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CHAPTER 5

Balance Sheet and Statement of Cash Flows



5-2

LECTURE OUTLINE

It should be emphasized that this chapter is a review chapter and the intent is to
provide an overview for topics that will be dealt with in greater detail in later chapters.

As a review of Chapters 4 and 5, we recommend that you encourage students to
examine a set of actual financial statements and the accompanying notes.  Appendix 5-
B in the text contains specimen financial statements for Intel Corporation.

The material in the chapter can be covered in two class sessions.  The first session can
be used for lecture on the concepts covered in the chapter.  Most students should have
had previous exposure to these concepts, except for the topic of subsequent events,
with which many students will be unfamiliar.  The first session can also be used for
reviewing some of the shorter problem material such as Exercises 5-1 through 5-4 and
Cases 5-1 through 5-3.  You may wish to call upon students for their answers to the
items in these cases and exercises.  Most items are straightforward, but some of them
will stimulate class discussion and highlight areas of misunderstanding.

The second class session can be used for final review and for going over the longer
problem material.  This material allows students to apply chapter concepts by critiquing
and preparing financial statements.

TEACHING TIP

As a comprehensive review of Chapters 4 and 5, use Illustration 5-7 to discuss the
specimen financial statements of Intel Corporation that appear in Appendix 5-B in the
textbook.  Reproduce and distribute Illustration 5-7.  The exercise can be used as
either an in-class assignment or as a homework assignment.

The following lecture outline is appropriate for the chapter.

A. Usefulness and Purpose of the Balance Sheet.

1. Provides information about entity’s assets, liabilities, and equity.

2. Evaluation of liquidity and financial flexibility.

3. Aids in assessing risk and predicting future cash flows.
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B. Limitations of the Balance Sheet.

1. Current value is not reflected.

2. Estimates and judgments must be utilized:

a. in determining the collectibility of receivables.

b. in assessing the salability of inventory.

c. in determining the useful lives of long-term assets.

3. Omits many items that are of financial value to the business.

a. Assets such as the value of a company’s human resources and research
and development are not reported.

b. Some liabilities or commitments such as leases and certain contractual
arrangements are reported in an "off balance sheet" manner.

C. Classifications in the Balance Sheet.  Review definitions on text page 207.

TEACHING TIP

Illustration 5-1 can be used in a discussion of the major classifications and
subclassifications in the balance sheet.

1. Assets.

2. Liabilities.

3. Equity.
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D. Major Subclassifications in the Balance Sheet.

1. Current assets.

TEACHING TIP

Illustration 5-2 can be used in discussing the relationship among current assets,
current liabilities, working capital and the operating cycle.

a. Definition:  Resources which are expected to be turned into cash, sold, or
consumed within a year or the operating cycle, whichever is longer.  (Point
out the distinction between the operating cycle and the accounting
cycle.)

b. Discuss the three categories of short-term investments and how each
particular category is reported on the balance sheet.

c. Point out some conceptual weaknesses in the classification of current
assets:

(1) Prepaid expenses will neither be turned into cash nor used to pay a
current liability.  Discuss the justification for including them in current
assets.

(2) Consumption of fixed assets during the current period:  conceptually,
the current depreciation and amortization charges should be classified
as current assets, analogous to the "currently maturing portion of long-
term debt."

d. Items included in the current asset section.

(1) Cash—any cash restricted for purposes other than current obligations
is excluded from current assets.

(2) Short-term investments—investments in debt securities are classified
as either trading, available-for-sale, or held-to-maturity, while
investments in equity securities are classified as either trading or
available-for-sale.  Trading and available-for-sale securities are
reported at fair value, while held-to-maturity securities are reported at
amortized cost.
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(3) Receivables—the amounts of expected uncollectibles, nontrade
receivables, and accounts pledged or discounted must be disclosed.

(4) Inventories—the basis of valuation (e.g., cost or the lower of cost or
market), pricing method (e.g., FIFO, LIFO, etc.), and stage of
completion of manufactured inventories should be disclosed.

(5) Prepaid expenses—expenses prepaid beyond the current operating
cycle are reported as deferred charges in the "other asset" section.

2. Current liabilities.

a. Definition:  Obligations that are reasonably expected to be liquidated
through the use of current assets or the creation of other current liabilities
within one year or operating cycle, whichever is longer.

b. Examples:

(1) Payables resulting from the acquisition of goods and services:
accounts payable, wages payable, taxes payable.

(2) Collections received in advance for the delivery of goods or the
performance of services:  unearned rent revenue, unearned
subscriptions revenue.

(3) Other liabilities whose liquidation will take place within the operating
cycle:  bonds to be paid in the current period, short-term obligations
arising from purchase of equipment.

c. Current liabilities are frequently reported on the balance sheet in the order
they will be paid.

d. Some liabilities that will be paid within a year are reported as long-term
liabilities.  These include:

(1) short-term debt expected to be refinanced (discussed in Chapter 13).

