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LESSON 9: Business Performance 

Understanding Your Banker’s Viewpoint 
 

Jim needed to purchase specific equipment for his business that would require a loan—but he 
had never borrowed money from a bank. Determined that the return on this equipment was 
going to be fruitful, he felt he needed to try. 

Not realizing that this was a first-time experience for Jim, his banker Ron rattled off his list of 
requirements, “I need your last three years of financial statements, tax returns, a personal 
financial statement, as well as your year-to-date financial statement for your most current 
month.” 

Jim, somewhat embarrassed asked, “When you say ‘financial statements,’ what exactly do you 
need?”  

Ron apologized and said, “I’m sorry, what I need is a balance sheet and a twelve-month profit 
and loss statement for each of the last three years. If you have an audited statement that is 
even better.” 

Jim thought, “He’s asking for a lot of information, and I don’t necessarily understand what he 
specifically needs, much less what his reaction will be to the data presented...” 

Many small business owners are very good at what they do and oversee well-run businesses. 
Yet, they often do not fully understand their financial condition from a bank’s perspective. 
Further, when bankers respond to the small business owner’s financial request, it is often with 
a yes or no answer. Seldom does the banker review the how and why of the decision that was 
made.  The intent of this lesson is to shed light on their decision-making process. 
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A Primer on Financial Statements 
Some insight into your banker—his or her biggest concern is whether you can repay the loan. 
While you’re looking towards the future and the earnings potential, the bank representative is 
looking to the past. Both are important vantage points, but ultimately, past financial 
performance is what the bank primarily relies on to make their decision. 

If you desire to have favor with your banker, your vendors, or your bonding company, you 
should understand the specific information they will review and from what vantage point they 
will review it. In the process you will foster a deeper understanding of your financial 
statements’ value—that is, how that information can:  

 Best demonstrate the financial health of your business, and  

 Assist you, on an ongoing basis, to make wise financial decisions for your 
company. 

In this lesson, we will discuss the balance sheet, the income statement (often called profit and 
loss statement), cash flow projections, budgets, and the different types of audited financial 
statements. While some information will be review, the intent is to glean one or two insights 
that will positively impact the financial oversight of your company. 

 

Balance Sheet 
The balance sheet is the most underutilized and misunderstood financial document, yet it is the 
first one most experienced bankers review for a loan request. The balance sheet is simply a 
snapshot of your current financial condition at a specific moment in time. While the income 
statement reveals what happened during a specific period of time, the balance sheet is 
concerned with today. 

The balance sheet lists your assets and your liabilities (or debts) allowing you to calculate the 
resulting net worth of your business at that moment in time. In theory, the balance sheet tells 
you how much your business is worth today, if you had to liquidate. 

The reason the balance sheet is so important to bankers is it allows them to quickly assess the 
level of risk they would be taking. For example, let’s assume the table that follows is a summary 
balance sheet for your business: 
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Balance Sheet 

 ABC Company for Dec. 31, 20XX 

 Assets: 

 Cash  $10,000 
 Accounts Receivable $50,000 
 Equipment  $40,000 
    Total Assets $100,000 

 Liabilities: 

 Accounts Payable $60,000 
 Bank Loans  $30,000 
    Total Liabilities $90,000 

 Net Worth:  $10,000 

 

As an entrepreneur, what you may see is that you have more assets than debts and that your 
business is worth $10,000. But if you’re asking the bank to loan you an additional $50,000 to 
buy more equipment, the picture your banker sees is completely different. Your banker is 
focused on risk.  That is, how much risk are they taking on to loan you money?  

In this case, the banker observes that your creditors have 9 times more risk than you do 
($90,000 in liabilities compared to $10,000 in equity or net worth.) In addition, if they were to 
loan you the full amount you are asking them for, $50,000, your liabilities will increase to 
$140,000. Since your equity remains the same, their risk has now increased from 9 times to 14 
times. Many banks vary on their level of risk tolerance, but more conservative banks would 
prefer that your debt is less than 2 times your equity. 

The balance sheet can tell your banker multiple stories. It reveals how much liquidity you have 
in the way of current assets, it reveals the amount of leverage and debt you are using, and the 
nature of your debt. It also tells them what your business is worth in liquidation. These ratios 
(and industry norms) will vary from industry to industry, but it is important to know that the 
balance sheet provides the banker with significant information. 
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Income Statement 
The income statement is more widely used by entrepreneurs than the balance sheet, because it 
is a scorecard of sorts. The primary areas your banker cares about in your income statement is 
your revenue, your gross profit, and your net profit.  

Revenue | Your revenue is a great benchmark to compare among previous years to 

determine if your business is growing. Bankers are looking for trends and whether your revenue 
is growing or shrinking. 

Gross Profit | Calculated as Revenue – Cost of Goods Sold. Gross profit doesn’t pertain to all 

businesses. For example, if you own a restaurant your gross profit is your revenue minus your 
food costs.  Bankers are looking for gross profit margins that are within industry ranges and are 
trending in a positive manner.  

Net Profit |This figure reveals what your business has generated after all related expenses 

have been paid. Net profit is theoretically what’s left over for the owner to spend or invest as 
they see fit. Bankers are looking for enough profitability to be able to repay debt with some 
added cushion.  

One important accounting related note should be mentioned. If your banker asks you if your 
financial statements are on an accrual or cash basis, you need to know what that means. If you 
are a rare business that has no accounts receivable, accounts payable, or inventory, cash and 
accrual will be the same, but most businesses do not fall into this category. 

