ACCO 310 Notes - Chapter 5 – The Balance Sheet

A. Usefulness and Purpose of the Balance Sheet

1.	Provides information about entity's assets, liabilities, and equity. As the definition of assets and liabilities has undergone significant change, be sure that students, who have likely taken previous accounting courses, understand the new definition and why it is appropriate. 

2.	Evaluates liquidity and financial flexibility. 

3.	Aids in assessing risk and predicting future cash flows.

B.	Limitations of the Balance Sheet

1.	Current value is not always reflected.

2.	Estimates and judgements must be used -examples:

a.	In determining the collectability of receivables
b.	In assessing the saleability of inventory
c.	In determining the useful lives of long-term assets

3.	Omits many items that are of financial value to the business.

a. Assets such as the value of a company's human resources and research and developments are not reported.
b. Some liabilities and commitments such as leases and certain contractual 
	Arrangements are reported in an "off balance sheet" manner.

	4.	The amounts shown on the balance sheet are the result of the policy choices made.

	5.	Numbers are often consolidated and this can hide some important detail.

	6.		Some amounts simply do not show up on the balance sheet – e.g. some leases, or assets liabilities that cannot be estimated – such as internally generated know-how (intangibles) – if these do not meet the definition of assets or liabilities as per the Conceptual Framework they cannot be recorded.

C. Classifications in the Balance Sheet

Review definitions in text. 
i. Assets
ii. Liabilities
iii. Equity






Major Sub-classifications in the Balance Sheet:  The IASB and FASB are working to establish consistent principles for aggregating information and to identify the totals and subtotals that should be reported.


1. 	Current assets

a.	Definition:  Resources that are expected to be turned into cash, sold, or consumed within a year or the operating cycle, whichever is longer.  (Point out the distinction between the operating cycle and the accounting cycle.)

b.	Emphasize that intent and marketability are important considerations in classifying certain assets, such as short-term investments, as current.

c.	Items included in the current asset section.

i. Cash—any cash restricted for purposes other than current obligations is excluded from current assets. Valuation: It’s value!

ii.	Short-term investments—debt and equity securities are presented separately and valued a cost/amortized cost or fair value. Valuation: Cost or FV!

iii.	Receivables—the amounts of expected uncollectibles, non-trade receivables, and accounts pledged or discounted should be disclosed. Valuation: Collectible (realizable) value i.e. AR-AFDA.

iv.	Inventories—the basis of valuation (e.g., cost or the lower of cost and market), cost formula (e.g., FIFO, weighted-average, specific identification.), and stage of completion of manufactured inventories should be disclosed. Valuation: Lower of Cost and Net Realizable Value (which selling price less costs to sell)!

v.	Prepaid expenses—expenses prepaid beyond the current operating cycle – as they will not require cash in the current year/operating cycle, they are included with current assets. Valuation: Unused PAID portion.


2. Current liabilities

i. Definition: Obligations that are reasonably expected to be liquidated through the use of current assets or the creation of other current liabilities.

b.   Examples:

i. Payables resulting from the acquisition of goods and services: accounts payable, wages payable, taxes payable. Valuation: Amount payable.

			ii.	Collections received in advance for the delivery of goods or the 
				performance of services: prepaid rent, prepaid subscriptions.
				Valuation: Amount received but not yet earned.
	iii.	Other liabilities whose liquidation will take place within the operating cycle: bonds maturing in the current period, short-term obligations arising from purchase of equipment. Valuation: amount payable.

  c. Current liabilities are frequently reported on the balance sheet in the order they will be paid.

d.	Some liabilities that will be paid within a year are reported as long-term liabilities.  These include:

i. Short-term debt expected to be refinanced Valuation: amount of debt.

ii. Debt that will be retired out of non-current assets. (Alternatively, both the debt and the assets could be classified as current.) Valuation: amount of debt.

3.	Non-current assets 

a. Non-current investments: Investments that are readily marketable may be classified as current or long-term, depending on management’s intent for holding them. They normally consist of:

· Debt securities Valuation: FV/Amortized Cost.

