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	10. Introduction
T
his is a  book for businesspeople. All decisions in a business
organization are made in accordance with how they will
affect the organization’s financial performance and future
financial health. Whether your background is in marketing, manu-
facturing, distribution, research and development, or the current
technologies, you need financial knowledge and skills if you are to
really understand your company’s decision-making, financial, and
overall management processes. The budget is essentially a finan-
cial process of prioritizing the benefits resulting from business op-
portunities and the investments required to implement those
opportunities. An improved knowledge of these financial proc-
esses and the financial executives who are responsible for them
will improve your ability to be an intelligent and effective partici-
pant.
The American economy has experienced incredible turmoil in
the years since this book was first published. Before U.S. govern-
ment intervention in 2008/2009, we were on the verge of our sec-
ond ‘‘great depression.’’ We witnessed the demise of three great
financial firms, Bear Stearns, Lehman Brothers, and AIG. Corpo-
rate bankruptcies were rampant, with General Motors, Chrysler,
and most of the major airlines filing. The U.S. government lent the
banks hundreds of billions of dollars to save the financial system,
while approximately seven million Americans lost their jobs (and
most of these jobs will never exist again; see Chapter 6, ‘‘Key Fi-
nancial Ratios,’’ for a discussion of employee productivity trends).
1
 


	11. 2 INTRODUCTION
The cumulative  value of real estate in this country declined by 40
percent; combining this with the 50 percent drop in the stock mar-
ket, millions of Americans lost at least half of their net worth. Ac-
counting scandals caused the downfall of many companies, the
demise of some major CPA firms, and jail time for some of the
principals involved. (Enron would not have happened had its CPA
firm done the audit job properly. Bernard Madoff’s Ponzi scheme
could not have been maintained had his CPA firm not been com-
plicit.) More than ever, business and organization managers re-
quire a knowledge of finance and accounting as a prerequisite to
professional advancement. It is for this reason that the second edi-
tion included additional accounting and regulatory compliance in-
formation and introduced the stronger analytical skills that are
necessary to navigate the global economic turmoil.
The depth of the 2008 recession intensified competitive pres-
sures as companies struggled to survive and regain their financial
health and profitability. As important and valuable as financial
knowledge was prior to the crisis (and the writing of the second
edition of this book), it is even more so now.
This book distinguishes itself from similar finance and ac-
counting books in many ways:
1. It teaches what accountants do; it does not teach how to do
accounting. Businesspeople do not need to learn, nor are
they interested in learning, how to do debits and credits.
They do need to understand what accountants do and why,
so that they can use the resulting information—the
financial statements—intelligently.
2. It is written by a businessperson for other businesspeople.
Throughout a lifetime of business, consulting, and training
experience, I have provided my audiences with down-to-
earth, practical, useful information. I am not an
accountant, but I do have the knowledge of an intelligent
user of financial information and tools. I understand your
problems, and I seek to share my knowledge with you.
3. It emphasizes the business issues. Many financial books
focus on the mathematics. This book employs mathe-
 


	12. INTRODUCTION 3
matical information  only when it is needed to support the
business decision-making process.
4. It includes a chapter on how to read an annual report. This
helps you to use the information that is available there,
including the information required by Sarbanes-Oxley, to
better understand your own company. Sarbanes-Oxley is
legislation passed by Congress and enforced by the Secu-
rities and Exchange Commission. The governance infor-
mation required by this act is highlighted and explained,
and its impact is analyzed. This chapter also identifies a
number of sources of information about your competition
that are in the public domain and that may be of great stra-
tegic value.
5. It includes a great deal of information on how the finance
department contributes to the profitability and
performance of the company. The financial staff should be
part of the business profitability team. This book describes
what you should expect from them.
6. It contains many practical examples of how the infor-
mation can be used, based upon extensive practical expe-
rience. It also provides a number of exercises, including
several case studies, as appendices.
Organization of the Book
This book is organized in four parts, which are followed by Appen-
dices A through F and the Glossary.
Part 1: ‘‘Understanding Financial Information,’’
Chapters 1 through 5
In Part 1, the reader is given both an overview and detailed infor-
mation about each of the financial statements and its components.
A complete understanding of this information and how it is devel-
oped is essential for intelligent use of the financial statements.
Each statement is described, item by item. The discussion ex-
plains where the numbers belong and what they mean. The entire
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structure of  each financial statement is described, so that you will
be able to understand how the financial statements interrelate
with each other and what information each of them conveys.
The financial statements that are discussed in Part 1 are:
? The balance sheet
? The income statement
? The statement of cash flows
Part 1 also contains a chapter on how to read and understand
an annual report. The benefits of doing so are numerous. They
include:
? Understanding the reporting responsibilities of a public
company
? Further understanding the accounting process
? Identifying and using information about competitors that
is in the public domain
Managers are always asking for more information about what
they should look for as they read the financial statements. In re-
sponse to this need, the second edition of this book included
greatly expanded Chapters 1, 2, and 3, along with a line-by-line
explanation of each component of the financial statement; these
chapters also include a preliminary analysis of the story that the
numbers are telling. For most of the numbers, the book answers
the questions: ‘‘What business conclusions can I reach by reading
these financial statements?’’ and ‘‘What are the key ‘red flags’ that
should jump out at me?’’
Each of these red flags is identified. Questions that you should
ask the financial staff are included, and the key issues and action
items that need to be addressed are discussed.
Chapters 4 and 5 introduce the reader to generally accepted
accounting principles (GAAP) and invaluable corporate docu-
ments, such as the annual report.
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Part 2:  ‘‘Analysis of Financial Statements,’’
Chapters 6 through 8
Part 2 focuses on the many valuable analyses that can be per-
formed using the information that was learned in Part 1. Business
management activities can essentially be divided into two basic
categories:
? Measuring performance
? Making decisions
Chapters 6 through 8 explain how to measure and evaluate the
performance of the company, its strategic business units, and even
its individual products.
Financial ratios and statistical metrics are very dynamic tools.
This section includes analyses that will help the businessperson
survive in our more complex economic environment. Technology
has changed the way we do business. This section includes discus-
sions of the customer interface, supply-chain management, global
sourcing, and financial measurement and controls.
Now that we have learned how to read and understand finan-
cial statements, we also understand how they are prepared and
what they mean. Part 2 identifies management tools that help us
use the information in financial statements to analyze the com-
pany’s performance. The ratios that will be covered describe the
company’s:
? Liquidity
? Working capital management
? Financial leverage (debt)
? Profitability and performance
Financial turmoil from 2007 to 2010 has resulted in the loss of
millions of jobs in the United States. Since 2010, millions of jobs
have been added as our economy recovered. Most of these jobs,
however, did not return in their previous form. Companies are fo-
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cusing on  measuring how much business revenue they can achieve
with a minimal increase in the number of employees. Technology,
the ease of global sourcing and trade, and the pressures on im-
proving financial performance have made intelligent financial
analysis of the business an absolute necessity—and one capable of
bringing great rewards.
In this regard, with the support of technology and improving
business models, revenue per employee, discussed in Chapter 6,
has become a key metric of a company’s effectiveness and its abil-
ity to compete and achieve. At the end of Chapter 6, we have in-
cluded a brief analysis which we call a ‘‘quick and dirty’’ financial
review. This imitates a not-so-hypothetical situation—you have 10
minutes to review a set of financials (the buzz phrase that the in-
group refers to when referring to the three financial statements)
prior to a meeting, perhaps when time is limited or you just want
a summary story of the information. The question is—What can
you look at in the financials to get a quick sense of the company?
Chapter 7 amplifies the formulas and processes specific to re-
turn on assets, and Chapter 8 includes a discussion of overhead
allocation, which also impacts financial analysis.
Part 3, ‘‘Decision Making for Improved Profitability,’’
Chapters 9 and 10
Part 3 discusses the key financial analysis techniques that manag-
ers can use to make decisions about every aspect of their business.
Financial analysis provides valuable tools for decision making. Fi-
nancial analysis of a proposed business decision requires disci-
plined forecasting. It requires that management quantify all of the
impacts that a proposed decision will have on the profitability and
financial health of their company. A careful, thoughtful, and thor-
ough financial analysis/forecast provides assurance that all of the
issues have been considered. Managers can then make their deci-
sions based upon their forecast.
Part 3 also explores and analyzes fixed-cost versus variable-
cost issues within the context of strategic planning. These include:
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? Supply-chain  management
? New product strategy
? Marketing strategy
? Product mix and growth strategies
? Outsourcing options
Measuring the performance of profit centers is no longer a
growing trend. It is now a necessary business practice. This is also
true of investment decision making based upon cash flow forecast-
ing techniques. The financial benefits of success are too valuable
and the financial penalties for failure too severe for companies to
make decisions without first extensively examining the cash flow
issues involved in each proposal. Part 3 explains the technique
called discounted cash flow. To determine the cash flow impact of
proposed investment decisions, there are several measures using
this technique:
? Internal rate of return
? Net present value
? Profitability index
The types of investments that are covered in this discussion
are:
? Capital expenditures
? Research and development
? Acquiring other companies
? Marketing programs
? Strategic alliances
Part 4: ‘‘Additional Financial Information,’’
Chapters 11 through 13
Part 4 describes in considerable detail some additional financial
information that will benefit the businessperson. It includes dis-
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cussions of  the planning process and the budget, and why they are
so important. It also covers the many ways in which the company
may obtain financing. While this is not a direct responsibility of
most members of the management team, knowledge of debt and
equity markets and sources of corporate financing will be very use-
ful for the business manager.
