Financial Position and
Cash Flows

LEARNING OBJECTIVES
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1%er studying this chapter, you should be able to:

dentify the uses and limitations of a balance sheet.

identify the major classifications of a balance sheet.

Prepare a classified balance sheet.

identify balance sheet information requiring supplemental disclosure.

\dentify major disclosure techniques for the balance sheet.

indicate the purpose of the statement of cash flows.

\dentify the content of the statement of cash flows.

Prepare a statement of cash flows.

- Understand the usefulness of the statement of cash flows.




Liquidity looks at the amount of time that is expected to elapse until an asset
< realized or otherwise converted into cash or until a liability has to be paid.
crtain ratios help assess overall liquidity, including current ratio, quick or acid test
-atio, and current cash debt coverage ratio. Liquidity of certain assets such as re-
civables and inventory is assessed through turnover ratios. These ratios look at
w fast the receivables or inventories are being collected or sold. The formulas for
wwese are noted in Appendix 5A. Creditors are interested in short-term liquidity ra-
=, because they indicate whether the enterprise will have the resources to pay its
srrent and maturing obligations. Similarly, shareholders assess liquidity to evalu-
‘o the possibility of future cash dividends or the buyback of shares. In general, the
creater the liquidity, the lower the risk of enterprise or business failure.?
Solvency refers to an enterprise’s ability to pay its debts and related interest.
r example, when a company carries a high level of long-term debt relative to assets,
- 1= at higher risk for insolvency than a similar company with a low level of long-
rm debt. Companies with higher debt are relatively more risky because more of
wwir assets will be required to meet these fixed obligations (such as interest and
-incipal payments). Certain ratios assist in assessing solvency. These are often called
‘coverage” ratios, referring to a company’s ability to cover its interest and long-term
‘bt payments. The formulas for these ratios are also noted in Appendix 5A.
Liquidity and solvency affect an entity’s financial flexibility, which measures
o “ability of an enterprise to take effective actions to alter the amounts and
~ming of cash flows so it can respond to unexpected needs and opportunities.”*
r example, a company may become so loaded with debt—so financially inflexi-
~—that its cash sources to finance expansion or to pay off maturing debt are limited
- nonexistent. An enterprise with a high degree of financial flexibility is better able
survive bad times, to recover from unexpected setbacks, and to take advantage
- profitable and unexpected investment opportunities. Generally, the greater the
rancial flexibility, the lower the risk of enterprise or business failure.
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LIMITATIONS OF THE BALANCE SHEET

Because the income statement and the balance sheet are interrelated, it is not surpris-
ing that the balance sheet has many of the same limitations as the income statement.
Here are some of the major limitations of the balance sheet:

1.

Most assets and liabilibies are stated at historical cost. As a result, the information
reported in the balance sheet has higher reliability but is subject to the criticism
that a more relevant current fair value is not reported. Use of historical cost and
other valuation methods was discussed in Chapter 2.

2. Judgements and estimates arc used in determining many of the items reported in

the balance sheet. This represents the other side of the same issue identitied in
Chapter 4 when discussing income statement limitations. Estimates for liabilities
for post-retirement benetits incorporate significant assumptions and therefore the
resulting numbers are often referred to as “soft” numbers (as opposed to “hard”™
numbers such as cash in the bank}—meaning that thev are subject to a significant
amount of uncertainty. “Soft” numbers are less reliable than “hard” numbers, as
well as having less predictive value as they are likelv to change.

The balance sheet necessarily omits many items that are of financial value to the busi-
ness but cannot be recorded objectively.s These may be either assets or liabilities
Again, this represents the other side of the identical issue discussed in Chapter 4
Analysts habitually capitalize® many of the “off balance sheet liabilities” prior to
calculating key liquidity and solvency ratios. When valuing a company, mergers
and acquisition specialists consider off balance sheet assets such as goodwill.























