· Other (such as a sinking funds or tangible assets held as investments) – Valuation: generally valued at cost

		Non-current equity investments are Valued as follows:
· Subsidiaries – consolidation

· Significant influence – Equity method

· Non-consolidated subsidiaries or investments where no control or influence exists – fair value or cost


		b.	Property, plant, and equipment: Durable physical property such as land, buildings, machinery, furniture, and "wasting resources" (timberland, minerals) used in operations.  Valuation: Cost or FV.

i. Most assets in this category are either amortized (e.g., buildings) or depletable (e.g., timberlands). Land is not amortized; however, land improvements (discussed in Chapter 11) are amortized.

ii. IFRS allows an option to carry these assets at fair value (rather than historical cost) using a revaluation or fair value method. As with all assets, property, plant and equipment is written down if impaired.


		c.	Investment Property:	 Land and Buildings held for cash flows or capital appreciation. Valuation: Cost or FV.
		d.	Biological Assets: Living/perishable matter such as plants and livestock. Valuation: Cost or FV less costs to sell.

		N.B:  ASPE does not have separate categories for Investment Property and Biological Assets – these are included in P, P & E.
	
	e.	Intangible assets: Resources that lack physical substance but provide economic rights and advantages.

· Examples (non-Goodwill) include patents, franchises, trademarks, and organization costs. Valuation: Cost or FV.

· Goodwill is the excess of the purchase price of a company over the fair value acquired. 

Example – a subsidiary is worth 100 but a company pays 120 for it. Goodwill is 20. This is not a loss but an asset since the assumption is that we’ll get back that extra 20 in time through cash flows.  Like all assets, Goodwill is subject to impairment test but we will see that in the 2nd half of the class.

N.B: Only “purchased” Goodwill like the one in the example above gets recorded. Internally generated Goodwill such as best practices, employee loyalty, etc, cannot be valued, and does not meet the definition of an asset, thus these are not recognized.

· Usually a high degree of uncertainty exists regarding realization of future benefits.
· Intangibles are carried at cost less accumulated amortization if they have finite lives, at cost if they have indefinite lives (provided they are not at Fair value). Both kinds are written down if impaired. In practice, these items are often included in the section called "other assets."
·  Expenditures for intangible assets, such as most R & D and internally developed goodwill, are not capitalized, but are expensed as incurred.

d.	Other assets: A special classification for unusual items that cannot be included in one of the other asset categories. Examples include deferred charges (long-term prepaid expenses), non-current receivables, and advances to subsidiaries. Valuation: Various

e.	Point out that the classification of assets depends on both the nature of the item and use to which it is put. For example:

i. Land used as factory site—classify as property, plant and equipment.
ii. Land owned by a realty company and held for sale—classify as current asset.
iii. Land held for speculation—classify as long-term investment. (Investment Property)
iv. Idle land and facilities that have been withdrawn from production—classify as other assets.





4.	Long-term liabilities

a.	Definition:  Obligations that are not reasonably expected to be liquidated within the normal operating cycle, but instead, are payable at some date beyond that time.

b.	Three types:

i. Obligations arising from specific financing situations where additional assets are acquired: issuance of bonds, long-term lease obligations, and long-term notes payable. Valuation: Unamortized amount (+premium or – discount)
ii. Obligations arising from ordinary operations of the enterprise, such as pension obligations and deferred income taxes. (Pensions and Income taxes are discussed in subsequent chapters.)
			iii.	Obligations that are dependent upon the occurrence or non-occurrence of one or more future events to confirm the amount payable, or the payee, or the date payable. Valuation: based on best estimate.

c.	Any premium or discount on bonds payable is disclosed separately as an addition to or subtraction from the bonds.

d.	The currently maturing portion of long-term debt is classified as a current liability with the remainder being non-current. Theoretically, any related premium or discount should also be reclassified as current.

e.	Supplementary information that is usually disclosed in separate schedules includes the existence of debt covenants and restrictions and the terms of the debt, such as maturity dates, interest rates, and amounts of any securities pledged to support the debt. 


