
Prof Albrecht’s Notes

Introduction to the Financial Statements
Intermediate Accounting 2

In the United States, a complete set of financial statements

includes:

(1) Balance sheet

(2) Income statement

(3) Statement of cash flows

(4) Statement of changes in stockholders equity

(5) Notes to the financial statements

How do these statements fit together or interrelate?  It’s easy.  Start with the balance sheet.  A balance

sheet is a listing of resources and sources for a given day.  Although you could have a balance sheet on

as many days as you like, we usually just think of a balance sheet at the end of a year, December 31.  If

there is enough time, you could have two balance sheets, one at the end of year one, and one at the end

of year two.  The following image shows two balance sheets, a year apart.

Each of the other statements–income, cash flows (CF), stockholders equity (SHE)–each sum up what

happens during the accounting year between two balance sheets.  The following image attempts to

show this.

78© 2014 by W. David Albrecht. .



To complete the picture, the four financial statements for a fiscal year are tied to each other.  Net income (NI)

from the income statement feeds into the retained earnings (RE) equation.  Ending retained earnings and ending

common stock (CS) feed into the right side of the balance sheet at the end of the fiscal year.  Ending cash feeds

into the left side (for assets (A)) at the end of the fiscal year  The following image attempts to show this.

In the next four resource modules, each of the four financial statements is further explained.
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Assets = Liabilities + Owners Equity
A = L + OE  or  A = L + SHE

Prof Albrecht’s Notes

Balance Sheet Introduction
Intermediate Accounting 2

The balance sheet is the oldest of the set of required statements.  In its most elemental form, the

balance sheet includes assets, liabilities and owners (stockholders) equity.  In the United States, the

most popular organization of the Balance Sheet is asset equal liabilities plus owners equity.  Assets are

the resources possessed by the business, and are used to conduct business operations.  Liabilities and

stockholders equity are the sources of capital needed to fund the acquisition of these resources.

The balance sheet lists the financial (dollar) amount of assets possessed by the company on a specific

date.  In a set of financial statements, the balance sheet lists the assets available on the last day of the

accounting period.  The other statements–income statement, cash flows, changes in stockholders

equity–are comprised of data for the entire accounting period.

GAAP require that a comparative balance sheet for the immediate prior year be presented

side-by-side with that of the current year.  Tradition calls for the balance sheet for the current year be

presented first, with that of the preceding year being presented to its right.

Quick Facts

Form (US): Assets = Liabilities + Owners Equity or A = L + OE

Form (UK): Assets ! Liabilities = Owners Equity or A ! L = OE

Purpose: To show the resources available for business use (assets)

To show the source of financing used for purchase of resources

Building blocks: Assets, Liabilities, Equities

Definition: Assets – resources available for business use.  The three essential characteristics for

recording an asset on a balance sheet are (1) expected future benefit, (2) control, (3)

results from exchange transaction.  Ownership is not required.

Definition: Liabilities – lender and creditor financing provided to acquire resources.  Liabilities

usually arise from credit transactions and loans.  Liabilities are an obligation to

provide a specific good or service or make a payment in the future

Definition: Equities – owner financing provided to acquire resources.  The two common forms

of equity are contributed capital (common stock) and retained earnings.
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Importance Second to the Income Statement.  Knowledge of resources is essential for predicting

what can be done with those resources in the future.  Also important for showing

financial obligations of company, which analysts use for assessing risk.  The key

words are liquidity and leverage.

Sections: Assets:  Current Assets, Long Term Investments, Property Plant Equipment,

Intangibles

Liabilities & Equities:  Current Liabilities, Long Term Liabilities, Contributed

Capital, Retained Earnings, Accumulated Items of Other Comprehensive Income,

Treasury Stock

There is a lot of variation in just which items are presented on a company’s balance sheet, because

industry characteristics can dictate the composition of a company’s resources and sources of financing,

and each company is unique.  A general example is presented following this paragraph.

XYZ Company

Balance Sheet

for year ending 12/31/2003

Assets Liabilities

Current Assets Current

Cash & equivalents Accounts & other payables

Trading securities Services or products owed

Receivables (net of allowances) Long term

Inventories Loans

Prepaid and other Bonds

Long Term Investments Preferred stock

Funds & fixed term investments Stockholders Equity

Equity investments of less than 50% Contributed Capital

Property, Plant, Equipment Common stock

Land Additional paid-in capital

Buildings (net of depreciation) Retained Earnings

Equipment (net of depreciation) Accumulated Items of Other Comprehensive Income

Intangibles & Other Treasury Stock

Of course, more assets exist than shown above.  The Google balance sheet for 2005 (as well as

comparative statements) is presented on the next page.  Notice that a great deal of summarization and

grouping has taken, because this ten billion dollar company reports only eleven resources.  Generally,

only a small amount of detail is ever disclosed.

