1. Cash

This is just what you would expect-bills and coins in the till (petty cash fund) and money on deposit in the bank.

2. Marketable securities

This asset represents investment of excess or idle cash that is not needed immediately. In Typical’s case it is invested in preferred stock. Because these funds may be needed on short notice, it is essential that the securities be readily marketable and subject to a minimum of price fluctuation. The general practice is to show marketable securities at cost or market, whichever is lower.

3. Accounts receivable

Here we find the amount due from customers but not yet collected. When goods due are shipped prior to collection, a receivable is recorded. Customers are usually given 30, 60, or 90 days in which to pay. The amount due from customers is $15,375. However, experience shows that some customers fail to pay their bills, because of financial difficulties or some catastrophic event (a tornado, a hurricane, or a flood) befalling their business. Therefore, in order to show the accounts receivable item at a figure representing expected receipts, the total is after a provision for doubtful accounts. This year that debt reserve was $2,375.

4. Inventories 

The inventory of a manufacturer is composed of three groups: raw materials to be used in the product, partially finished goods in process of manufacture, and finished goods ready for shipment to customers. The generally accepted method of valuation of the inventory is cost or market, whichever is lower. This gives a conservative figure. Where this method is used, the value for balance sheet purposes will be cost, or perhaps less than cost if, as a result of deterioration, desolescence, decline in prices, or other factors, less than cost can be realized on the inventory. Inventory valuation includes an allocation of production and other expenses, as well as the cost of materials.

5. Prepaid expenses

Prepaid expenses may arise for a situation such as this: During the year, Typical prepaid fire insurance premiums and advertising charges for the next year. Those insurance premiums and advertising services are as yet unused at the balance sheet date, so there exists an unexpended item, which will be used up over the next 12 months. If the advance payments had not been made, the company would have more cash in the bank. So payments made in advance from which the company has not yet received benefits, but for which it will receive benefits next year, are listed among current assets as prepaid expenses.
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Deferred charges for such items as the introduction of a new product to the market, or for moving a plant to a new location, represent a type of asset similar to prepaid expenses. However, deferred charges are not included in current assets because the benefit from such expenditure will be reaped over several years to come. So the expenditure incurred will be gradually written off over the next several years, rather than fully charged off in the year payment is made. Our balance sheet shows no deferred charges because Typical has none. If it had, they would normally be included just before intangibles on the asset side of the ledger.

6. To summarize, the total current assets item includes primarily: cash, marketable securities, accounts receivable, inventories, and prepaid expenses. You will observe that these assets are mostly working assets in the sense that they are in a constant cycle of being converted into cash. Inventories, when sold, become accounts receivable; receivables, upon collection, become cash; cash is used to pay debts and running expense. We will discover later in the booklet how to make current assets tell a story.

7. Property, Plant and Equipment

Property, plant and equipment represents those assets not intended for sale that are used over and over again in order to manufacture, display, warehouse, and transport the product. This category includes land, buildings, machinery, equipment, furniture, automobiles, and trucks. The generally accepted and approved method for valuation is cost minus the depreciation accumulated by the date of the balance sheet. Depreciation is discussed in the next section.

The figure displayed is not intendet to reflect market value at present or replacement cost in the future. While it is recognized that the cost to replace plant and equipment at some future date might be higher, that possible cost is obviously variable. For this reason, up to now, most companies have followed a general rule: acquisition cost less accumulated depreciation based on that cost.

8. Depreciation

Depreciation is the practice of allocating the cost of a fixed asset over its useful life. This has been defined for accounting purposes as the decline in useful value of a fixed asset due to wear and tear from use and passage of time.

The cost incurred to acquire the property, plant and equipment must be spread over the expected useful life, taking into consideration the factors discussed above. For example: Suppose a delivery truck costs $10,000 and is expected to last five years. Using a “straight-line” method of depreciation, $2,000 of the truck’s cost is allocated to each year’s income statement. 

In our sample balance sheet, a figure is shown for accumulated depreciation. This amount is the total of accumulated depreciation for buildings, machinery, leasehold improvements, and furniture and fixtures. Land is not subject to depreciation, and its listed value remains unchanged from year to year.

9. Thus, net property, plant and equipment is the valuation for balance sheet purposes of the investment in property, plant and equipment. As explained before, it consists of the cost of the various assets in this classification, less the depreciation accumulated to the date of the financial statement.

Depletion is a term used primarily by mining and oil companies or any of the so-called extractive industries. Since Typical Manufacturing is not in the mining business, we do not show depletion on the balance sheet. To deplete means to exhaust or use up. As the oil or other natural resource is used up or sold, a depletion reserve is set up to compensate for the natural wealth the company no longer owns.

10. Intangibles

These may be defined as assets having no physical existence, yet having substantial value to the company. Examples? A franchise to a cable TV company allowing exclusive service in certain areas, or a patent for exclusive manufacture of a specific article. It should be noted, however, that only intangibles purchased from other companies are shown on the balance sheet. Another intangible asset sometimes found in corporate balance sheets is goodwill, which represents the amount by which the price of acquired companies exceeds the related values of net assets acquired. Company practices vary considerably in assigning value to this asset. Accounting rules now require one firm that buys another to write off the goodwill over a period not exceeding 40 years.