5.	Shareholders' equity

a.	Shareholders' equity of corporations.

i. Share capital—the amounts authorized, issued, and outstanding should be disclosed.

ii. Contributed surplus—includes premiums on shares issued and capital donations.

iii. Retained earnings—the undistributed earnings of the corporation.  Separate disclosure is made of unrestricted (available for dividends) and appropriated (restricted) retained earnings.

iv. Accumulated other comprehensive income (IFRS only) — includes unrealized gains and losses on certain investments (AFS or FVTOCI), certain gains or losses from hedging activities, gains or losses on revalued property, plant and equipment, and other. The account does not need to be called “Accumulated other comprehensive income”.

v. Non-controlling Interest: On consolidated statements, the claim to a subsidiary’s net assets not controlled by the parent – you will see this in ACCO 420 – for now just know this goes to Shareholder Equity.

D.	Additional Information.

1.	Contingencies—Events that involve uncertainty as to possible loss (loss contingency) that will ultimately be resolved by a future event. Typical loss contingencies relate to litigation, environmental issues, possible tax assessments or government investigation. Contingent losses are recorded if they are i) likely (>50%) and ii) measurable.

	Under ASPE, Contingent Liabilities are usually recorded at the lowest end of the range when all points within the range are equally likely. IFRS specifies the use of expected value probabilities.


Example:  A company is reasonably certain that it will be sued by a competitor.

Its legal team estimates the following:

Estimated Loss:

$100,000 60% likely.
$200,000 40% likely. 

	Under IFRS the loss to be accrued would be $140,000 (100*0.6+200*0.4). Under ASPE the lowest point of $60,000 would be accrued.  This would result in a Contingent Liability on the B/S. 

2.	Valuations and accounting policies

a.	A description of all significant accounting principles and methods that involve selection from among alternatives and/or those that are peculiar to a given industry should be disclosed.

b.	This disclosure is usually given in the first note or in a separate summary of significant accounting policies preceding the notes.
	
3. 	Contractual situations. Contracts and negotiations: It is mandatory that essential provisions of lease contracts, pension obligations, and stock option plans be clearly stated in the notes to the financial statements. Disclosure of other contracts and commitments of various natures (see Section 3280 of the CICA Handbook, for example) is also required.  

4. 	Subsequent events. Events that occur after the fiscal year end but before financial statements are prepared. If the events provide further evidence of conditions that existed at the balance sheet date, adjust financial statements; if not, disclose in notes whether or not  a significant change to assets, liabilities, and whether it will have a significant impact on future operations.

		Example 1:  A company’s year-end is Dec 31st and the financial statements are released/ready for use on March 31st for the prior year.  On February 1st, the company finds out that a major customer – who owes it a material amount of money goes bankrupt.  Would you restate the Dec 31st books to reflect this? Why or why not?

		Yes.  The company found out about the bankruptcy on Feb 1st which means there is a good chance the customer was already in trouble as at Dec 31st. Restatement is required since this indicates conditions that existed at the B/S date.

		Example 2:  A company experiences an UNINSURED fire loss on January 2nd. Its year-end is Dec 31st and the financial statements are released/ready for use on March 31st for the prior year.  Would you restate the Dec 31st books to reflect this? Why or why not?

		No.  The fire was not indicative of conditions on Dec 31st. Restatement is NOT required since this does not indicate a condition that existed at the B/S date.


5.	Refinancing troubled-debt:  Under IFRS a liability can be re-classed from current to non-current IF AND ONLY IF an agreement was reached with the lender at the Balance Sheet date – e.g. Dec 31st.  ASPE allows the deal to be reached any time prior to the release of the financial statements.

		Example:  A company’s year –end is Dec 31st.  Its financial statements are released on March 31st.  The company reached an agreement with its bank on February 1st to extend payment terms of its loan to beyond the current year, which is when it was initially due.

		Can the company reclass its debt from current to non-current?

		Answer: IFRS: no. ASPE: yes.  IFRS requires that a deal be in place – in writing as at the balance sheet date. ASPE allows the deal to be reached any time prior to the release of the financial statements.


E.	Techniques of Disclosure

1. Parenthetical explanations (example: prior year comparative).

2. Notes (example: accounting policies and contingencies).

3. Cross-reference and contra items (example: bond discounts).

4. Supporting schedules (example: lease disclosures).

5. Additional disclosures required: Reportable segments; related party transactions (Full Disclosure principle)

F.	Other Issues

1. Balance sheet format—account form versus report form.
2. Questions on terminology:
	
· The term "reserve" should be used only to describe an appropriation of retained earnings.