Appendices A Through F
In order to ensure that you have understood the information pro-
vided in this book, we have included six practice exercises in the
appendices. One of the goals of this book is to make the informa-
tion it provides really useful in your business management efforts.
An effective way to achieve this is to practice the lessons and anal-
yses.
Appendix A provides practice in constructing the three finan-
cial statements. This ‘‘fill in the blanks’’ exercise will reinforce the
knowledge gained in Part 1.
Appendix B is a glossary ‘‘matching’’ test. Seventy-nine finan-
cial terms are given, along with their definitions, but not in the
same sequence. This will reinforce understanding of the many
terms and ‘‘buzzwords’’ that businesspeople must understand
when they communicate with accounting people and use the in-
formation that they produce.
Appendix C is a comprehensive case study of a company that
is (in a financial sense) severely underachieving. The company’s
past performance must be analyzed using the knowledge gained in
Chapter 6, ‘‘Key Financial Ratios.’’ The case study also includes the
budget plan and forecasting techniques discussed in Chapters 10
and 12.
The format and content of financial information is seriously
affected by the business the company is in. Thus, Appendix D pro-
vides a list of 10 companies and 10 sets of financial information.
The goal is to figure out which set of financial information belongs
to which of the 10 companies. Providing actual, recognizable com-
panies provides the opportunity to understand how ratios behave
 


	18. INTRODUCTION 9
and is  another step forward in making the financial information
really useful.
Appendix E is a case study that demonstrates a return on in-
vestment analysis using the concept of discounted cash flow, which
is described fully in Chapter 10. The financial forecasting tech-
nique is very valuable and is applicable to many business situa-
tions, especially when they have strategic implications and/or
involve significant financial risk.
Appendix F is a case study that provides practice in analyzing
the opportunity to outsource production rather than accomplish it
internally. The fixed cost/variable cost supply-chain issue is de-
scribed in Chapter 9.
Answers are provided for all of the appendices, but please give
the exercises a try before you peek.
Additional Background
We study financial management because doing so helps us to man-
age our business more intelligently.
As mentioned earlier, business management activities may be
divided into two major categories:
? Measuring performance
? Making decisions
We measure the performance of products and markets in order to
understand the profitability of the business. Financial knowledge
concerning our company’s products, markets, and customers en-
ables us to make decisions that will improve its profitability.
The income statement measures the performance of the busi-
ness for a period of time, whether it be a year, a quarter, or a
month. It enables us to determine trends and identify strengths
and weaknesses in the company’s performance.
The balance sheet measures the financial health of the business
at a point in time, usually at the end of a month, a quarter, or a
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year. Can  the company afford to finance its future growth and pay
off its debts?
Breakeven analysis helps us to understand the profitability of
individual products. We use it to evaluate pricing strategies and
costs. The company uses the results of this analysis in decisions
concerning such things as outsourcing options, vertical integra-
tion, and strategic alliances.
This book surveys these financial tools. We will provide de-
scriptions and definitions of their components so that you can gain
an understanding of how they can help you and why you should
understand them.
Accounting Defined
Accounting is the process of recording past business transactions
in dollars (or any other currency). Training to become a certified
public accountant (CPA) involves learning the rules and regula-
tions of the following organizations:
? The Securities and Exchange Commission. This is an agency
of the federal government that, among other responsibil-
ities, prescribes the methodology for reporting accounting
results for companies whose stock is publicly traded. Most
private companies adhere to most of these rules, except for
the requirement that they publish the information.
? The Internal Revenue Service. This agency oversees the
filing of all corporate tax returns consistent with the tax
legislation passed by the U.S. Congress.
? The Board of Governors of the Federal Reserve System. This
executive branch federal agency prescribes the reporting
and accounting systems used by commercial banks.
Two private accounting organizations are integral to the account-
ing profession:
? The Financial Accounting Standards Board (FASB). This is a
research organization that evaluates, develops, and recom-
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mends the  rules that accountants should follow when they
audit the books of a company and report the results to
shareholders. The products of its efforts are reports known
as FASB Bulletins.
? The American Institute of Certified Public Accountants. This
is the accountants’ professional organization (trade associ-
ation). It is an active participant in the accounting dialogue.
The work of all of these organizations and the dialogue among
them, along with the work of the tax-writing committees of the
U.S. Congress, results in what are known as generally accepted ac-
counting principles.
Generally Accepted Accounting Principles
The concept of ‘generally accepted accounting principles’ (GAAP)
makes an invaluable contribution to the way in which business is
conducted. When a CPA firm certifies a company’s financial state-
ments, it is assuring the users of those statements that the com-
pany adhered to these rules and prepared its financial statements
accordingly.
Why Is GAAP Important?
The use and certification of GAAP provides comfort and credibility.
The reader of the reported financial statements is typically not
familiar with the inner workings of the company. GAAP gives a
company’s stockholders, bankers, regulators, potential business
partners, customers, and vendors some assurance that the infor-
mation provided in the company’s annual report is accurate and
reliable. It facilitates almost all business dealings.
Why Is GAAP an Issue for the Business Manager?
While accounting principles and practices are critical for the pre-
sentation of past history, their mechanics, requirements, and phi-
losophies are not necessarily appropriate for the business manager
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who is  seeking to analyze the business going forward. To under-
stand this issue, we need to define financial analysis.
Financial Analysis
Financial analysis is an analytical process. It is an effort to examine
past events and to understand the business circumstances, both
internal and external, that caused those events to occur. Knowing
and understanding the accounting information is certainly a criti-
cal part of this process. But to fully understand the company’s past
performance, it is important to also have information concerning
units sold, market share, orders on the books, utilization of pro-
ductive capacity, the efficiency of the supply chain, and much
more. Every month, we compare the actual performance with the
budget. This is not an accounting process. It is an analytical proc-
ess that uses accounting information.
Accounting is the reporting of the past. The budget reflects
management’s expectations for future events and offers a standard
of performance for revenues, expenses, and profits.
Financial analysis as a high-priority management process also
requires forecasting. A forecast is an educated perception of how a
decision that is being contemplated will affect the future of the
business. It requires a financial forecast—a financial quantification
of the anticipated effect of the decision on marketing and opera-
tional events, and therefore on cash flow.
Accounting/Forecasting/Budget Perspective
The end result of all the planning efforts in which a company en-
gages, including forecasting, must finally be the making of deci-
sions. These many decisions about people, spending allocations,
products, and markets are included in a report called a budget.
Therefore, the budget is really a documentation of all the decisions
that management has already made.
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The Issues
There  are frequently cultural clashes between the accounting de-
partment and the rest of the company. This results from the false
assumption that the philosophies and attitudes that are required
for accounting are also appropriate in business analysis and deci-
sion making. The budget is not an accounting effort. It is a man-
agement process that may be coordinated by people with
accounting backgrounds. A forecast need not adhere to accounting
rules. There is nothing in accounting training that teaches accoun-
tants to deal with marketing and operational forecasting and
decision-making issues. In addition, to the extent that the future
may not be an extension of the past, it is conceivable that past
(accounting) events may not be very relevant.
Accounting is somewhat precise. Forecasting, by its very
nature, is very imprecise. When the preparation of the budget be-
comes ‘‘accounting-driven,’’ those preparing it focus on nonexis-
tent precision and lose sight of the real benefits of the budget and
its impact on the bigger picture.
Accounting is conservative. It requires that the least favorable
interpretation of events be presented. Business forecasting needs
to be somewhat optimistic. Using a conservative sales forecast
usually means that the budget will be finalized at the lower end of
expectations. If the forecast is actually exceeded, as it is likely to be,
the company will not be totally prepared to produce the product or
deliver the services. In short, conservatism in accounting is re-
quired. Conservatism in business decision making can be very
damaging.
Business is risky and filled with uncertainty. Accounting is risk-
averse.
Resolution
To alleviate some of these cultural pressures, accountants need to
learn more about the business—its markets, customers, competi-
tive pressures, and operational issues—and all other business
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managers need  to learn more about the financial aspects of busi-
ness. This includes the language of accounting and finance, the
financial pressures with which the company must deal, and the
financial strategies that may improve the company’s competitive
position, operational effectiveness, and ultimate profitability.
Some Additional Perspectives on the
Planning Process
The planning process is a comprehensive management effort that
attempts to ensure that the company has considered all of the is-
sues and challenges facing it. The management team will focus on
the company’s strengths and weaknesses as well as on the re-
sources necessary to grow the business properly compared with
the resources available.