All of these items added together produce the figure listed on the balance sheet as total assets.

11. Current Liabilities

This item generally includes all debts that fall due within 12 months. The current assets item is a companion to current liabilities because current assets are the source from which payments are made on current debts. The relationship between the two is one of the most revealing things to be learned from the balance sheet, and we will go into that later For now, we need to define the subgroups within current liabilities.

12. Accounts payable

The accounts payable item represents amounts the company owes to its regular business creditors from whom it has bought goods or services on open account.

13. Notes payable

If money is owed to a bank, individual, corporation, or other lender, it appears on the balance sheet under notes payable as evidence that a promissory note has been given by the borrower.

14. Accrued expenses

Now we have defined accounts payable as the amounts owed by the company to its regular business creditors. The company also owes, on any given day, salaries and wages to its employees, interest on funds borrowed from banks and from bondholders, fees to attorneys, insurance premiums, pensions, and similar items. To the extent that the amounts owed and not recorded on the books are unpaid at the date of the balance sheet, these expenses are grouped as a total under accrued expenses.

15. Income tax payable

The debt due to the various taxing authorities such as the Internal Revenue Service is the same as any other liability under accrued expenses. But because of the amount and the importance of the tax factor, it is generally stated separately as income taxes payable.

16. Other Liabilities

Simply stated, other liabilities includes all liabilities not captured in the specific categories presented.

17. Long-term Liabilities

In the matter of current liabilities, you will recall that we included debts due within one year from the balance sheet date. Here, under the heading of long-term liabilities are listed debts due after one year from the date of the financial report.

18. Deferred income taxes

One of the long-term liabilities on our sample balance sheet is deferred income taxes. The government provides businesses with tax incentives to make certain kinds of investments that will benefit the economy as a whole. For instance, a company can take accelerated depreciation deductions for investments in plant and equipment. These rapid write-offs in the early years of investment reduce what the company would otherwise owe in current taxes, but at some point in the future the taxes must be paid. Companies include a charge for deferred taxes in their tax calculations on the income statement and show what taxes would be without the accelerated write-offs. That charge then accumulates as a long-term liability on the balance sheet.

19. Debentures

The other long-term liability on our balance sheet is the 12.5% debentures due in 2010. The money was received by the company as a loan from the bondholders, who in turn were given a certificate called a bond, as evidence of the loan. The bond is really a formal promissory note issued by the company, which in this case agreed to repay the debt at maturity in 2010 and also agreed to pay interest at the rate of 12.5% per year. Bond interest is usually payable semiannually. Typical’s bond issue is called a debenture because the bonds are backed by the general credit of the corporation rather than by the company’s assets. Debentures are the most common type of bond issued by large, well-established corporations today.

Companies can also issue first mortgage bonds, which offer bondholders an added safeguard because they are secured by a mortgage on all or some of the company’s property. First mortgage bonds are considered one of the highest grade investments because they give investors an undisputed claim on company earnings and the greatest safety. If the company is unable to pay off the bonds in cash when they are due, holders of first mortgage bonds have a claim or lien before other creditors (such as debenture hoders) on the mortgaged assets, which may be sold and the proceeds used to satisfy the debt.

20. Other long-term debt

Other long-term debt includes all debt other than what is specifically reported on in the balance sheet. In the case of Typical, this debt was extinguished in 1989.

21. Shareholders’ Equity

This item is the total equity interest that all shareholders have in this corporation. In other words, it is the corporation’s net worth after subtracting all liabilities. This is separated for legal and accounting reasons into the categories discussed below.

Capital Stock

In the broadest sense this represents shares in the proprietary interest in the company. These shares are represented by the stock certificates issude by the corporation to its shareholders. A corporation may issue several different classes of shares, each class having slightly different attributes.

22. Preferred Stock 

These shares have some preference over other shares with respect to dividends and in distribution of assets in case of liquidation. Specific provisions can be obtained from a corporation’s charter. In Typical, the preferred stock is a $5.83 cumulative $100 par value, which means that each share is entitled to $5.83 in dividends a year, before any dividends are paid to the common shareholders. Cumulative means that if in any year the dividend is not paid, it accumulates in favor of the preferred shareholders and must be paid to them when available and declared before any dividends are distributed on the common stock. Sometimes preferred shareholders have no voice in company affairs unless the company fails to pay them dividends at the promised rate.

23. Common Stock

Each year before common shareholders receive any dividends, preferred holders are entitled to $5.83 per share, but no more. Common stock has no such limit on dividends payable each year. In good times, when earnings are high, dividends may also be high. And when earnings drop, so may dividends.