The following is a schematic of a typical Statement of Financial Position:
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A Statement of Financial Position is essentially a listing of all assets of an accounting entity (the left side). The right side of the balance sheet shows how these assets are financed: through external creditor financing (liabilities) or through internal financing, either through direct shareholder financing (share capital) or though growth (retained earnings).

Note that the above “inverted” statement of financial position is not required by IAS 1, so organizations can continue to use the traditional balance sheet format, i.e. current assets followed by current liabilities. The inverted format however, is used by all European entities that have adopted IFRS and is used in all examples in IAS 1. Assets are segregated into current and long-term assets.


A current asset is defined as follows (IAS 1.66):
a) It is expected to be realized in, or is intended for sale or consumption in, the entity’s normal operating cycle;
b) It is held primarily for the purpose of being traded; c) It is expected to be realized within 12 months; or d) it is cash or a cash equivalent.

The operating cycle of an organization is defined as the amount of time it takes to convert raw materials into a final product and sold. For most organizations this is much less than one year. Some organizations’ operating cycle last longer than one year: tree farms, nuclear submarine contractors, Scotch whisky distillers, etc. For purposes of this program, however, we can generally assume that current assets will be converted into cash or used up in the organization within one year. 


The most common current assets are: cash, short-term investments, accounts receivable, inventory and prepaid expenses.

Non-current assets are defined by what they are not: they are not current assets. Essentially, they are assets that will convert into cash or be used up in the organization over periods of longer than one year or the operating cycle of the organization. The most common long-term assets are: long-term investments, land, building, equipment, and intangible assets (goodwill, patents and trademarks).

An entity should classify a liability as current when (IAS 1.69)
a) it expects to settle the liability in the entity’s normal operating cycle, b)  it holds the liability primarily for the purpose of trading,
c)  the liability is due to be settled within 12 months after the reporting period, or
d) the entity does not have an unconditional right to defer settlement of the liability for at least 12 months after the reporting period.

The most common current liabilities are: accounts payable, accrued liabilities and the current portion of long-term debt.

Non-current liabilities, like non-current assets, are defined by what they are not: they are not current liabilities. Generally non-current liabilities represent those liabilities that are due to be paid in periods exceeding one year or the operating cycle of the organization. The most common long-term liabilities are: long-term debt and future income tax liabilities.

Shareholders’ equity is typically made up of two components: share capital and retained earnings. Share capital represents the amount that shareholders have invested in the corporation directly. There are generally two types of share capital: common shares and preferred shares.

Retained earnings represent the sum total of past earnings that have not been distributed to shareholders by way of dividends.
IAS 1.54 requires that, as a minimum, the following be disclosed on the face of the statement of financial position, provided these exist in material amounts:
a) Property, plant and equipment;
b) Investment property;
c)  Intangible assets;
d) Financial assets;
e) Investments accounted for using the equity method;
f)	Biological assets (i.e. cattle, grains, other organic produce);
g) Inventories;
h) Trade and other receivables;
i)	Cash and cash equivalents;
j)	The total of assets classified as held for sale and assets included in disposal groups classified as held for sale;
k)  Trade and other payables;
l)	Provisions;
m) Financial liabilities;
n) Liabilities and assets for current tax (i.e. income taxes payable/receivable) ;
o) Deferred tax liabilities and deferred tax assets;
p) Liabilities included in disposal groups classified as held for sale;
q) Non-controlling interest, presented within equity;
r)	Issued capital and reserves attributable to the parent’s equity holders.


Current/noncurrent classification – IAS 1.60 requires that current / non-current assets and current / non-current liabilities be disclosed separately except when a presentation based on liquidity would provide information that is reliable and more relevant. If that exception applies, all assets and liabilities should be presented broadly in order of liquidity. Financial institutions, for example, would be more likely to present their statement of financial position on a liquidity basis. IAS 1 acknowledges that the current / non-current classification is useful when an entity supplies goods or services within a clearly identifiable operating cycle. (IAS 1.62)


Working Capital:

Is a measure of a company`s liquidity. It is calculates as Current Assets-Current Liabilities.
CURRENT CLASSIFICATION
CURRENT ASSETS			CURRENT LIABILITIES


	

































1. Cash			1. Short-term debt
2. Current investments			2. Accounts payable
3. Receivables			3.Advances from customers
4. Inventories			4. Income taxes payable
5. Prepaid expenses			5. Current portion of 
			    Long-term debt	Working Capital

The following page provides an illustrative Statement of Financial Position (adapted from IAS 1 – Implementation Guidance). (
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IFRS Update


1. More choice and flexibility is permitted under IFRS with respect to the format of the balance sheet (also known as the statement of financial position under IFRS).