The financial team is a critical contributor to this process. The
following are some of the issues that require management focus.
The Customers
Why do our customers buy our products and services? Why do we
deserve their money? These are critical questions that must be an-
swered if we are to focus the company’s energies and resources
on those efforts that will sustain growth. We need to expand our
definition of ‘‘the highest quality’’ and devote corporate cash and
people to distinguishing the company from and staying ahead of
the competition.
Do we really know our customers’ needs, present and future?
Are we prepared to support them in their goal of succeeding in
their marketplace? Do they view us as a key strategic partner? After
all, we are in business to help our customers make money. If we
define our company’s strategic mission accordingly, our custom-
ers’ success will be ours. What we do is only a means to that end.
The Markets
Products and services are provided in numerous markets. These
may be defined by:
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? Geography
?  Product application
? Quality and perception of quality
? Means of distribution
? Selling channel (direct, distributor, Internet)
The process of thinking through the company’s future is an inte-
gral part of budget development. It requires that the management
team be in touch with trends and developments that will enhance
or detract from the company’s marketplace position. Periodic
‘‘outside-the-box’’ reexamination of each of these issues provides
opportunities for considerable marketplace and profit improve-
ment.
Resources
People and money must be dedicated to the most profitable,
fastest-growing segments of the business. These business seg-
ments represent the future of the company and should be properly
supported. Are our strategies and practices designed to hang on
to the more comfortable past rather than focusing on the future?
Intelligent planning and management controls do not inhibit cre-
ativity and aggressive risk taking. In fact, they ensure that the most
important opportunities receive the resources that they require if
they are to succeed.
The Planning Process
The planning process involves the following elements:
1. Thinking through the future of the business
2. Enhancing communication among members of the
management team so that plans and resources are consis-
tently focused
3. Researching markets, competitors, and technologies to
ensure currency of knowledge
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4. Deciding  among the identified opportunities and programs
5. Implementing those programs that contribute to the
company’s strategic position and profitability
6. Developing a budget that documents the plan, each of the
decisions made, and each department’s contribution to
achieving company goals
7. Developing intelligent management controls to ensure that
the company gets its money’s worth
8. Identifying and dealing with disruptive forces
What can happen to us from pressures we don’t know about?
Borders Book Stores was destroyed by Amazon, not by Barnes 
Noble. Tower Records by Apple Music. Camera film by smart-
phones.
Properly focusing the planning process on the company’s
strengths and weaknesses will help the company to achieve its
strategic and financial goals. If the company truly understands its
customers’ needs and helps them to achieve their goals, its prog-
ress will continue.
When all of these factors are put on the table, management
must decide what actions should be taken. The financial team
helps management to determine:
? How much the programs will cost
? The forecast profitability benefits of the programs
? Whether these forecast achievements are considered excel-
lent
? How much the company can afford
These questions are answered through the financial analysis of
each proposal. The company will evaluate the plans using return
on investment analysis, which is described in Chapter 10 of this
book. Once the decisions have been made, they are documented
in the budget. The budget identifies who will achieve what and
how much will be spent.
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The financial  team will then determine whether the budget is
guiding the company toward the achievement of its goals. It will
do so through an analysis of the company’s ratios. Ratio analysis is
described in Chapter 6.
Accountants will then record the actual events as they occur
each month. As described in Chapter 9, they will then compare the
actual revenues and spending with what was budgeted. This is
called variance analysis. This same chapter also describes some
of the operating decisions that will be made in order to enhance
performance and ensure budget success.
Since the business environment is constantly changing, finan-
cial analysis is an ongoing process. Assumptions must be reviewed
frequently, and action plans must be developed and revised to re-
spond to changes in those assumptions. Cash must be constantly
monitored.
With this perspective on the issues involved, context has been
developed. Turn to Chapter 1 to begin the discussion of financial
statements.
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The Balance Sheet
T
he balance sheet is a representation of the company’s fi-
nancial health. It is presented at a specific point in time,
usually the end of the fiscal (accounting) period, which
could be a year, a quarter, or a month. It lists the assets that the
company owns and the liabilities that the company owes to others;
the difference between the two represents the ownership position
(stockholders’ equity).
More specifically, the balance sheet tells us about the com-
pany’s:
? Liquidity. The company’s ability to meet its current obliga-
tions.
? Financial health. The company’s ability to meet its obliga-
tions over the longer term; this concept is similar to
liquidity, except that it takes a long-term perspective and
also incorporates strategic issues.
Financial strength reflects the company’s ability to:
? Secure adequate resources to finance its future.
? Maintain and expand efficient operations.
21
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? Properly support marketing efforts.
? Use technology for profitable advantage.
? Compete successfully.
The balance sheet also helps us to measure the company’s op-
erating performance. This includes the amount of profits and cash
flow generated relative to:
? Owners’ investment (stockholders’ equity)
? Total resources available (assets)
? Amount of business generated (revenue)
Analyzing the data in the balance sheet helps us to evaluate
the company’s asset management performance. This includes the
management of:
? Inventory, measured with an inventory turnover ratio
? Customer credit, measured using an accounts receivable
measure known as days’ sales outstanding or collection
period
? Total asset turnover, which reflects capital intensity
? Degree of vertical integration, which reflects management
efficiency and management of the supply chain
Mathematical formulas called ratios are very valuable in the
analytical process. They should be used to compare the company’s
performance against:
? Its standards of performance (budget)
? Its past history (trends)
? The performance of other companies in a similar business
(benchmarking)
Look at the balance sheet of the Metropolitan Manufacturing
Company, shown in Exhibit 1-1, dated December 31, 2016. Notice
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that it also gives comparable figures for December 31, 2015. Pro-
viding the same information for the prior year is called a reference
point. This is essential for understanding and analyzing the infor-
mation and should always be provided. The third column de-
scribes the differences in the dollar amounts between the two
years. This information summarizes cash flow changes that have
occurred between December 31, 2015, and December 31, 2016.
This very critical information is presented more explicitly in a re-
port called the sources and uses of funds statement or the statement
of cash flows, which is described more fully in Chapter 3. (The
numbers in parentheses in the fourth column refer to the line
items in Exhibit 3-1, The Sources and Uses of Funds Statement,
which we discuss in Chapter 3.)
Expenses and Expenditures
Before we look at the balance sheet in detail, we need to under-
stand the difference between the concepts of expenses and ex-
penditures. Understanding this difference will provide valuable
insights into accounting practices.
An expenditure is the disbursement of cash or a commitment
to disburse cash—hence the phrase capital expenditure. An ex-
pense is the recognition of the expenditure and its recording for
accounting purposes in the time period(s) that benefited from it
(i.e., the period in which it helped the company achieve revenue).
The GAAP concept that governs this is called the matching
principle: Expenses should be matched to benefits, which means
that they should be recorded in the period of time that benefited
from the expenditure rather than the period of time in which the
expenditure occurred.
The accounting concepts that reflect this principle include the
following:
? Depreciation
? Amortization
? Accruals
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Exhibit 1-1. Metropolitan Manufacturing Company, Inc.
Comparative Balance Sheets
December 31, 2016 and 2015 ($000)
2016 2015 Changes See Line
1. Cash $ 133 $ 107 26 (47)
2. Marketable Securities 10 10
3. Accounts Receivable 637 597 40 (43)
4. Inventory 1,229 931 298 (42)
5. Current Assets $2,009 $1,645
6. Investments 59 62 3 (39)
7. Fixed Assets
8. Gross Book Value $1,683 $1,649 34 (41)
9. Accumulated Depreciation (549) (493) 56 (35)
10. Net Book Value $1,134 $1,156
11. Total Assets $3,202 $2,863
12. Accounts Payable $ 540 $ 430 110 (37)
13. Bank Notes 300 170 130 (36)
14. Other Current Liabilities 58 19 39 (38)
15. Current Portion of Long-Term
Debt 0 0
16. Total Current Liabilities $ 898 $ 619
17. Long-Term Debt $ 300 $ 350 50 (44)
18. Total Liabilities $1,198 $ 969
19. Preferred Stock 150 150
20. Common Stock 497 497
21. Retained Earnings 1,357 1,247 110 (34)
(45)
22. Stockholders’ Equity $2,004 $1,894
23. Total Liabilities and
Stockholders’ Equity $3,202 $2,863
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? Reserves
? Prepaid Expenses
Let’s review one example. Suppose a company buys equipment
(makes a capital expenditure) for $100,000. The company expects
the equipment to last (provide benefits) for five years. This is called
the equipment’s estimated useful life. Using the basic concept
called straight-line depreciation (to be discussed later in this chap-
ter), the depreciation expense recorded each year will be:
$100,000
5
 $20,000
Each year there will be an expense of $20,000 on the company’s
income statement. Clearly, no such cash expenditures of $20,000
were made during any of those years, only the initial $100,000.