24. Additional Paid-In Capital

This is the amount paid in by shareholders over the par or legal value of each share. Typical’s common stock has a par value of $5.00 per share. In 1989, Typical sold 500,000 shares of stock for a total of $9,000. The $9,000 was allocated on the balance sheet between capital stock and additional paid-in capital. 500,000 shares at a par value of $5.00 for a total of $2,500 was allocated to common stock. The remaining $6,500 was allocated to additional paid-in capital.

25. Retained Earnings

When a company first starts in business, it has no retained earnings. Retained earnings accumulate as the company earns profits and reinvests or “retains” profits in the company. In other words, retained earnings increase by the amount of profits earned, less dividends declared to shareholders. At the end of its first year, if profits are $80,000 and dividends of $30,000 are paid on the preferred stock but no dividends are declared on the common, the balance sheet will show retained earnings of $50,000. In the second year, if profits are $140,000 and Typical pays $30,000 in dividends on the preferred and $40,000 on the common, the accumulated retained earnings will be $120,000:

Balance at the end of the first year
$
50,000

Net profit for second year

140,000
Total
$
190,000

Less: all dividends

70,000
Retained earnings at the end

of the second year
$
120,000

The balance sheet for Typical shows the company has accumulated $249,000 in retained earnings.

26. Foreign Currency Translation Adjustments

When a company has an ownership interest in a foreign entity and the entity’s results are to be captured in the company’s consolidated financial statements, the financial statements of the foreign entity must be translated to U.S. dollars. Generally, the translation gain or loss should be reflected as a separate component of shareholders’ equity called foreign currency translation adjustment. This adjustment should be distinguished from adjustments relating to transactions which are denominated in foreign currencies. The gain or loss in these cases should be included in a company’s net income.

27. Treasury Stock

When a company reacquires its own stock, it is reported as treasury stock and is deducted from shareholders’ equity. Of the cost and par methods of accounting, the former method is more commonly applied to treasury stock. Under the cost method, the cost of reacquired stock is deducted from shareholders’ equity. Any dividends on shares held in the treasury should never be included as income.

The sum total of stock (net of treasury stock), additional paid-in capital, retained earnings and foreign currency translation adjustments, represents the total sharedholders’ equity.

30. Net Sales

The most important source of revenue always makes up the first item on the income statement. In Typical Manufacturing, it is net sales. It represents the primary source of money received by th ecompany from its customers for goods sold or services rendered. The net sales item covers the amount received after taking into consideration returned goods and allowances for reduction of prices.

31. Cost of Sales

In a manufacturing establishment, this represents all the costs incurred in the factory in order to convert raw materials into finished products. These costs are commonly known as product costs. Product costs are those costs which can be identified with the purchase or manufacture of goods made available for sale. There are three basic components of product cost: direct materials; direct labor; and manufacturing overhead. Dircet materials and direct labor costs can be directly traced to the finished product. For example, for a furniture manufacturer, lumber would be a direct material cost and carpenter wages would be a direct labor cost. Manufacturing overhead costs, while associated with the manufacturing process, cannot be traceable to the finished product. Examples of manufacturing overhead costs are costs associated with operating the factory plant (plant depreciation, rent, electricity, supplies, maintenance and repairs, and production foremen salaries).

32. Gross Margin

Gross Margin is the excess fo sales over cost of sales. It represents the residual profit from sales after considering product costs.

33. Depreciation and amortization

Each year’s decline in value of non-manufacturing racilities would be captured here. Amortization is the decline in useful value of an intangible, such as a 17-year patent.

34. Selling, General, and Administrative Expenses

These expenses are generally grouped separately from cost of sales so that the reader of an income statement may see the extent of selling and administrative costs. They include salesmen’s salaries and commissions, advertising and promotion, travel and entertainment, executives’ salaries, office payroll and office expenses.

35. Subtracting all operating expenses from the net sales figure gives us the operating income.
36. An additional source of revenue comes from dividends and interest received by the company from its investment in stocks and bonds. This is listed separately under an item called other income (expense).

37. Interst Expense

The interest paid to bondholders for the use of their money is sometimes referred to as a fixed charge because the interest must be paid year after year whether the company is making money or losing money. Interst differs from dividends on stocks, which are payable only if the board of directors declares them.

Interest paid is another cost of doing business and is deductible from earnings in order to arrive at a base for the payment of income taxes.

39. Income Taxes

Each corporation has a basic tax rate, which depends on the level and nature of its income. Large corporations like Typical Manufaturing are subject to the top corporate income tax rate, but tax credits tend to lower the overall tax rate. Typical’s income before taxes is $94,196; the tax comes to $41,446.

41. Extraordinary Loss

Under ordinary conditions, the above income of $52.750 would be the end of the story. However, there are years in which companies experience unusual and infrequent events called extraordinary items. Examples of extraordinary items include debt extinguishments, tax loss carryforward, pension plan terminations, and litigation settlements. In this case, Typical extinguished a portion of its debt early. This event is isolated on a separate line, net of its tax efffect. Its earnings-per-share impact is also segregated from the earnings per share attributable to “normal” operations.

42. Net Income

Once all income and costs, including extraordinary items, are considered, we arrive at net income.