IFRS requires additional line item disclosure on the face of the statement for biological assets, Investment property and provisions.

There are no equivalent standards in ASPE for these line items so they would not be separately identified on the face of the balance sheet.

IFRS requires additional line items, subtotals, and headings when these would be relevant to the users.

Current/non-current classification
Both IFRS and ASPE requires classification of the balance sheet to distinguish working capital items from other assets and liabilities.

IFRS allows the use of both labels: current/non-current and short-term/long-term.
Generally, though, the current/non-current is used to classify items on the face of the financial statement and the short/long-term description is used to indicate recognition and measurement of items (e.g., short-term provisions) within the current/non-current sections of the statement.

Current/non-current classification of deferred income taxes
Under IFRS, all deferred income taxes are classified as non-current.
Under ASPE, deferred income taxes are classified as current or non-current based on
the underlying asset or liability to which they are associated.

Current/non-current classification for breach of a covenant
Under IFRS, if there is a breach of a covenant or long-term agreement that makes the liability due on demand at the balance sheet date, the loan must be classified as current. 

If there are renegotiations, any new agreement must be in place by the balance sheet date in order to classify the loan as non-current. 

Under ASPE, if the loan is renegotiated or refinanced after the balance sheet date, but before the issuance of the financial statements, the loan can be classified as non-current.

*** IFRS allows presentation assets and liabilities according to current/non-current classifications or liquidity when the latter is more relevant.

When you are asked to present a Balance Sheet under REVERSE LIQUIDITY FORMAT, show your non-current assets before your current assets. Do the same for your liabilities.







Some Common Balance Sheet Items and Disclosure Requirements: 

	ITEM
	B/S CLASSIFICATION
	VALUATION
	ADDITIONAL DISCLOSURE

	1
	SHARE CAPITAL IN EQUITY
	Proceeds from share issue (No par value)
	No. of shares, authorized, outstanding

	2
	BIOLOGICAL ASSETS (IFRS Only) 
	Fair Value less costs to sell or Cost
	Description, cost, amortization policy if any , acc. amort

	3
	INVESTMENT PROPERTY (IFRS ONLY)
	Fair Value or Cost (one choice for ALL Investment Property)
	Description of Investment Property, policy choice (cost or FV)

	4
	NON-CURRENT -FIXED ASSETS 
	 Cost or Fair Value (IFRS only)
	Description, cost, amortization policy and acc. Amort ( or fair value if relevant under IFRS)

	
	
	
	

	5
	ACCOUNTS RECEIVABLE-CURRENT
	Collectible amount (realizable)
	Allowance, net amount, allowance policy

	6
	INTANGIBLE ASSETS NON CURRENT
	Cost or Fair Value (IFRS only)
	Description, cost, amortization policy if any , shown net of acc. Amort. ( or fair value if relevant under IFRS)

	7
	INVENTORY-CURRENT(USUALLY)
	Lower of Cost or Net Realizable Value
	Breakdown by category, lower of cost and NRV

	8
	FINANCIAL LIABILITITES- CURRENT OR NON-CURRENT
	Fair Value (face Value+/- unamortized discount or premium)
	Due date, interest rate, special conditions, discount or premium, payments schedule, etc (Non current)

	9
	NON-CURRENT INVESTMENTS
	Cost or Fair Value (IFRS only) – note that here, FV would be used if available
	Cost ( or fair value if choice made under IFRS)

	10
	NON-CURRENT INTANGIBLE ASSETS
	Cost or Fair Value (IFRS Only)
	Description, cost, amortization policy, shown net of acc. Amort. ( or fair value if relevant under IFRS)

	11
	CURRENT - FINANCIAL ASSETS (INVESTMENTS)
	Cost or Fair Value (IFRS only) – note that here, FV would be used if available
	Cost and fair value, interest/dividend rates if relevant,
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