Assets
The assets section of the balance sheet is a financial representation
of what the company owns. The items are presented at the lower
of their purchase price or their market value at the time of the
financial statement presentation (see the discussion of GAAP in
Chapter 4).
Assets are listed in the sequence of their liquidity, that is, the
sequence in which they are expected to be converted to cash.
1. Cash, $133,000
Cash is the ultimate measure of an organization’s short-term
purchasing power, its ability to pay its debts and to expand and
modernize its operations. It represents immediately available pur-
chasing power. This balance sheet category primarily consists of
funds in checking accounts in commercial banks. This money may
or may not earn interest for the company. Its primary characteris-
tic is that it is immediately liquid; it is available to the firm now.
This account may also be called Cash and Cash Equivalents or
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Cash and Marketable Securities. Cash equivalents are securities
with very short maturities, perhaps up to three months, that can
earn some interest income for the company.
2. Marketable Securities, $10,000
This category includes the short-term investments that companies
make when they have cash that will not be needed within the next
few weeks or months. As a result of intelligent cash planning, the
company has the opportunity to earn extra profit in the form of
interest income from these securities. Some companies earn siz-
able returns from these investments, particularly when interest
rates are high.
The securities that can be placed in this category include cer-
tificates of deposit (CDs), Treasury bills, and commercial paper. All
have very short maturities, usually 90 to 180 days. CDs are issued
by commercial banks. Treasury bills are issued by the U.S. govern-
ment, and commercial paper is issued by very large, high-quality
industrial corporations.
Purchasing these high-quality securities, which generally have
little or no risk (with the exception of recent history, when regula-
tory oversight was deficient), gives a company the opportunity to
earn interest on money that it does not need immediately.
3. Accounts Receivable, $637,000
When a company sells products to customers, it may receive im-
mediate payment. This may be done through a bank draft, a check,
a credit card, a letter of credit, a wire transfer, or, in the case of a
supermarket or retail store, cash. On the other hand, as part of
the selling process, the customer may be given the opportunity to
postpone paying for the products or services until a specified fu-
ture date. This is referred to as giving the customer credit. Accounts
receivable is the accounting term that describes the value of prod-
ucts delivered or services provided to customers for which the cus-
tomers have not yet paid. The typical time period that companies
wait to receive these funds is 30 to 60 days.
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In order to have accounts receivable, the company needs to
have earned revenue. Revenue is the amount of money that the
company has earned by providing products and services to its cus-
tomers. Sometimes cash is received before revenue is earned, as
when a customer makes a down payment. Retail stores usually re-
ceive their cash when they earn the revenue. For credit card sales,
including PayPal and Apple iPay, this is usually the next day. Most
other corporations receive their cash after they earn their revenue,
resulting in accounts receivable.
A further word about revenue. It is not uncommon in certain
businesses for the company to receive some advanced payment.
As we just mentioned, there might be a down payment when an
order is placed. And there are even circumstances when the com-
pany receives all of the cash before it actually earns the revenue.
When a company designs customized products for sale to one
specific customer, for example, it may require payment in full be-
fore production actually begins. It may be hiring people specific to
the job, buying materials not useful anywhere else, and making a
product not sellable to any other customer, especially if the design
is owned by the customer placing the order. The financial risk of
the customer paying slowly or maybe not at all might be too great.
When a company licenses software for a three-year period, it
may be required to pay for the three-year license in advance. Tech-
nically we do not buy software; we buy the privilege of using it for
a specified period of time in the form of a license.The practice of
paying in advance is quite common when hiring consulting firms
for major long-term projects. Payments might be made monthly,
in advance of the project’s progress.
When a company receives funds in advance of the work done,
this cash appears on the balance sheet as an asset called ‘‘deferred
revenue.’’ There will be a commensurate liability on the balance
sheet to represent the work that the company ‘‘owes’’ to the cus-
tomer. On day one of the project, these asset and liability amounts
will be the same. If Metropolitan Manufacturing Company had re-
ceived advanced customer payments (which it has not), the de-
ferred revenue would appear as a current asset on the balance
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sheet, and as a long-term asset if the arrangement is expected to
last more than one year.
4. Inventory, $1,229,000
This represents the financial investment that the company has
made in the manufacture or production (or, in the case of a retail
store, the purchase) of products that will be sold to customers. For
manufactured goods, this amount is presented in three categories:
finished goods, work in process, and raw materials.
Finished Goods. These are fully completed products that are ready
for shipment to customers. The amounts shown on the balance
sheet include the cost of purchased raw materials and components
used in the products, the labor that assembled the products at
each stage of their value-adding manufacture (called direct labor),
and all of the support expenditures (called manufacturing over-
head) that also helped to add value to the products. Products in
this category are owned by the company, and thus are presented as
assets. They will remain so until they are delivered to a customer’s
premises or the customer’s distribution network (vehicles or ware-
house) and the customer has agreed to take financial responsibility
for them (the customer buys them).
Work in Process. Inventory in this category has had some value
added by the company—it is more than raw materials and compo-
nents, but it is not yet something that can be delivered to the cus-
tomer. If the item has been the subject of any activity by the
production line, but is not yet ready for final customer acceptance,
it is considered work in process.
Raw Materials. Raw materials are products or components that
have been received from vendors or suppliers and to which the
company has done nothing except receive them and store them in
a warehouse. Since the company has not yet put the raw materials
into production, no value has yet been added. The amount pre-
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sented in this category may include the cost of bringing the prod-
uct from the vendor to the company’s warehouse, whether this
freight cost is paid separately, itemized in the vendor’s invoice, or
just included in the purchase price.
5. Current Assets, $2,009,000
This is the sum of the asset classifications previously identified:
cash, marketable securities, accounts receivable, and inventory,
plus a few more minor categories. It represents the assets owned
by the company that are expected to become cash (liquid assets)
within a one-year period from the date of the balance sheet.
Presentation of Current Assets. Accounts receivable is usually pre-
sented net of an amount called allowance for bad debts. Sometimes
it is called ‘‘accounts receivable (net).’’ This is a statistically derived
estimate of the portion of those accounts receivable that will not
be collected. It is based on an analysis of the company’s past expe-
rience in the collection of funds. This estimate is made and the
possibility of uncollected funds recognized, even though the com-
pany fully expects to receive all of the funds in each account in its
accounts receivable list. All of the amounts included in the ac-
counts receivable balance were originally extended to creditworthy
customers who were expected to pay their bills in a timely
manner—otherwise credit would not have been extended to the
customers. However, sometimes the unexpected does occur and
some funds will not be collected.
This reserve or allowance for bad debts is statistically derived
based on past collection experiences. It is usually in the range of 1
to 2 percent of accounts receivable. (There are exceptions to this,
particularly for pharmaceuticals and medical products.) The
amount is established by the company’s internal accounting staff
and is reviewed and revised annually based on the company’s ac-
tual collections experience.
For Metropolitan Manufacturing Company, the calculation of
net accounts receivable is as follows:
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Accounts Receivable $647,000
Allowance for Bad Debts (10,000)
Accounts Receivable (net) $637,000
Accounting for inventory also has some specific characteristics
of which the reader should be aware.
The figure given for inventory is the amount it cost the com-
pany to buy raw materials and components and to produce the
product. The amounts presented are based on the accounting
principle lower of cost or market. If the economic value of the in-
ventory improves because of selling price increases or improve-
ment in other market conditions, or because the cost of replacing
it has increased, the inventory amounts on the balance sheet do
not change. This is true even if the raw material is a commodity,
like oil, whose price in the marketplace increased considerably
until late 2014. Inventory is presented at cost, which is lower than
market value at that point in time. However, if the value of the
inventory decreases because selling prices are soft or because the
prospects for its sale have significantly diminished, then the bal-
ance sheet must reflect this deteriorated value. This could also
occur if the cost to replace the commodity has decreased below
the price originally paid. In this case, where market value is below
cost, the inventory amounts will be presented at market. This cost
deterioration in the oil business was dramatic between late 2014
and 2015.
The accounting process necessary to reflect this latter condi-
tion is called a writedown. The company would be required to
write down the value of the inventory to reflect the reduced value.
Oil companies that own inventory have been required to write
down this inventory on their books. Some airlines bought enough
gasoline to cover their needs for a year or so. The value of these
hedges, which are treated as an asset, were also written down in
early 2015.
6. Investments (and Intangible Assets), $59,000
There are a number of possible components of these two catego-
ries. These include:
 


	40. THE BALANCE SHEET  31
? Ownership of other companies
? Partial equity stakes in other companies, including joint
ventures
? Patents
? Trademarks
? Copyrights
? Goodwill
This information is also presented at the lower of cost or mar-
ket. If the market value of a patent increases by millions of dollars
above what the company paid for the right to use it or develop it,
this very positive business development will not be reflected on
the balance sheet. However, if the asset proves to be disappointing
or without value, this must be reflected by a writedown or write-
off. Accounting does not reflect the improved economic value of
the assets, regardless of the business certainty of that improve-
ment.
