CHAPTER 2
The Financial Statements—A Closer Look
TEST YOUR KNOWLEDGE: FINANCIAL STATEMENTS AND ACCOUNTS (p 53-54)

Accounts appear on the financial statements as follows:

	
	Account Title
	
	Appears On

	a
	Equipment
	
	Balance sheet

	b
	Fees earned
	
	Income statement

	c
	Retained earnings
	
	Balance sheet

	d
	Wage expense
	
	Income statement

	e
	Patent
	
	Balance sheet

	f
	Cost of goods sold
	
	Income statement

	g
	Common stock
	
	Balance sheet

	h
	Dividend payable
	
	Balance sheet

	i
	Accumulated depreciation
	
	Balance sheet

	j
	Prepaid expense
	
	Balance sheet

	k
	Gain of sale of short-term investments
	
	Income statement

	l
	Rent revenue
	
	Income statement

	m
	Supplies inventory
	
	Balance sheet

	n
	Accounts receivable
	
	Balance sheet

	o
	Supplies inventory
	
	Balance sheet

	p
	Insurance expense
	
	Income statement

	q
	Interest payable
	
	Balance sheet

	r
	Deferred revenue
	
	Balance sheet


The accounts match up with the main balance sheet section headings as follows:
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The balance sheet in proper form without account balances is as follows:

X Company

Balance Sheet

(Date)

Assets

Current assets:


Cash


$XX


Short-term investments


XX


Accounts receivable

$XX


Less: Allowance for uncollectible accounts


XX
XX


Inventory


XX


Prepaid rent



XX


Total current assets



$XX

Long-term investments:


Land held for investment


$XX


Investment fund for plant expansion



XX


Total long-term investments



XX

Property, plant, & equipment:


Property


$XX


Building

$XX



Less: Accumulated depreciation (building)


XX


Net book value of building


XX


Machinery and equipment

$XX


Less: Accumulated depreciation (machinery & 



equipment)


XX


Net book value of machinery and equipment



XX


Total property, plant, & equipment



XX

Intangible assets:


Patents


$XX


Trademarks



XX


Total intangible assets




XX

Total assets



$XX
Liabilities and Stockholders' Equity
Current liabilities:


Accounts payable


$XX


Wages payable


XX


Dividend payable


XX


Short-term notes payable


XX


Current portion due of long-term debt 


XX


Payments received in advance



XX


Total current liabilities



$XX

Long-term liabilities:


Bonds payable


$XX


Total long-term liabilities



XX

Stockholders' equity:


Capital stock


$XX


Retained earnings



XX


Total stockholders' equity




XX
Total liabilities and stockholders' equity



$XX
The accounts match up with the main income statement section headings as follows:
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X Company

Income Statement


For the Period Ended 


Revenues:


Sales


$XX


Fees earned


XX


Interest income


XX


Dividend income


XX


Gain on sale of short-term investments



XX


Total revenues



$XX

Expenses:


Cost of goods sold


$XX


Operating expenses:



Office salary expense

$XX



Insurance expense

XX



Salesmen commission expense

XX



Depreciation expense

XX



Office supplies expense

XX



Advertising expense


XX



Total operating expenses


XX


Other expenses:



Interest expense

$XX



Loss on sale of equipment

XX



Loss on sale of building


XX



Total other expenses



XX

Total expenses




XX
Net income



$XX

CASE AND REVIEW QUESTIONS (p 60)

1. Accounts likely to incorporate significant subjective estimates made by management probably include:

· Accounts receivable are affected by management’s estimate of the likelihood of collection (allowance for doubtful accounts),

· Inventories are affected by management’s estimate of their fair market value, and management’s choice of inventory cost flow assumption, 

· Property, plant and equipment are affected by management’s choice of depreciation methods and management’s estimates of useful life and salvage value (accumulated depreciation),

· Intangible assets are either affected by management’s estimates of economic life (accumulated amortization), or by management’s estimate of the future cash flows to be derived from the intangible asset in determining whether or not the intangible has been impaired.

· Deferred income taxes (both the asset and the liability) are affected by management’s choices with respect to tax accounting methods for depreciation and other items,

· Goodwill is affected by management’s estimate of the future cash flows to be derived from the investment in the business units associated with the goodwill in determining whether or not the goodwill has been impaired.

· Income taxes payable are affected by management’s choices with respect to tax accounting methods for depreciation and other items,

· Commitments and contingencies are affected by management’s judgment as to whether certain future events are  likely, reasonably possible or remotely possible, and by management’s estimates of the amounts involved for likely future events,

· Revenues are affected my management’s judgment as to the timing of revenue recognition,

· Expenses are affected by management’s judgment as to the application of the matching principle, 

· Cost of goods sold are affected by management’s estimate of their fair market value, and management’s choice of inventory cost flow assumption, by the timing of revenue recognition and by the application of the matching principle,

· Other expenses are affected by management’s judgment as to classification of expenses as “other” as opposed to “operating”.

In the long-run, it is in management’s best interests to report honestly and without bias. Having a solid reputation as to truthfulness and transparency can lower a company’s cost of capital and can expand its access to capital markets.  Extreme forms of management abuse of discretion are illegal and may result in criminal indictments and/or business failure. Generally accepted accounting principles (GAAP) allow much management discretion.  Educated users of financial reports are on the lookout for signs of management bias and abuse of discretion and can punish companies that appear to be dishonest.