(2) debt that will be retired out of noncurrent assets (alternatively, both the
debt and the assets could be classified as current).
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3. Noncurrent assets.

a. Long-term investments—management intent is to hold these investments
for an extended period of time.

(1) Investments in securities:  bonds, common stock, long-term notes.

(2) Investments in tangible fixed assets not currently used in operations:
land held for speculation.

(3) Investments set aside in special funds:  sinking funds, pension funds,
plant expansion funds.

(4) Investments in nonconsolidated subsidiaries or affiliated companies.

b. Property, plant, and equipment—durable physical property such as land,
buildings, machinery, furniture, and "wasting resources" (timberland,
minerals) used in operations.

(1) Most assets in this category are either depreciable (e.g., buildings) or
consumable (e.g., timberlands).  Land is not depreciated.  However,
land improvements (discussed in Chapter 10) are depreciated.

(2) Long-lived costly tools are usually included in this category.  In
practice, small tools are frequently expensed when purchased or are
included as inventoriable current assets.

(3) The basis of valuation (e.g., historical cost), any liens against the
property, and accumulated depreciation or depletion must be
disclosed.

(4) In practice, a detailed classification of property, plant, and equipment
is disclosed in a supplementary schedule rather than on the face of
the balance sheet.

c. Intangible assets—resources that lack physical substance but provide
economic rights and advantages.

(1) Examples include patents, franchises, copyrights, goodwill,
trademarks, and organization costs.

(2) Usually a high degree of uncertainty exists regarding realizability of
future benefits.

(3) Intangibles are carried at cost less accumulated amortization.  In
practice these items are shown at net carrying amount; the amount of
accumulated amortization is not separately disclosed.
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(4) Expenditures for intangible assets such as most R & D and internally-
developed goodwill are not capitalized but are expensed as incurred.

d. Other assets—a special classification for unusual items that cannot be
included in one of the other asset categories.

(1) Examples include deferred charges (long-term prepaid expenses),
noncurrent receivables, and advances to subsidiaries.

(2) Some items included in this category should be classified elsewhere.
For example, Organization Costs should be placed in the intangible
asset section.

e. Point out that the classification of assets depends on both the nature of
the item and the use to which it is put.  For example:

(1) Land used as factory site—classify as property, plant, and equipment.

(2) Land owned by a realty company and held for sale—classify as
current asset.

(3) Land held for speculation—classify as long-term investment.

(4) Idle land and facilities that have been withdrawn from production—
classify as other assets.

4. Long-term liabilities.

a. Definition:  Obligations that are reasonably expected to be liquidated at
some date beyond one year or one operating cycle.

b. Three types:

(1) Obligations arising from specific financing situations where additional
assets are acquired:  issuance of bonds, long-term lease obligations,
long-term notes payable.

(2) Obligations arising from ordinary operations of the enterprise such as
pension obligations and deferred income taxes. (Pensions are
discussed in Chapter 21.  Deferred taxes are discussed in Chapter
20.)

(3) Obligations that are dependent upon the occurrence or nonoccurrence
of one or more future events to confirm the amount payable, or the
payee, or the date payable (e.g., service or product warranties).
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c. Any premium or discount on bonds payable is disclosed separately as an
addition to or subtraction from the bonds.

d. The currently maturing portion of long-term debt is classified as a
current liability.  Theoretically any related premium or discount should also
be reclassified as current.

e. Supplementary information that is usually disclosed in separate schedules
includes the existence of debt covenants and restrictions and the terms of
the debt such as maturity dates, interest rates, and amounts of any
securities pledged to support the debt.

5. Owners’ equity.

a. Stockholders’ equity of corporations.

(1) Capital stock—carried at the par or stated value of the shares issued.

(a) The authorized, issued, and outstanding par value amounts must
be disclosed.

(b) Treasury stock is shown as a reduction of stockholders' equity.
(This is discussed in Chapter 15.)

(2) Additional paid-in capital—primarily the excess of amounts paid in
over the par or stated value.

(3) Retained earnings—the undistributed earnings of the corporation.
Separate disclosure is made of unappropriated (available for
dividends) and appropriated (restricted) retained earnings.

b. Discuss the illustrations of stockholders' equity sections on text pages 215
and 216.

D. Additional Information.

1. Contingencies—Events that have an uncertain outcome which may have a
material effect on financial position.
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a. Gain contingencies are tax operating loss carryforwards or company
litigation against another party.

b. Loss contingencies—may be related to litigation, environmental issues,
possible tax assessments, or governmental investigation.

2. Accounting policies, risks, and uncertainties.

a. APB Opinion No. 22 recommends description of all significant accounting
principles and methods that involve selection from among alternatives
and/or those that are peculiar to a given industry.

b. This disclosure is usually given in the first note or in a separate Summary
of Significant Accounting Policies  preceding the notes.

c. Companies are also required to disclose information about the risks and
uncertainties involved in their operations.

3. Contractual situations.  Contracts and Negotiations:  It is mandatory that
essential provisions of lease contracts, pension obligations, and stock option
plans be clearly stated in the notes to the financial statements.