The balance sheet is primarily analyzed measures liquidity and risk.  Liquidity in this instance means

the ability to marshal resources to pay debts.  Risk occurs when a company borrows more than it can

repay.  The most common examination is when the balance sheet is converted to common size.  Also

called vertical analysis, every individual line on the balance sheet is presented as a percentage of total

assets.
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A less common, but indispensable, examination is when various ratios are computed.  The most

common ratios are: current ratio, quick ratio, days sales in receivables, inventory turnover, asset

turnover, return on assets, debt percentage (total liabilities divided by total assets) and debt to equity.

For additional information, see the resource on financial statement analysis.
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Revenue ! Expense = Net Income
R !E = NI

Prof Albrecht’s Notes

Income Statement Introduction
Intermediate Accounting 2

The income statement is arguably the most important of the set of required

statements.  In its most elemental form, the income statement includes revenues (the

amount of value received from sale of a good or service) and expenses (the cost of

generating the revenues).  GAAP permit two different formats for the income

statement, the single-step and the multiple-step.  In addition, GAAP require that

comparative income statements for the prior two years be presented side-by-side with

the income statement for the current year.  Tradition calls for the income statement

for the current year be presented first, with those of the preceding two years being

presented to the right.

The multiple step  income statement is preferred for manufacturers and merchants.  The reason being

that it highlights gross margin (also called gross profit) and operating income (earnings from

operations).  Gross margin is the excess of revenue over the cost of the goods sold.  This represents the

portion of revenues left to cover other operating expenses such as selling, general and administrative

expenses.

For a manufacturer, the cost of goods sold is based on how much it cost the company to make the

goods.  For a merchant, the cost of goods sold is based on the net cost to purchase the goods. 

Manufacturers incur one major cost item that merchants don’t encounter–research and development of

new products.  Under GAAP, all research and development (R&D) cost is expensed immediately.  The

rub is where to place it.  Because GAAP provides no guidance, some companies consider R&D to be an

integral part of the manufacturing process and add it to the cost of goods sold.  Others consider it to be

more of an organization sustaining type of cost and place it within the category of other operating

expenses.

Operating income is what many analysts focus on when they consider sustainable profits, for it

considers all revenues from various operations and all normal costs of operations.  The items excluded

from operating income are interest revenue and dividend income, interest expense, and gains or losses

from peripheral transactions.

The single step form of organization for the income statement is used by companies other than

manufacturers and merchants.  Sometimes operating income is not separately shown, sometimes it is. 
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On the following page, a general model (pattern) for an income statement is presented.  An example of

a multiple step income statement is shown first.  The same items are then reorganized into single step

format.

XYZ Company

Income Statement

for the Year ended 12/31/2003

in thousands

Sales Revenue(Net) $204,350 

Cost of Goods Sold Expense   86,650 

Gross Margin   $117,700 

Operating Expenses

Salaries Expense 3,800 

Administrative Expense 7,420 

Selling Expense 56,800 

Miscellaneous Expenses   8,360   76,380 

Income from Operations   $41,320 

Other Revenues & Gains

Interest Revenue 125 

Dividend Income 690 

Gain on Sale of Property   100 915 

Other Expenses & Losses

Interest Expense     3,210 

Income Before Income Tax   $39,025 

Income Tax Expense          14,460 

Net Income   $24,565 

XYZ Company

Income Statement

for the Year ended 12/31/2003

in thousands

Revenues & Gains

Sales Revenue(Net) $204,350 

Interest Revenue 125 

Dividend Income 690 

Gain on Sale of Property            100 

Total Revenues & Gains $205,265 

Expenses

Cost of Goods Sold Expense   86,650 

Salaries Expense 3,800 

Administrative Expense 7,420 

Selling Expense 56,800 

Miscellaneous Expenses 8,360 

Interest Expense         3,210 

Total Expenses     $166,240 

Income Before Income Tax   $39,025 

Income Tax Expense              14,460 

Net Income   $24,565 
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Under current Generally Accepted Accounting Principles, there are two sections to the income

statement.  If there is no discontinued operation, then the income statement appears as depicted above. 

However, if there is a discontinued operation, then the first section is titled Income from Continuing

Operations, and the other sections is Income from Discontinued Operations.  The use of third and

fourth sections–Extraordinary Items, and Cumulative Income Effect from Change in Accounting

Principle–recently have been discontinued.  The bottom line remains Net Income.

XYZ Company

Income Statement

for the Year ended 12/31/2003

in thousands

Revenues & Gains

Sales Revenue(Net) $204,350 

Interest Revenue 125 

Service Revenue 690 

Gain on Sale of Property            100 

Total Revenues & Gains $205,265 

Expenses

Cost of Goods Sold Expense   86,650 

Salaries Expense 3,800 

Administrative Expense 7,420 

Selling Expense 56,800 

Miscellaneous Expenses 8,360 

Interest Expense         3,210 

Total Expenses     $166,240 

Income Before Income Tax   $39,025 

Income Tax Expense              14,460 

Î Income from Continuing Operations   $24,565 

Ï Loss from Discontinued Operations (net of tax) ($13,250)
Net Income        $4,958 
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±OA ± IA ± FA = Current CF
Current CF + Beg Cash = End Cash

Prof Albrecht’s Notes

Statement of Cash Flows Introduction
Intermediate Accounting 2

The statement of cash flows is fairly new, having been created in 1987.  In its most

elemental form, the statement of cash flows includes cash flows from operating activities,

investing activities and financing activities.  GAAP require that a comparative statement of cash flows

for the prior two years be presented side-by-side with that of the current year.  Tradition calls for the

current year be presented closest to the labels, with those of the preceding two years being presented to

the right.