2. The income statement measures performance in terms of revenues and expenses on the accrual basis which measures economic events as they occur regardless of when the related cash flow takes place. Its primary purpose is the measure the results of operations for a period of time. The balance sheet measures an entity’s economic resources (assets net of liabilities) as of a point in time. Return on investment is derived by comparison of the economic results measured by the income statement against the resources employed (stated in the balance) sheet to achieve those results. The statement of cash flows measures operating performance on the cash basis and is a useful companion to the accrual basis income statement.  The statement of shareholders’ equity explains the changes in the net assets (equity financing) during the accounting period and uses the income statement to connect the beginning and ending balance sheets.

The statement of cash flows summarizes the cash flows in three sections: operating activities, investing activities and financing activities, and helps to link the balance sheet from the beginning of our accounting period with our ending balance sheet.  The operating section of the statement of cash flows, traces the working capital on the balance sheet at the beginning of the accounting period to the working capital at the end of the accounting period by connecting then with the results of operations reflected in the income statement.  The investing section of the statement of cash flows traces the investment in productive assets from the beginning balance sheet to the ending balance sheet. The financing section of the statement of cash flows traces the changes in our sources of debt and equity financing from the beginning balance sheet to the ending balance sheet.  

3.
The reformatted balance sheet for Nike would appear as follows:

	Nike, Inc.
	
	
	
	
	
	
	
	

	Consolidated Balance Sheets
	
	
	
	
	
	

	
	
	
	
	
	
	
	
	
	

	
	
	
	2006
	2005
	
	
	
	2006
	2005

	
	
	
	
	
	
	
	
	
	

	Working capital
	
	 $ 4,735.7 
	 $ 4,351.9 
	
	Long term debt
	
	 $    961.1 
	 $ 1,150.2 

	
	
	
	
	
	
	
	
	
	

	Long term assets
	
	    2,510.6 
	    2,442.5 
	
	Owners’ equity
	
	    6,285.2 
	    5,644.2 

	
	
	
	
	
	
	
	
	
	

	Total
	
	
	 $ 7,246.3 
	 $ 6,794.4 
	
	Total
	
	 $ 7,246.3 
	 $ 6,794.4 

	
	
	
	
	
	
	
	
	
	


The portfolio of investments is primary capital, with about two-thirds being working capital (operating assets) and about one-third being long-term (producing). The financing is predominantly equity, with debt being about one-sixth, or about half the investment in producing assets. It is possible that the long term assets are serving as collateral for the long term debt.

4.
2006 net income was $1.4 billion and average owners’ equity was about $6 billion. The ROE (1.4 / 6) is .233 or 23.3% which exceeds the cost of equity, so it looks like Nike created value for its shareholders in 2006.

5. The balance in retained earnings is unrelated to the amount of cash. Having a high amount of retained earnings means that the company is financing it’s assets with its past earnings. Some of the assets would be invested in cash, but more likely the assets are invested in accounts receivable, inventory, and producing assets instead of cash, as is the case with Nike, Inc.

6. A soccer team would probably have relatively fewer tangible long term producing assets than a manufacturer because the soccer team wouldn’t need heavy manufacturing equipment. The soccer team would probably have a relatively higher proportion of intangible assets because the player contracts are expensive intangibles. The soccer team wouldn’t need as much working capital because they wouldn’t have much if an investment in inventory and accounts receivable.  I would expect to see relatively less long-term debt on the soccer team’s balance sheet because their assets (player contracts) would generally not make very good collateral.  The soccer team’s revenues would come from the sale of television and radio broadcast rights and from sales of tickets, whereas Nike’s revenues would come from the sale of goods.  

My expectations compared to the financials are as follows:

	
	Nike
	Manchester

	
	2006
	2004

	
	$ millions
	₤ thousands

	
	
	

	Long-term debt
	961.1
	15,675

	Working capital
	   4,735.7 
	        34,258 

	Long term producing assets intangible
	      405.5 
	        78,233 

	Long term producing assets tangible
	      852.9 
	      125,093 

	Total assets
	   7,246.3 
	      283,393 

	
	
	

	Long term debt / total assets
	13%
	6%

	Working capital / total assets
	65%
	12%

	Tangible long term assets / total assets
	6%
	28%

	Intangible long term assets / total assets
	12%
	44%


· Manchester has a higher proportion of intangible assets than Nike.

· Manchester has a lower proportion of working capital than Nike.

· Manchester has a lower proportion of long-term debt than Nike.

· Nike’s long-term producing assets are a lower percentage than Manchester’s.

Manchester’s transactions with Nike would appear as revenues on Manchester’s income statement and as expenses on Nike’s income statement. Nike may have accounts payable owed to Manchester on it’s balance sheet and Manchester may have accounts receivable owed by Nike on its balance sheet.  Both company’s statements of cash flows would be affected by the transactions between the two companies in their operating cash flows sections.

7. Manchester United has intangible assets associated with its player contracts that are reflected on its balance sheet.  H & R Block’s tax preparers, unlike the professional athletes “owned” by Manchester, are probably employed at will, have no contracts, and are inexpensively replaced.  H & R Block’s “investment in people” probably shows up in their income statement as operating expenses for employee compensation and training.