7. Fixed Assets
Fixed assets are assets owned by the company that are used in the
operation of the business and are expected to last more than one
year. They are sometimes called tangible assets and often represent
a substantial investment for the company. Included in this cate-
gory are:
? Land. This can be the site of an office, factory, or ware-
house, or it might be vacant and available for future use.
? Buildings. This includes any structures owned by the
company, such as factories or other production facilities,
offices, warehouses, distribution centers, and vehicle
parking and repair facilities.
? Machinery and equipment. This category includes all
production machinery, office equipment, computers, and
any other tangible assets that support the operations of the
company.
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? Vehicles. Trucks (tractors and trailers), company cars used
by salespeople or managers, and rail cars owned by the
company are included in this category.
? Furniture and fixtures. This also includes leasehold
improvements to real estate on a long-term lease.
Again, fixed assets are tangible assets owned by the company
that are used in the operation of its business and are expected to
last more than one year. One of the generally accepted accounting
principles identified in Chapter 4 is materiality. This relates to the
significance or importance of an accounting event relative to the
overall financial statement presentation. As a result, companies are
permitted to identify a threshold dollar amount below which a pur-
chased item will be recorded as an expense on the company’s in-
come statement and will not appear on the balance sheet at all, even
though the item is expected to provide benefit for more than one
year and therefore would otherwise be considered a tangible asset.
This threshold amount can be as much as several thousand
dollars. Thus if the company buys a single desk for $1,000, it may
be treated as an expense on the income statement and charged to
the budget accordingly. However, if the company buys 20 of these
desks (and the accompanying chairs), the desks will be presented
as furniture and fixtures, recorded as a capital expenditure, and
treated as a fixed asset on the balance sheet.
Thus, the amended definition of a fixed asset is a tangible item
that the company buys, will use in the business, and expects to last
more than one year, and that costs more than the predetermined
threshold dollar amount when purchased.
8. Gross Book Value, $1,683,000
This records the original amount paid, at the time of purchase, for
the tangible assets that the company currently owns, subject to the
lower of cost or market accounting rule. This amount never reflects
improved economic value, even if, for example, a piece of real es-
tate was purchased 30 years earlier and has greatly increased in
market value.
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9. Accumulated Depreciation, ($549,000)
This is sometimes called the Reserve or Allowance for Deprecia-
tion. It is the total amount of depreciation expense that the com-
pany has recorded against the assets included in the gross book
value.
When tangible assets are purchased and recorded on the bal-
ance sheet as fixed assets, their value must be allocated over the
course of their useful life in the form of a noncash expense on the
income statement called depreciation. The useful or functional life
is estimated at the time the asset is purchased. Using one of several
accounting methodologies, the gross book value is then appor-
tioned over that time period. The accumulated depreciation
amount on the balance sheet tells us how much has been recorded
so far. The concept of a noncash expense is explored further later
in this chapter.
10. Net Book Value, $1,134,000
This is the difference between the gross book value and the accu-
mulated depreciation amounts. It has little, if any, analytical sig-
nificance.
11. Total Assets, $3,202,000
This is the sum total of current assets, the net book value of fixed
assets and investments, and any other assets that the company
may own.
Important Accounting Concepts Affecting
the Balance Sheet
Accounting for Fixed Assets
Suppose a company makes a capital expenditure of $100,000 for a
fixed asset that is expected to last five years. The presentation of
this in the financial statements would be as follows:
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Income
Statement
Balance (annual
Sheet expense)
Year 1
Gross Book Value $100,000 Depreciation Expense $20,000
Accumulated Depreciation (20,000)
Net Book Value $ 80,000
Year 2
Gross Book Value $100,000 Depreciation Expense $20,000
Accumulated Depreciation (40,000)
Net Book Value $ 60,000
The gross book value on the balance sheet will be $100,000. This is
a record of what the company paid for the asset when it was pur-
chased. During the first year, the annual depreciation expense on
the income statement will be $20,000.
The accumulated depreciation on the balance sheet is the total
amount of depreciation expense included on the income state-
ment from the time the fixed asset(s) were purchased. The net
book value is the difference between the two.
Notice that the gross book value remains the same in Year 2.
This amount may increase if significant enhancements are made
to the asset, or it may decrease if the asset deteriorates in value,
resulting in a writedown. Generally, however, the amount will re-
main the same over the entire life of the asset.
The accumulated depreciation in Year 2 is the sum total of the
depreciation expenses recorded in Years 1 and 2. It is cumulative.
In Year 5, and for as long as the asset is useful, it will remain
on the balance sheet as:
Gross Book Value $100,000
Accumulated Depreciation (100,000)
Net Book Value 0
At this point, the asset has no ‘‘book’’ value. It is said to be fully
depreciated. Its value to the business, however, may still be sub-
stantial. When the asset is ultimately retired, its gross book value,
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accumulated depreciation, and net book value are removed from
the balance sheet.
Depreciation Methods. The most common method of deprecia-
tion, and the one used in this example, is called straight-line. It
basically involves dividing the gross book value by the number of
years in the useful life of the asset. Thus, in the example, the an-
nual depreciation expense will be:
$100,000
5 yrs
 $20,000
There are three other methods that are often used. They are:
? Double-declining balance
? Sum of the years’ digits
? Per-unit calculation
Double-Declining-Balance. Notice that in straight-line deprecia-
tion, depreciation expense for an asset with a five-year life is 20
percent (100 percent divided by 5 years) times the gross book
value. (If the depreciable life were different from five years, the
calculation would change.) In the double-declining-balance
method, the percentage is doubled, in this case to 40 percent, but
the percentage is multiplied by the net book value. The calculation
of the depreciation expense based upon a gross book value of
$100,000 is as follows:
Depreciation
Expense
Year Net Book Value  40% Remaining Balance
1 $100,000  40%  $ 40,000 $100,000  $40,000  $60,000
2 $ 60,000  40%  $ 24,000 $ 60,000  $24,000  $36,000
3 $ 36,000  40%  $ 14,400 $ 36,000  $14,400  $21,600
4 $ 21,600  2  $ 10,800 $ 21,600  $10,800  $10,800
5 $ 10,800 $ 10,800  $10,800  0
$100,000
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Notice that the first year’s depreciation expense is double the
amount that it would have been using the straight-line method.
Also, when the annual expense becomes less than what it would
have been under the straight-line method, the depreciation ex-
pense reverts to straight-line for the remaining years. Some com-
panies use this method for tax purposes. The first and second
years’ expense is higher than what straight-line would have
yielded, so the tax savings for those years will be higher. Tax rules
for depreciation are changing all the time. The threshold amount
used to determine what is a fixed asset and what is an expense also
changes frequently.
Sum-of-the-Years’-Digits. In this method, numbers representing
the years are totaled, then the order of the numbers is inverted and
the results are used to calculate the annual depreciation expense.
The calculations are:
1  2  3  4  5  15
Annual
Year Expense
1 $100,000  5/15  $ 33,333
2 $100,000  4/15  $ 26,666
3 $100,000  3/15  $ 20,000
4 $100,000  2/15  $ 13,334
5 $100,000  1/15  $ 6,667
$100,000
This method results in a depreciation expense for the first two
years that is higher than that produced by straight-line but lower
than that produced by the double-declining-balance method.
Per-Unit. The third depreciation method identified is often built
into the cost accounting system of manufacturing companies. It
involves dividing the cost of the fixed asset by the total number of
units it is expected to manufacture during its useful life. If a ma-
chine is expected to produce 200,000 units of product over its use-
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ful life, the per-unit depreciation expense will be calculated as
follows:
$100,000
200,000
 $0.50 per unit
If production during the first year is 60,000 units, the annual
expense that first year will be 60,000 x $0.50  $30,000.
In most manufacturing standard cost systems, the depreciation
expense per unit is built into the manufacturing overhead rate or
burden.
In all methods of calculating depreciation, accounting princi-
ples are not compromised. To summarize:
? Useful life determines the number of years of depreciation.
? Consistency is required.
? The total of the depreciation expense is usually equal to the
original investment.
Accounting for Inventory: LIFO Versus FIFO
Accountants in a company that manufactures or sells products are
required to adopt a procedure to reflect the value of the inventory.
This is an accounting procedure and has no bearing on the physi-
cal management of the product. The accounting procedures are
commonly known as LIFO and FIFO, which mean last-in, first-out
and first-in, first-out. An example will best illustrate this.
A company purchases 600 of product at the following prices:
Units Price Expenditure
100 units @ $1.00 each $ 100.00
200 units @ $2.00 each $ 400.00
300 units @ $3.00 each $ 900.00
600 units $1,400.00
Now suppose that 400 units are sold and 200 units remain in in-
ventory. The accounting questions are: What was the cost of the
 


	47. 38 UNDERSTANDING FINANCIAL  INFORMATION
goods that were sold? And what is the value of the inventory that
remains?
