CHAPTER 3
The Balance Sheet and Notes to the Financial Statements
Assets = Liabilities + Equity
A balance sheet is a listing of an organization’s assets and liabilities as of a certain point in time.
· Asset: Probable future economic benefit obtained or controlled by a particular entity as a result of past transactions or events.
· Ex. cash, receivables, investments, and costs that are expected to provide future benefits.

· Liability: Probable future sacrifice of economic benefit arising from a present obligation of a particular entity to transfer assets or provide services to other entities in the future as a result of past transactions or events.

· Ex. accounts payable and long term debt.
· Equity: Residual interest in the assets of an entity that remains that deducting its liabilities. In a business enterprise, the equity is the ownership interest.
· Net assets = Total assets – Total liabilities

· Increased by net income, decreased by net losses & distributions to owners. 

Working capital = Current assets – Current liabilities
Current Assets: cash, receivables, and inventories.
· Normal operating cycle involves the use of cash to purchase inventories, the sale of inventories resulting in receivables, and ultimately the cash collection of those receivables.

· Typically include prepaid expenses and investments in certain securities. (prepayments extending beyond a year should be reported as noncurrent assets)

· Trading securities: debt and equity securities (often called bonds and stocks) that are purchased mainly with the intent of reselling the securities in the short term.
· Normally listed on the balance sheet before the noncurrent assets and in the order of their liquidity, with the most liquid terms first.
Noncurrent assets

· Investments
· Investments held for long term purposes, such as regular income, appreciation, or ownership control.
· Debt and equity securities that management does not intend to sell in the coming year.
· Land held for investment purposes.
· Reported at cost, although more and more are being reported at current market values.
· Property, Plant, and Equipment

· Properties of tangible and relatively permanent character that are used in the normal business operations.
· Tangible properties, except for land, are reported at cost lest accumulated depreciation.
· Intangible Assets
· Long term rights & privileges of a nonphysical nature acquired for use in business operations. (ex. goodwill, patents, trademarks, etc.)
· Regularly tested to determine whether their value has been impaired.
· Other Noncurrent Assets
· Ex. long term advances to officers, long term receivables, deposits made with taxing authorities & utility companies, and deferred income tax assets.
· Deferred income tax assets: when taxable income exceeds reported income for the period and the difference is expected to “reverse” in future periods.
Current Liabilities: obligations that are reasonably expected to be paid, generally within 12 months, using current assets or by creating other current liabilities.
· Ex. accounts payables, short term borrowing, accrued expenses (salaries & wages, interest, taxes).

· The following are items that would normally be considered current, but are not.

· Debts to be liquidated from a noncurrent sinking fund.
· Sinking fund: cash and investment securities that have been accumulated for the stated purpose of repaying a specific loan.

· Short term obligations to be refinanced.

· An existing loan is not classified as current as long as

· The intent of the company is to refinance the loan on a long term basis.

· The company’s intent is evidenced by an actual refinancing after the balance sheet date but before the financial statements are finalized or by the existence of an explicit refinancing agreement.

· Callable obligation: one that is payable on demand and thus has no specified due date.

· Objective acceleration clauses: loan agreement clauses that identify specific deficiencies that can cause a loan to be immediately callable.

· Subjective acceleration clause: a debt agreement that does not specifically identify the circumstances under which a loan will become callable, but does indicate some general conditions that permit the lender to accelerate the due date. 
· If invoking of the clause is probable, then current. If reasonably possible but not probable, noncurrent.
Noncurrent Liabilities

· Long Term Debt

· Ex. long term notes, bonds, mortgages, etc. not requiring the use of current funds for their retirement.
· Reported at discounted present value.
· When a note becomes payable within a year, should be reclassified as a current liability.
· Long Term Lease Obligations

· The present value of the future minimum lease payments is recorded as a long term liability.
· Portion of present value due within the next year is classified as a current liability.
· Deferred Income Tax Liability: income tax expected to be paid in future years of income but has not yet been taxed.
· Valued using the enacted income tax rates expected to prevail in the future.
· Other Noncurrent Liabilities

· Ex. Pension plans and obligations resulting from advance collections on long term contacts.
Contingent Liabilities: the possible future liabilities that have arisen from past activities. (Ex. cosigner)
· If probable, liability recorded by a debit to a loss account and a credit to a liability account.

· If possible, disclosed in a note to the financial statements.

Estimated Liabilities: a definite obligation with only the amount in question and subject to estimation at the balance sheet date.
· If no reasonable estimate can be made, the nature of the obligation is disclosed in a note.
Owners’ Equity

· In a proprietorship, the owner’s equity in assets is reported by means of a single capital account, the balance of which is the cumulative result of the owner’s investments & withdrawals.
· In a partnership, capital accounts are established for each partner.
· In a corporation, the owner’s equity, or stockholders’ (shareholders’) equity, is the difference between assets and liabilities.
· Contributed Capital: equity originating from the stockholders’ investments.
· Capital stock
· Preferred stock

· Paid a fixed annual cash dividend and have a higher likelihood of recovering their investment if the company goes bankrupt.
· Common stock

· Real owners of the corporation.
· Additional paid-in capital

· Investments by stockholders in excess of the par value.
· The “dumping ground” of the equity section.
· Retained Earnings: equity originating from earnings.
· Deficit: a negative retained earnings balance, which is a result of the excess of dividends and losses over earnings.
· Portions of retained earnings are sometimes reported as restricted and unavailable as a basis for cash dividends.
· Other Equity