Cash basis statements are based only on cash inflow and cash outflows. Many small businesses 
pay taxes on a cash basis, therefore they don’t think they need accrual-based statements, but 
your banker likely looks at it differently.  

Accrual based accounting reflects cash plus noncash items. Accrual based is required by 
standard accounting practices because it accounts for noncash items like the sales you 
generated that you have billed but have not yet been paid, or the accounts payable that you 
owe for products or inventory purchased that you have not yet paid. 

Accrual based statements are far more accurate from an accounting view than cash based. 
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DISCUSSION QUESTIONS 

1. What, if anything, did you learn new from this section? 

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

2. Discuss your past thoughts on banks and their approach to lending? Did this lesson provide you 
with any new insight? 

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

3. On a scale of 1 to 10, where a 10 means “extremely knowledgeable,” how knowledgeable do you 
believe you are about your company finances? How do you feel about that score? 

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  
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Cash Flow Projections 
Internally, many businesses need to project what their cash flow will be in the near future. This 
simply reveals what you expect will be coming into the business in cash inflows and also what 
will be leaving the business in cash outflows. When cash flow gets complicated, due to accounts 
receivable and accounts payable timing, these kinds of estimated cash flow projections can be 
helpful in managing your cash needs. It also tells the banker what level of cash supply your 
company may need in the short term. 

Budgets 
Bankers may not always ask you for your budget or projections for the next year, but it will give 
you additional credibility when they learn that you are proactive enough to develop a budget. 
For goal-driven entrepreneurs, budgets can be an incredible tool towards success. 

 

FIVE STEPS FOR BUILDING A BUDGET  

1. Review Last Year’s Income Statement | To be most effective, print out your last year’s 
income statement as a guide for the future. Add to the individual line items any expected 
new categories of expenditures like new product lines or capital expenditures.  

2. Establish Future Revenue Goals | Establish revenue goals for the next year, including any 
profit targets you may have as well as any anticipated staff changes.  

3. Develop an Annual Budget | Develop a budget for the next year line by line, estimating 
each category as best as you can.  Don’t assume because you spent it last year it is needed 
next year. Pause to determine if each expense is needed. 

4. Make Monthly Estimates | Break your annual budget into a monthly budget. Look at your 
revenue trends in the past, month by month.  You will want to consider any seasonality, any 
unique revenue inflow months, and any specific months major expenses might hit. 

5. Compare Actuals to Budget Estimates | Develop a system to monitor your budget to 
actual results each month. QuickBooks has a great budget tool that enables you to set up 
your monthly budgets for the year 
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Outside Reviewed Financial Statements 
As your business grows, your banker may require financial statements from an independent 
CPA firm. There are three basic types to consider: a compilation, a review, or an audit. 

A compilation is the most rudimentary service. Basically, the accounting firm is reviewing your 
in-house reports and putting them in a simple format with minimal examination.  

For many small businesses a review is an adequate level of service for the bank. The CPA firm is 
not only compiling your financial statements into a usable format, they also are doing some 
investigation and analysis of your records. If your banker asks for an audit, it might be 
appropriate to ask if a review would be satisfactory. 

An audit is the most intense and expensive. Although your banker would love to have that level 
of confidence, most small businesses will not need this level of service.  

 

Using Your Financial Statements to Improve Your Business 
You may be thinking you didn’t sign on to be an accountant. Although that may be true, you did 
sign on to steward your business with excellence. As such, you do need to know enough to spot 
the warning signs. 

Tony had dropped off requested financial statements to David, his banker, and scheduled an 
appointment to discuss renewing his line of credit. At the meeting, David had several questions. 
“Tony, your financial statements make no sense. According to these statements, it says you are 
making money and that you just paid a large sum in taxes. But these statements are missing 
significant expense items that I know you have paid and would reflect a loss for the year, if 
included.” 

Tony became red in the face as he erupted and said, “My accountant says I’m making money? 
No wonder I had to pay taxes. I assure you I am not making money. I have bled my savings dry 
trying to support this business for the last two years. I’m done. Here’s the keys to the business.” 

If Tony had understood even the basics of his financial statements, he would have quickly 
realized that his accountant had made serious mistakes that had cost him significant sums of 
money.   

Below is a short checklist to maximize your relationship with your accountant or financial 
advisor.            
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                      Accounting Review Checklist 

1. Once a month (quarterly at a minimum) you should receive a monthly income 
statement and balance sheet. 

2. Review a budget to actual report preferably monthly, but at least quarterly. 
3. Cash flow projections are helpful especially when your resources are very limited. It 

will help you gauge if you need to line up additional funds or get on the phone to 
collect receivables. 

4. Once a year you should review any outside financial statements prepared by your 
accountant and your tax returns. It’s ideal to review in contrast to the previous 
year’s information to assure nothing appears unreasonable. 

 

When you discover anything that seems unreasonable to you it’s time to discuss with your 
accountant or financial advisors. 

 

DISCUSSION QUESTIONS 

1. Knowing you have limited time and resources, list the minimum reports you should gather and 
review? 

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 

2. Have you ever felt embarrassed or regretted your lack of financial knowledge concerning your 
business? What would you have done differently? What can you do differently as you move 
forward? 

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 

3. What steps do you think are necessary to assure you steward your finances better?  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  

 _____________________________________________________________________________________________________  
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