Under LIFO, the goods that were purchased last are assumed
to have been sold first. Therefore, the cost of goods sold (COGS)
would be $1,100 and inventory would be $300, calculated as fol-
lows:
Cost of Goods Sold:
300 units  $3.00  $ 900
100 units  $2.00  $ 200
COGS 400 units  $1,100
Inventory:
100 units  $2.00  $200
100 units  $1.00  $100
Inventory 200 units $300
Under FIFO, the goods that were purchased first are assumed
to have been sold first. Therefore, the cost of goods sold would be
$800 and inventory would be $600, calculated as follows:
Cost of Goods Sold:
100 units  $1.00  $100
200 units  $2.00  $400
100 units  $3.00  $300
COGS 400 units $800
Inventory:
200 units  $3.00  $600
Companies may also identify the actual cost of each unit if this
can be readily done or calculate a running average. In this exam-
ple, the per-unit value of cost of goods sold and inventory would
be:
$2.33  $1,400/600 units
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This gives a value of $933 for cost of goods sold and $467 for inven-
tory.
Liabilities (line 18)
Liabilities are the amounts that the company owes to others for
products and services it has purchased and amounts that it has
borrowed and therefore must repay.
Current liabilities include all money that the company owes
that must be paid within one year from the date of the balance
sheet. Long-term liabilities are those that are due more than one
year from the date of the balance sheet. Included in current liabili-
ties are accounts payable, short-term bank loans, and accrued ex-
penses (which we have included in other current liabilities). There
are no issues of quality in these classifications, only time. The
current liabilities and current assets classifications are time-
referenced.
12. Accounts Payable, $540,000
Accounts payable are amounts owed to vendors or suppliers for
products delivered and services provided for which payment has
not yet been made. The company has purchased these products
and services on credit. The suppliers have agreed to postpone the
receipt of their cash for a specified period as part of their sales
process. Normally this money must be paid within a 30-to 60-day
time period.
13. Bank Notes, $300,000
This amount has been borrowed from a commercial bank or some
other lender and has not yet been repaid. Because the amount
must be repaid within one year, it is classified as a current liability.
This amount includes only the principal owed. It does not include
interest that will be due in the future because that money is not
yet due.
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14. Other Current Liabilities, $58,000
This category includes all the short-term liabilities not included in
any other current liability category. They are primarily the result of
accruals. At any given point in time, the company owes salaries
and wages to employees, interest on loans to banks, taxes, and fees
to outsiders for professional services. For example, if the balance
sheet date falls on a Wednesday, employees who are paid each
Friday have worked for three days up to the balance sheet date.
Thus, the company owes these employees three days’ pay as of the
balance sheet date, and that liability is recorded as an accrual on
the balance sheet and an accrued expense on the income state-
ment.
15. Current Portion of Long-Term Debt
This category includes liabilities that had a maturity of more than
one year when the funds were originally borrowed, but that now,
because of the passage of time, are due in less than one year as of
the date of the balance sheet.
16. Total Current Liabilities, $898,000
This is the total of all of the funds owed to others that are due
within one year from the date of the balance sheet. It includes ac-
counts payable, short-term loans, other current liabilities, and the
current portion of long-term debt.
17. Long-Term Debt, $300,000
Long-term debt is amounts that were borrowed from commercial
banks or other financial institutions and are not due until some-
time beyond one year from the date of the balance sheet. Their
maturity ranges from just over one year to perhaps twenty or thirty
years. This category may include a variety of long-term debt secu-
rities, including debentures, mortgage bonds, and convertible
bonds. If the category is titled Long-Term Liabilities, it may also
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include liabilities to tax authorities, including the IRS, states, and
foreign governments.
Stockholders’ Equity, $2,004,000 (line 22)
Stockholders’ equity represents the cumulative amount of money
that all of the owners of the business have invested in the business
since the date the corporation began. They accomplished this in a
number of ways. Some of the investors purchased preferred shares
from the company. For Metropolitan Manufacturing Company, the
cumulative amount that these investors put in is $150,000. Other
investors (or perhaps the same people) purchased common shares
from the company. The cumulative amount that they put in is
$497,000. The third form of investment takes place when the own-
ers of the company (the owners of common stock) leave the profits
of the company in the business rather than taking the money out
of the company in the form of dividends. The cumulative amount
of this reinvestment is represented on the balance sheet by the
retained earnings of $1,357,000.
Remember that the amounts shown for preferred stock, com-
mon stock, and retained earnings are the historical amounts that
the company received when it sold those securities and retained
the profits. There is no relation between these amounts and the
current value of the business or its shares, should they be bought
and sold on a market.
19. Preferred Stock, $150,000
Holders of this class of stock receive priority in the payment of
returns on their investment, called dividends. Preferred stock car-
ries less risk than common stock (to be discussed next) because
the dividend payment is fixed and must be made before any profit
is distributed (dividends are paid) to the holders of common stock.
Holders of preferred shares will also have priority over common
shareholders in getting their funds returned if the firm is liquidated
in a bankruptcy. The holders of preferred shares are not consid-
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ered owners of the business. Hence, they generally do not vote for
the company’s board of directors. However, a corporate charter
might provide that they do get to vote for the board of directors if
the preferred dividend is not paid for a certain period of time.
Although preferred shares are sometimes perceived as a ‘‘debt’’
of the company without a due date, they are not actually a debt of
the company, but rather are part of equity. Because the preferred
dividend is not an obligation of the company, unlike interest pay-
ments on long-term debt, these securities are considered to have a
higher ‘‘risk’’ than long-term debt. Because of this higher risk, the
dividend yield on preferred stock will usually be higher than the
interest rate that the company pays on long-term debt.
20. Common Stock, $497,000
The owners of common stock are the owners of the business. This
balance sheet line amount represents the total amount of money
that people have invested in the business since the company
began. It includes only those stock purchases that were made di-
rectly from the company. The amount presented is the historical
amount invested, not the current market value of those shares. In
most cases, for each share owned, the holder is entitled to one vote
for members of the board of directors. There are some companies
that have different classes of common stock with different num-
bers of votes per share. This explains why some families or individ-
uals can control very large corporations even though they actually
own a small minority of the shares.
21. Retained Earnings, $1,357,000
When the company achieves a profit in a given year, the owners
are entitled to remove those funds from the company for their per-
sonal use. It is their money. However, the decision to distribute
profits to the shareholders in the form of dividends is made by the
board of directors (representing the owners), usually on a quarterly
basis. The board of directors evaluates the company’s cash posi-
tion, the net income that the company is achieving, and it consid-
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ers the desire of the shareholders to receive dividends. When it
believes that this is warranted, the board will ‘‘declare’’ a dividend
payment and, soon thereafter, distribute the funds.
However, if the business is in need of funds to finance expan-
sion, pay down debt, or take advantage of other profitable oppor-
tunities, the owners may leave all or part of their profit in the
company. The portion of the total profits of the company that the
owners have reinvested in the business during its entire history is
called retained earnings. The retained earnings on the company’s
balance sheet is the cumulative net income that the company has
achieved throughout its entire history minus the cash dividends
that the company has paid to its shareholders throughout its entire
history. The difference between these is the cumulative amount
retained.
Collectively, preferred stock, common stock, and retained
earnings are known as stockholders’ equity or the net worth of the
business.
Total Liabilities and Stockholders’ Equity,
$3,202,000 (line 23)
On most balance sheets, the accountants will total the liabilities
and stockholders’ equity. Notice that this amount is equal to the
total amount of the assets. While this is something of a format con-
sideration, it does have some significance that we can review here.
The balance sheet equation (Assets  Liabilities  Stockhold-
ers’ Equity) is always maintained throughout the entire accounting
process. The equation is never out of balance. If a company
stopped recording transactions at any point in time and added up
the numbers, assets minus liabilities would be equal to stockhold-
ers’ equity.
The balance sheet equation also holds for any business or per-
sonal transaction. You cannot buy a house (asset) for $400,000 un-
less the combination of the amount you can borrow (liabilities)
and the amount you have in your own funds (equity) is equal to
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that $400,000 amount. The asset is what you buy; the liability and
the equity are how the purchase is financed.
Assets  Liabilities  Equity: $400,000  $300,000  $100,000
If you can borrow only $300,000 and you don’t have $100,000 in
cash, you cannot buy the house for $400,000. This analogy is ex-
actly applicable for business transactions and the corporate bal-
ance sheet.
Additional Balance Sheet Information
Description of Marketable Securities
Short-term marketable securities are investments that the com-
pany makes because it has extra cash available that it will not need
for at least a few months. The company buys these securities in
order to earn interest; for a large company, the amount involved
can be substantial. Apple has billions of dollars. These securities
may have some risk, but they usually do not involve a high degree
of risk. They can have maturities of between one month and one
year.
Certificates of Deposit. Certificates of deposit, or CDs, are issued
by commercial banks. They are very similar to the CDs that con-
sumers can buy in their local bank, except that the amounts are
larger.
Treasury Bills. These are essentially the same as CDs, except that
they are issued by the U.S. government.
Commercial Paper. Commercial paper behaves very much like
CDs and Treasury bills, but it is issued by very large industrial cor-
porations that need to borrow funds for a very short period of time.
