to look at the 
composition of revenue; number 
and type of procedures, and prices 
charged

⁻ COGS as a % of Revenue helps 
us understand how well we are 
controlling variable costs

• It is relatively consistent here

⁻ SG&A as a % of Revenue helps 
us understand how well we are 
controlling fixed costs

• It creeped up slightly in 2019A, but 
that is to be expected since 
Revenue declined in that year

⁻ Profit Margin (Net Income 
Margin) is relatively consistent, 
which is good

Calculating a few percentages and growth rates helps us analyze the Income Statement

Income Statement - ABC Dentistry 2017A 2018A 2019A

Revenues $100 $110 $95

Cost of Goods Sold (30) (35) (28)

Gross Profit $70 $75 $67

SG&A Expense (40) (45) (40)

Operating Profit $30 $30 $27

Interest Expense (5) (4) (3)

Pre-tax Income $25 $26 $24

Taxes (6) (7) (6)

Net Income $19 $20 $18

Revenue Growth Rate N/A 10.0% (13.6%)

COGS as a % of Revenue 30.0% 31.8% 29.5%

SG&A as a % of Revenue 40.0% 40.9% 42.1%

Profit Margin 18.8% 17.7% 18.9%



Revenue Growth Disaggregation - Example
The declining revenue growth rate informed us to examine revenue more closely

Revenue Build 2017A 2018A 2019A

Number of Procedures

Procedure A 20 16 13

Procedure B 15 17 17

Procedure C 10 12 26

Total 45 45 56

Cost of Procedures

Procedure A $3 $4 $4

Procedure B $2 $2 $1

Procedure C $1 $1 $1

Revenue by Procedure

Procedure A $60 $64 $52

Procedure B $30 $34 $17

Procedure C $10 $12 $26

Total $100 $110 $95



Other Examples of Deeper Dives
There are many analyzes that can be done on the Income Statement

▪ Margin analysis

⁻ Examining costs by procedure / product, to calculate which ones are the 
most profitable

▪ Customer analysis (linked to the Income Statement)

⁻ What percentage of patients who have Procedure C done (a cleaning) 
return for other, more valuable procedures? 

⁻ What percentage of patients come back every year, vs discontinuing 
treatment (or seeing another dentist)

▪ SG&A analysis

⁻ What expenses are contributing the most to SG&A overhead? 

• Is there an opportunity to renegotiate rent expense? 

• Could you change employee benefit providers to lower cost, or receive better 
coverage for the same price?



USE OF FREE CASH FLOW



Free Cash Flow Defined

▪ Free Cash Flow refers to cash generated by a business that is not 
needed for continuing existing operations
⁻ There are many slightly different versions / definitions

• Operating Cash Flow – Capital Expenditures

• Operating Income – Taxes – Capital Expenditures + Depreciation & Amortization 
– Change in Net Working Capital

• EBITDA – Capital Expenditures

▪ If a business does not generate sufficient Free Cash Flow, more 
capital will need to be contributed to the business, through either 
an equity injection, or raising debt

▪ Almost all successful business ventures are “free cash flow positive” 
over the long run

▪ One of the most common business questions is “what do I do with 
my Free Cash Flow?”

Free Cash Flow generation is seen by many is the highest mark of business success



Potential Uses of Free Cash Flow

It’s the end of 2018 and ABC Dentistry has $25 of cash in the bank. 
You believe you need at least $5 to continue operating. What do you 
do with the excess $20?

Keep it in the 
business

$20 free cash 
available to deploy

Remove it from the 
business

Hold cash 
(do nothing)

Pay down debt

Invest in the 
business

Pay a dividend Pay bonuses

Capital 
Expenditures

Greenfield location Acquire competitor



CONCLUSIONS



Conclusions

▪ Accounting is called the “language of business” for a reason –
fluency takes time

▪ Accounting allows us to track and learn about a business’ historical 
results, as well as forecast the future

▪ Performance goals are often tied to accounting metrics
⁻ This allows goals to be measurable

▪ There are many resources available to learn more 
⁻ Investopedia.com – great for definitions and concepts

⁻ Books – introductory textbooks are usually good (although dense)

⁻ Public company filings – taking the annual report (called a 10-K) of a 
public company and reading the financial statements and Management 
Discussion and Analysis section is helpful