· Treasury stock: when a company buys back its own shares. (retired or reissued)
· Accumulated other comprehensive income: changes in owners’ equity exclusive of net income and contributions by and distributions to owners.
· Unrealized gains & losses on available-for-sale securities
· Available-for-sale securities are those that were not purchased with the immediate intention to resell, but also are not meant to be held permanently.
· Foreign currency translation adjustments
· Unrealized gains & losses on derivatives
· Derivative: a financial instrument, such as an option or future, that derives its value from the movement of a price, an exchange rate, or an interest rate associated with some other item. 
· Derivatives are used to manage exposure to risk stemming from changes in prices and rates.
· International Reserves: reserves are merely different equity categories similar in nature to additional paid-in capital or to restricted retained earnings.
Offsets on the Balance Sheet
· Assets: Allowance for doubtful accounts & Accumulated depreciation
· Liabilities: Loan discount
· Stockholders’ Equity: Treasury stock
Foreign Balance Sheets
· Present Property, Plant, and Equipment first.

· List current assets and current liabilities together as working capiral.

· Most obviously, terminology.
Balance Sheet Analysis

· Financial ratios: relationships between financial statement amounts.

· Relationships between balance sheet amounts
· Liquidity: the ability of a firm to satisfy its short-term obligations.


· Current Ratio = (Current Assets / Current Liabilities)
· Common indicator of overall liquidity
· Current ratios for successful companies are frequently less than 1.0
· Loan covenant: minimum current ratio restriction forces the borrower to maintain its liquidity and gives the lender an increased assurance that the loan will be repaid.
· Acid Test Ratio (or Quick Ratio) = (Cash + Securities + Receivables) / Current Liabilities

· Indicates how well a firm can satisfy existing short term obligations with assets that can be converted into cash without difficulty.
· While a lender wants a high current ration & quick ration to ensure repayment, maintaining an excessively high current ratio is inefficient use of resources.
· A ratio that deviates too much from the norm indicates a possible problem.
· Leverage: comparing the amount of liabilities to the amount of assets held by a business.
· Debt Ratio = Total Liabilities / Total Assets

· Indicator of the overall ability of a company to repay its debts.
· Represents the proportion of borrowed funds used to acquire assets.
· Should be below 50%.
· Companies in mature industries have a higher amount of debt.
· Asset Mix = (Buildings & Equipment) / Total Assets

· The proportion of total assets in each asset category. 
· Determined to a large degree by the industry in which the company operates.
· Requires looking at the comparable number for other firms in the industry.
· Relationships between balance sheet & income statement amounts

· Reveal information about the firm’s overall profitability and about how efficiently the assets are being used.
· Efficiency
· Asset Turnover = Sales / Total Assets

· The higher the ratio, the more efficient the company is at using its assets.
· Overall Profitability

· Return on Assets = Net Income / Total Assets
· A return on assets of 7.7% means $1 of assets generates 7.7 cents in net income.
· Leverage is not included when using return on assets.
· Return on Equity = Net Income / Stockholder’s Equity

· Measures the percentage return on the actual investment made by stockholders.
· Return on equity below 15% means companies are doing poorly.
Notes to the Financial Statements
· Summary of Significant Accounting Policies
· Ex. depreciation methods, inventory valuation method, implementation of accounting changes, etc.
· Included as the initial note or as a separate summary preceding the notes to the financial statements.
· Companies are required to outline the new standards that they are adopting for the first time.
· Companies are required to outline what impact, if any, the future adoption of new accounting standards will have on their financial statements.
· Additional Information to Support Summary Tools

· Notes are added to provide quantitative or narrative information to support the statement amounts.

· Ex. length of the leases & required future payments, a tax note to state the actual income tax bill.
· Information About Items Not Included in Financial Statements
· Ex. loss contingencies (if the probability of paying a contingent liability is estimated as “possible” or if the contingent liability is “probable but not reasonably estimated”)
· If an item meets the recognition criteria, it should be included in the financial statements themselves, not just disclosed in a note.
· Supplementary Information
· Supplementary information must be reported in separate schedules.
· Business segment information.
· Disclosing supplemental information about financial statement information for those publicly traded firms falling under the SEC’s jurisdiction. 
· Disclosure of details of the changes in short term borrowing and the average interest rate on short term loans during the period. 
· Subsequent Events
· SEC requires that publicly traded companies file their financial statements within 90 days of the fiscal year-end (60 days for large companies).
· Subsequent events (post-balance sheet events): events after this required date that affect the amounts reported in the statements.
· Events that require retroactive recognition and thus affect the amounts to be reported in the financial statements.
· Provides additional information that affects the amounts included.
· Events that do not require recognition but should be disclosed in the notes.
· Usually affect the subsequent year’s financial statements.
· Ex. debt refinancing, debt reduction, new debt; post balance sheet developments associated with litigation; changes in the status of a proposed merger or acquisition.
· IASB requires companies adjust reported amounts and requires note disclosures be made even if events do not impact the valuations reported. 
Limitations of the Balance Sheet
· Does not reflect the current value of a business.
· Book-to-market ratio: total book value of common equity / total market value of common equity
· Difference between the balance sheet value and the actual market value.
· Almost always less than 1.0
· Does not recognize many intangible economic assets.

· Instability of the dollar.

· Reflects assets, liabilities, and equities in terms of unequal purchasing power units.

· All companies don not classify & report all items similarly.

· Some entity resources and obligations are not reported on the balance sheet.
· The increasing use of off-balance-sheet financing.

· A company borrows money to purchase an asset or to fund an activity, but is able to take advantage of the accounting rules to avoid reporting a balance sheet obligation for the borrowed funds.