It is purchased by banks and by other corporations that have ex-
cess money to invest.
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Types of Short-Term Debt
Here is a brief summary of the various sources of financing avail-
able to support the business.
Revolving Credit. This is a short-term loan, usually from a com-
mercial bank. While it is often callable by the bank at any time,
which means that the bank can demand repayment with minimal
notice, it often remains open for extended periods of time. It is
usually secured by the company’s accounts receivable and inven-
tory. Some banks require the company to pay off this loan for at
least one month during the year, probably during its most ‘‘cash
rich’’ month. Such a loan may also be called a working capital loan.
Zero-Balance Account. This type of short-term working capital
loan has a very specific feature: Customer payments go directly to
the bank, which uses the funds to reduce the outstanding loan.
This benefits the company by reducing its interest expense. When
the company writes checks, the bank deposits enough funds in the
company’s account to cover the payments, increasing the out-
standing loan. Hence the checking account always has a zero bal-
ance.
Factoring. This is a short-term working capital financing tech-
nique in which the company actually sells its accounts receivable
to a bank or to a firm called a factoring company. Customer pay-
ments are made directly to the bank that owns the receivable. This
is a fairly expensive form of financing, often costing 2 to 4 percent
per month. Sometimes the sale of the accounts receivable is with-
out recourse. This means that the bank assumes the credit risk of
collecting the funds from the company’s customers.
Types of Long-Term Debt
There are several kinds of securities that a company can issue in
order to acquire debt financing for extended periods of time. The
maturity of these securities is always more than one year and could
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be as much as thirty or forty years, or even longer. The interest on
these securities is known as the coupon rate.
Debentures. Debentures are corporate bonds whose only collateral
is the ‘‘full faith and credit’’ of the corporation. They usually pay
interest to their holders on a quarterly or semiannual basis. In a
bankruptcy, the holders of these bonds would be general creditors.
Mortgage Bonds. Mortgage bonds are similar to debentures, ex-
cept that the collateral on the loan is specific assets, usually real
estate. The holders of these securities are said to be ‘‘secured lend-
ers’’ because of the specified collateral. In a bankruptcy, the own-
ers of mortgage bonds will generally have the right to all of the
specified assets until their claims are satisfied.
Subordinated Debentures. These are exactly the same as deben-
tures, except that, in the event of bankruptcy, holders of these
securities must wait until all holders of mortgage bonds and de-
bentures have been financially satisfied before they can claim any
of the assets of the company. Hence their lien on the company’s
assets is ‘‘subordinated.’’ Because of this riskier position, the inter-
est rate on subordinated debentures will be higher than that on
mortgage bonds and senior debentures. Bonds that are really sub-
ordinated may be labeled ‘‘high-yield’’ or ‘‘junk bonds.’’
Convertible Bonds. These bonds are the same as debentures ex-
cept that their holders have the option of turning them in to the
company in exchange for a specified number of shares of common
stock (converting them). There is an ‘‘upside’’ growth opportunity
for holders of these securities, because if the company does very
well, the price of the common shares for which the bond can be
exchanged increases. As a result of this additional financial benefit,
the interest rate on a convertible bond will usually be much lower
than the rate on a regular debenture. The common stock price at
which conversion is worthwhile is often called the strike price. It is
much higher than the stock price at the time of original issue.
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Zero-Coupon Bonds. These are bonds with a long-term maturity,
probably 10 to 20 years. They are very different from other bonds
in that the company pays no annual interest. Instead, it sells the
bond at a significant discount from its face value. Since the buyer
receives the face value of the bond at maturity, the buyer is effec-
tively earning ‘‘interest’’ each year as the value of the bond in-
creases. For example, a 10-year, $1,000 bond with a 9 percent
interest rate will be sold for $422.40, which is its present value, or
the amount that, if invested at 9 percent, would equal $1,000 in 10
years. If the buyer holds this bond for 10 years, the company will
pay the buyer the full $1,000. The investor will achieve an effective
annual yield of 9 percent. The interest rate will be slightly higher
than that on a regular debenture. Pension funds that don’t need
the annual cash income find this attractive. The seller enjoys the
fact that no annual interest payments need be made, giving the
company the cash for many years to grow its business. Of course,
the company must repay the full $1,000 at maturity.
Analysis of the Balance Sheet
An extensive, detailed description of how to analyze the financial
statements is given in Chapter 6 of this book, ‘‘Key Financial Ra-
tios.’’ However, you have an opportunity to draw some preliminary
conclusions as you read these financial statements. Keep in mind
that these are observations, not conclusions. They provide a direc-
tion for the analyst to focus and sharpen inquiry.
Cash
At the risk of stating the obvious, every company needs to have
some cash on hand in order to pay its bills, meet its payroll, handle
contingencies, and take advantage of opportunities. The issues are:
How much cash should the company have, and what should we be
looking for?
1. A company can be OK with no cash (really zero) if it has a
zero-balance line of credit with a bank. We described this
earlier in this chapter.
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2. If the cash balance is growing from period to period (month
to month or year to year), it may be because the company
is ‘‘saving up’’ for a major expenditure.
3. If the cash balance is growing from period to period and
the company’s accounts payable are also increasing, the
company may be accumulating cash at the expense of its
suppliers.
4. As the cash balance grows, if more of these funds are
invested in short-term marketable securities, this demon-
strates that the company has no immediate need for these
funds.
5. As the amounts of marketable securities continue to grow,
it may be possible to conclude that the company has more
than adequate funds to finance its future. This may also
suggest that the company has adequate funds to finance its
future, and/or that its growth prospects are limited and it
has not yet decided what to do with the extra funds.
6. If the company has large amounts of cash and marketable
securities (as in item 5), it may be that the major stock-
holders are already very wealthy and do not want the
personal tax liability resulting from a dividend distribution.
Examples of companies that fit the description of items 4, 5,
and 6 include Apple Computer, Microsoft, Cisco Systems, Oracle,
and Intel. They are all cash-rich beyond imagination, have more
money than they can ever use, and have major shareholders who
are multibillionaires. Their growth has slowed, in part because of
their massive size (success). With the exception of Oracle’s rela-
tively ‘‘small’’ transactions, they cannot make major acquisitions
because of antitrust issues. Pfizer Pharmaceuticals was in this
cash-rich situation, but it used the funds to make an acquisition
of a major pharmaceutical company that passed antitrust review.
Disney has also recently acquired a major source of content, Mar-
vel Entertainment, in a largely cash transaction. As recently as
2008, Microsoft reported interest income of approximately $1 bil-
lion, earned from investing in short-term marketable securities.
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This experience would have been far exceeded in the 2013–2015
time period by quite a few companies except for the fact that inter-
est rates and income are at historical lows.
Accounts Receivable
Providing credit to customers is inherently neither good nor bad,
despite the negative prejudices held by some in the accounting
community. Companies provide credit to their customers because
doing so facilitates the sale, because it helps them to sell more
product per selling event, and because they will not make the sale
if credit is not provided. Sometimes companies foolishly provide
credit because ‘‘we have always done business this way,’’ without
giving much thought to how it affects the firm and its financial
health. Do your own objective evaluations, develop a positive strat-
egy, and consider the following:
1. Accounts receivable should increase as revenue increases.
However, they will not necessarily decrease as sales
decline. Diminishing sales, either because of tough
economic times or because of the company’s inability to
respond to competitive pressure, will cause the company
to become timid in its collection processes.
2. Providing credit is a sales tool. It is a competitive advantage
versus companies that cannot afford to provide credit to
customers.
3. The more product is sold per selling event, the more
profitable the sale and the company will be.
4. Economies of scale and marketplace penetration each
contribute to improved profitability.
5. Providing extended credit terms enhances a strategy of
gaining economies of scale. If this is the strategy, the gross
profit margin on the income statement should be
improving.
6. Accounts receivable will increase as a result of an increase
in the company’s selling process. This is to be expected and
enjoyed.
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7. It is in fact true that 20 percent of a company’s customers
account for 80 percent of the company’s overdue accounts
receivable (80/20 rule). If the customers are small, buy little
per selling event, or buy only the less profitable products in
the company’s offerings, they are probably not worth the
effort and should be asked to use a credit card to pay for
purchases.
Inventory
Companies are not required to provide the details of their inven-
tory on their balance sheets, although some do. Knowing the com-
ponent amounts of raw materials, work in process, and finished
products is certainly helpful. These details are often not given on
the company’s summary balance sheet. For public companies,
however, there is a good chance that these amounts are provided
in the footnotes to the financials, which appear in the 10-K and the
annual report. Digging deep and learning the facts is a very valu-
able pursuit.
Raw Materials and Purchased Components. An increasing trend
may result from:
? Higher purchase prices. This may result in the company’s
gross profit margins being squeezed.
? Buying more product in anticipation of projected higher
production and sales volume.
? Purchasing more product per purchase event. This should
result in a lower purchase cost per unit and improved
company gross profit margins.