ABC Company

Statement of Cash Flows

for the Year ended 12/31/2003

in thousands

Cash flows from operating activities

From sale of goods or services xxx 

From interest revenue or investment returns xxx 

For purchases from suppliers (xxx)

For wages for employees (xxx)

For taxes payments to government (xxx)

For interest expense   (xxx)

Total cash flows from operating activities   x,xxx

Cash flows from investing activities

Purchase of all or part of another company   (xxx)

Purchase of property plant or equipment (xxx)

Sale of investment or subsidiary xxx 

Sale of property plant equipment         xxx 

Total cash flows from investing activities    (xx)

Cash flows from financing activities

Sale of common stock   xxx 

Issuing bonds or borrowing money xxx 

Repurchase of common stock (xxx)

Repayment of principal on bonds or loans (xxx)

Payment of dividends         (xx)

Total cash flows from investing activities             xx 

Net cash flow for period x,xxx 

Cash on 1/1/2003                xxx 

Cash on 12/31/2003   x,xxx 
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From the Kieso textbook:
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Beg CS + new CS issued ! retired CS = End CS
Beg RE + NI - DIV = End RE

Beg OCI ± yearly changes = End OCI
Beg Treasury Stock + repurchases ! sales = End TS

Prof Albrecht’s Notes

Statement of Changes in Stockholders Equity

Introduction
Intermediate Accounting 2

The Statement of Changes in Stockholders Equity (SHE statement) includes a disclosure of yearly

change for each item in the stockholders equity section of the balance sheet.  For example, if the SHE

section of the balance sheet were to contains five items–common stock, retained earnings, accumulated

other items of comprehensive income (OCI), deferred compensation and treasury stock–then each

item’s yearly change equation would be presented on the SHE statement.

The basic format for presenting the changes in each SHE amount is the beginning of the year balance,

plus increases and less decreases to get the end of the year balance.  Because it deals with yearly

change, it must contain information for the most recent three fiscal years, just like the income statement

and statement of cash flows.

It is permissible under GAAP for the information included on this statement to be presented in the

notes to the financial statements instead of a separate statement.  However, most companies present the

SHE statement as a fourth financial statement to complement the others (balance sheet, income

statement and statement of cash flows).

Microsoft is an example of a company that usually aggregates several items into each line it presents on

the balance sheet.  It only has two items in the SHE section of the balance sheet–common stock

(including other items of contributed capital) and retained earnings (including accumulated other items

of comprehensive income).

Stockholders’ equity (In millions): 2006 2005 

 Common stock and paid-in capital – shares authorized 24,000;

outstanding 10,062 and 10,710 59,005 60,413 

Retained earnings (deficit), including accumulated other comprehensive

income of $1,119 and $1,426   (18,901)  (12,298)

Total stockholders’ equity    40,104    48,115 

Total liabilities and stockholders’ equity $69,597 $70,815 
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Therefore, Microsoft’s SHE statement shows changes for these two items.  Having only two SHE items

allows Microsoft to choose a very common sense approach to showing changes over each of three

years.

STOCKHOLDERS’ EQUITY STATEMENTS

(In millions)

Year Ended June 30 2006 2005 2004

Common stock and paid-in capital

Balance, beginning of period $60,413 $56,396 $49,234 

Common stock issued 1,939 3,223 2,815 

Common stock repurchased (4,447) (1,737) (416)

Stock-based compensation expense 1,715 2,448 5,734 

Stock option income tax benefits/(deficiencies) (617) 89 (989)

Other, net            2          (6)          18 

Balance, end of period 59,005 60,413 56,396 

Retained earnings (deficit)

Balance, beginning of period (12,298) 18,429 15,678 

Net income  12,599 12,254 8,168 

Other comprehensive income:

Net gains/(losses) on derivative instruments 76 (58) 101

Net unrealized investments gains/(losses) (282)   371 (873)

Translation adjustments and other             9          (6)        51 

Comprehensive income 12,402 12,561 7,447 

Common stock cash dividends (3,594) (36,968) (1,729)

Common stock repurchased  (15,411)    (6,320)  (2,967)

Balance, end of period  (18,901)  (12,298)   18,429

 Total stockholders’ equity $40,104 $48,115 $74,825

On the other hand, most other companies use an approach that is not common sense nor is the approach

easy to read.  Big Lots, in its annual report for fiscal 2005, shows the following items in its

stockholders equity section of the balance sheet:

Its statement of stockholders equity (shown on the next page) does not show the yearly data for each

item on a side-by-side basis.  Rather, all of the stockholders equity components are shown side-by-side

in their own column.
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