4. Post-balance sheet events (subsequent events)—events that occur after the
formal date of the balance sheet but before it is issued.

TEACHING TIP

Illustration 5-3 can be used to discuss the classification of subsequent events into
three distinct types for financial reporting purposes.

a. First type of subsequent event:  Events that require adjustment of the
financial statements before they are issued.

(1) These events provide additional evidence about estimated items or
conditions that already existed at the balance sheet date.

(2) The information provided by these events would have been recorded if
it had been available at the balance sheet date.
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(3) Examples:

(a) Settlement of lawsuits from claims arising before the balance
sheet date.

(b) Final determination of loss from natural disasters such as
tornadoes or floods that occurred before the balance sheet date.

(c) Loss on an uncollectible account where customer’s deteriorating
financial condition led to bankruptcy after the balance sheet date.

(4) Frequently students do not understand how financial statements can
be adjusted after the books are closed.  Provide an example.

b. Second type of subsequent event:  Events that require disclosure in, but
not adjustment of,  the financial statements before they are issued.

(1) These events provide evidence about conditions that did not exist at
the balance sheet date.

(2) Examples:

(a) Sale of bonds or capital stock.

(b) Purchase of a business.

(c) Loss of plant or inventories from fire or flood.

(d) Loss on an uncollectible account due to customer’s fire loss
occurring after the balance sheet date.

c. Subsequent events that do not require adjustment or disclosure in the
financial statements:  These are nonaccounting events that are not
normally disclosed in the financial statements.

(1) Examples include legislation, product changes, strikes, loss of
important customers.

(2) Possible question for class discussion:  What is the difference
between an "accounting event" and a "nonaccounting event?"  An
accounting event is any event that the profession has agreed should
be reported; a nonaccounting event is any other type of event.
Information about nonaccounting events may be relevant but is not
required to be reported.
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E. Techniques of Disclosure.

1. Parenthetical explanations (example:  "net of tax" calculations in Chapter 4).

2. Notes (example:  accounting policies and contingencies).

3. Cross-reference and contra items (example:  bond discounts).

4. Supporting schedules (example:  lease disclosures).

F. Other Issues.

1. Balance sheet format—account form versus report form.

2. Questions on terminology.

a. Use of the term "surplus" is discouraged.

b. The term "reserve" should be used only to describe an appropriation of
retained earnings.

G. Statement of Cash Flows.

TEACHING TIP

Use Illustration 5-4 to give an overview of the purpose and composition of the
statement of cash flows.
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1. Purposes of the statement.

a. To provide information about the cash receipts and cash payments of an
entity during a period.

b. To summarize the operating, investing, and financing activities of the
business.

2. The statement is useful because it provides answers to the following important
questions:

a. Where did cash come from?

b. What was cash used for?

c. What was the change in the cash balance?

3. Classification of cash flows.  Cash flows from:

a. Operating activities.

b. Investing activities.

c. Financing activities.

4. Significant noncash transactions.

a. All significant financing and investing activities must be disclosed in the
statement or notes even though cash is not affected.
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b. Examples of transactions that must be disclosed:

(1) conversion of long-term debt to common stock.

(2) acquisition of property through issuance of stock or through exchange
for other property.

5. Investing activities and financing activities.

Investing Activities Financing Activities

Sale of noncurrent assets Issuance of equity securities

Sale of investments Issuance of debt

Collection of loans

Purchase of noncurrent assets Payment of dividends

Loans to other entities Retirement of debt or stock

6. Chapter 24 discusses preparation of the statement of cash flows in detail.

H. Usefulness of the statement of cash flows:

1. Creditors use information on the statement to predict a company’s ability to pay
its debt and investors to predict the ability to pay dividends.

2. Analysis of net cash provided by operating activities includes:

a. Current cash debt coverage:  used to determine if a company can pay off
its current liabilities from its operating activities.

b. Cash debt coverage:  used to determine if a company can repay all of its
liabilities from its operating activites.

c. Free cash flow:  used to determine the art of discretionary cash flow a
company has for additional investments, debt retirement, treasury stock, or
adding to its liquidity.
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TEACHING TIP

Illustration 5-5 provides the formulas for analyzing net cash provided by operating
activities.

3. Management uses data contained on the statement to prepare cash forecasts.

I. APPENDIX 5-A.  Ratio Analysis

1. Used to express the relationships between selected financial statement data.

2. Can be classified as:

a. Liquidity ratios:  measure the short-run ability to pay maturing obligations.

b. Activity ratios:  measure the effectiveness of asset usage.

c. Profitability ratios:  measure the success or failure of a firm.

d. Coverage ratios:  measure the degree of protection for long-term
creditors and investors.

TEACHING TIP

Use Illustration 5-6 to discuss the specific ratios included in each classification.

J. APPENDIX 5-B.  Specimen financial statements.

TEACHING TIP

Use Illustrations 5-7 and 5-8 to review the financial statements of Intel Corporation.