? Trends toward outsourcing more of the value-adding
process. This is essentially adding more value-added
purchased components with the benefit of reducing in-
company work in process inventory.
? Unjustified optimism. The company is buying too much or
selling too little.
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With the use of technology and the improved sophistication of
supply-chain management practices, sales growth should be faster
than the growth of raw material and components inventory.
Work in Process. Technology, supply-chain process improvement,
economies of scale, and outsourcing should cause work in process
inventory to grow more slowly than either sales or the other two
classes of inventory.
If work in process inventory is growing faster than sales and
also faster than the sales forecast, the result will be diminishing
profitability and cash flow. The company is still going to finish the
product, spending money to produce products that it will have dif-
ficulty selling. Selling prices will have to be cut, diminishing gross
profit margins. Unused raw materials and components can be
readily sold back to suppliers, although at a penalty; thus, raw ma-
terials is a somewhat liquid asset. Excess work in process inven-
tory, however, has almost no market value and can only be a cash
flow drain.
Finished Product. In general, if the company is performing well,
the growth of finished product inventory should be slower than
sales growth. This is the result of intelligent sales forecasting and
technological advances in supply-chain management, and also be-
cause sales growth should precede production growth.
Inventory growth may precede sales growth when seasonal
sales are a factor, such as before Christmas, Easter, the summer, or
back to school. Because of the narrow time window, companies
must have product available.
If suppliers are domestic, product can often be ordered as
needed. Because so much outsourcing is global, however, purchas-
ing is often done once or twice a year. This can cause severe sea-
sonal swings in finished product that need to be considered when
analyzing the financial statements.
Retail chains have particularly unusual inventory cycles. Toys
for Christmas are ordered in the preceding January. Spring fash-
ions are viewed the previous summer.
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Many retail chains have created inventory ‘‘middleman’’ com-
panies. These are independently owned, often one-or two-
customer businesses. They buy product at the customers’ direction
and then hold the inventory until it is needed, in a ‘‘just in time’’
delivery service. This minimizes inventory on the books of the re-
tail chain and offers the appearance of ‘‘lean’’ inventory manage-
ment.
There are companies that provide only custom-designed prod-
ucts. In such cases, finished goods inventory should be minimal,
with the company accumulating only enough product to allow ef-
ficient shipment and customer scheduling.
Remember, inventory on a company’s books is what the com-
pany owns, not necessarily what it has in its possession. A com-
pany may buy product on consignment, which means that it is in
the company’s possession but it is owned by the supplier. Or a
company may sell product on consignment, which means that the
company owns it but the customer possesses it.
One more thought on working capital, inventory, and accounts
receivable: Technology has and will continue to redefine how busi-
ness gets done. This will cause some of the trends, and the result-
ing ratios that will be used, to change radically, as described in
Chapter 6. Consider the sale of software. More and more software
is downloaded via the Internet. The buyer selects the ‘‘product,’’
pays with a credit card, and downloads the software. There is no
inventory, no accounts receivable, and, in a tangible sense, no
product in any traditional sense. Be conscious of these dynamics
as you read the financial statements.
Fixed Assets
Remember that the gross book value amount on the balance sheet
represents only those items that cost more than the threshold
amount when purchased. The gross book value, therefore, may not
include assets that cost less than $1,000 or $5,000 or $50,000, de-
pending on what the company established as the threshold.
Depreciation and net book value are essentially accounting
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conventions. The only business number that has real value as an
analytical tool is the gross book value, which is a historical record
of the amounts paid for the assets when they were purchased.
Given that, the relationship between gross book value and accu-
mulated depreciation provides a hint of how old the assets are.
Here are some examples:
Gross Book Value $100
Accumulated Depreciation 0
Net Book Value $100
These assets are new. The company has not yet begun depreci-
ating them.
Gross Book Value $100
Accumulated Depreciation 50
Net Book Value $ 50
These assets are 50 percent depreciated. In an average mix of
assets, they are probably five to seven years old.
Gross Book Value $100
Accumulated Depreciation 100
Net Book Value $ 0
These assets are fully depreciated. They are probably 10 years
old or more.
Reading this information in a company’s financials will provide
some insights into how modern its production capability is. If the
company is not replacing its assets, either it cannot afford to (cash
flow issues), it has considerable excess capacity, or there has not
been much technological change in the equipment. Excess capac-
ity will encourage the company to cut selling prices and pursue
marginal, less profitable business. Where there have been techno-
logical improvements, use of older equipment will result in ineffi-
ciencies in operations. Margins will be less than competitive
benchmarks. The company with the older equipment will probably
be slower to respond to customer orders and its service will not be
as good.
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Compare the increase in the gross book value with the capital
expenditure amount on the statement of cash flows (this will be
discussed further in Chapter 3). Then consider the following three
possibilities:
1. If the amount of capital expenditures and the increase in
the gross book value are the same or similar, then the
company’s capital budget effort is pure expansion and/or
diversification.
2. If the amount of capital expenditures is much larger than
the increase in gross book value on the balance sheet, then
the capital budget effort is largely replacement and
modernization.
3. If there is a significant amount of capital expenditures but
no change or a decline in the gross book value, then the
company is probably replacing assets with much more
technologically advanced equipment. An example of this is
replacing a server that originally cost $25,000 five years ago
with one that cost $10,000 but has three times the power.
Projects that require significant capital expenditures usually
achieve a positive cash flow in two to four years (a nuclear power
plant is certainly one exception to this). If the company has sig-
nificant capital expenditures, check the increase in short-term
bank debt and long-term debt (either bank or bonds). If a major
project is being financed with short-term debt, the company will
be required to refinance or renegotiate the loan every few months.
(Because the cash flow from the project will be negative for a while,
the company will have no choice.) This may cause a cash flow
squeeze if financing conditions become too difficult (as in 2008–
2009) or if interest rates rise significantly (as they probably will in
2017). The desired strategy is to finance projects with borrowings
with long-term maturities and/or with cash. The goal is to achieve
the benefits of the project (positive cash flow) before the debt
comes due. This becomes a ‘‘self- financing project.’’
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Short-Term Debt
There are a few areas of focus here that may prove critical in any
analysis:
1. As previously discussed, there can be problems if this debt
is used to finance projects that will not achieve a positive
cash flow for a few years.
2. Compare the amount owed with the total line of credit
from banks that the company has available. This infor-
mation is found in the footnotes. If the line of credit is
nearly or fully used, the company will have few attractive
options if it needs more funds. It may end up having to
pledge all of the company’s assets as collateral on the loan.
(This is less of a concern if the company is in a seasonal
business and is at the peak of its buying season.)
3. Companies in the retail business should have high debt in
September to November and almost no debt in January,
after Christmas.
4. If a company’s short-term debt keeps expanding, but its
inventory and accounts receivable grow even faster, it is
using banks to compensate for poor working capital
management. Eventually, the banks will stop management
from continuing this practice by threatening to call or
actually calling the loan (demanding repayment), which
they can do on very short or no notice.
Long-Term Debt
This could be due for repayment in 20 years or 366 days from
the date of the financials. As a potential cash flow issue, find out
the details from the footnotes.
If a company’s debt is ever ‘‘rescheduled,’’ it means that the
company did not expect to have the funds available for a sched-
uled repayment to the debt holders, so the due date was ‘‘resched-
uled,’’ meaning postponed. This both gives the company more
time and makes the banks’ balance sheets look better because they
do not show overdue loans.
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Convertible debt may be a very positive form of long-term fi-
nancing. It provides the company with a bargain interest rate and
provides more equity when the company is more successful and
the bondholders convert their debt to equity. Refer to the appro-
priate footnote to make sure that the interest rate on this debt is
truly a bargain, i.e., that it is below interest rates paid by similar
companies. If the interest rate is not a bargain, issuing the convert-
ible security may have been a means of gaining financing as an
alternative to bankruptcy. In that situation, investors would not
put equity funds into the business. They would ‘‘invest’’ by buying
convertible bonds, thereby being creditors if the company fails, but
sharing in its success if it succeeds.
Preferred Stock
This is an attractive form of financing if the company is a utility.
Because it is part of stockholders’ equity, the value of this stock
is part of the basis and increases what the utility can charge its
customers.
Because preferred dividends are not tax deductible to the com-
pany, for most companies, this is a very expensive, undesirable
means of obtaining financing. Companies will issue preferred
stock when debt is not an available choice and debt holders want
more equity in the company. In a bankruptcy, debt holders will
have access to any remaining assets before the owners of the pre-
ferred or common shares do. Selling preferred stock is almost
never viewed as a good strategy. A good amount of the funds that
the U.S. government invested in banks and the auto companies as
part of the TARP program in 2008/2009 was in the form of high-
dividend-yielding preferred stock.
A company will issue cumulative preferred shares only if it is
in a very high-risk financial condition. Cumulative means that if
the company misses one or more scheduled dividend payments, it
must make them up before it can pay dividends to common share-
holders. Of course, if the company does not survive, preferred
shareholders will probably lose their entire investment.
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