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balance sheet accounts. Investing outflows on the cash flow 
statement will correspond to increases in the long-term asset  
accounts on the balance sheet, financing inflows that result 
from borrowing on the cash flow statement will correspond to 
increases in the debt accounts on the balance sheet, and so on.

Figure 1.1 
Relations between Cash Flow, Net Income, and Changes 
in Balance Sheets

Balance Sheet at Beginning of Year

                           Assets = Liabilities + Owners’ Equity

Cash + Noncash assets = Liabilities + Contributed Capital + Retained Earnings

 Cash Flow Statement Income Statement
 For the Year For the Year
  (minus Dividends)

Cash + Noncash assets =  Liabilities + Contributed Capital + Retained Earnings 

Balance Sheet Equation at End of Year

 Figure 1.1 helps us see what happens if cash flow and income 
are not the same. Say the firm generates income of $1 million and 
pays no dividends (so retained earnings goes up by $1 million),  
but cash flow is only $800,000; that is, the cash account changes 
by only $800,000. Where is the other $200,000? For the balance 
sheet to stay in balance, one of the other balance sheet accounts 
must change accordingly. That is, the difference between cash 
flow and net income has to be reflected in the change of some 
other balance sheet account. 
 Understanding how transactions and events impact the 
three financial statements and how the three statements are  
related to each other are such important skills that we will  
devote the entire next chapter to further developing them. 
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Compiling the Financial Statements

Now we are ready to add up the account balances and put  
together our balance sheet.

Accents Inc. 
Balance Sheet—December 31, 2010 
(numbers in thousands)

Assets    Liabilities and Owners’ Equity
Cash  $10,000  Accounts Payable  $23,000 
Accounts Receivable  17,000  Wages Payable  1,000 
Inventory  20,000  Notes Payable  5,250 
Total Current Assets  $47,000  Income Tax Payable  1,900 
  Total Liabilities  $31,150 
Land  $10,000   
Building  36,000  Common Stock  $60,000 
Total Long Term  $46,000  Retained Earnings  1,850 
Assets  Total Owners’ Equity  $61,850 
Total Assets  $93,000  Total Liabilities and  
  Owners’ Equity  $93,000

The balance sheet gives the financial status of Accent at a  
particular date (December 31, 2010). Looking at successive  
balance sheets can give you information about how the financial 
status has changed. Because this is Accent’s first balance sheet 
(its beginning of the year balance sheet was all zeros), in 
this case the balance sheet is also the change in the balance 
sheet. Accent’s balance sheet tells us that even though Accent 
started with $60,000 in cash after its stock offering, its cash  
balance is down to only $10,000. It invested the remainder in 
acquiring resources, including a building, land, and inventory. 
In total they have acquired $83,000 worth of noncash assets. 
They have also racked up some liabilities—a total of $31,150, all 
of which are due within the next year.
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a company would go back through each of the transactions that 
occurred during the period and check to see which ones involved 
cash. If a given transaction involved cash, it goes on the cash 
flow statement, and if not, it doesn’t. They would then separate 
the cash transactions into operating, investing, and financing 
activities. Finally, within each category they would separate out 
inflows and outflows. Such a cash flow statement, called the 
Direct Method, would look like this for Accent:

Accent Inc. 
Statement of Cash Flows for the Year 2010
(numbers in thousands)

Cash from Operations 

Cash from Customers  $16,000 

Cash Paid to Employees  (3,000)

Cash Paid to Suppliers  (17,000)

Cash Paid for Interest 0 

Cash Paid for Taxes  0 

Cash from Operations  $(4,000) 

Cash from Investing 

Purchase of PPE  $(50,000)

Sale of PPE 0 

Cash from Investing  $(50,000) 

Cash from Financing 

Issuance of Debt  5,000 

Repayment of Debt 0 

Issuance of Stock  60,000 

Repurchase of Stock 0 

Payment of Dividends (1,000)

Cash from Financing  $64,000 

Total Change in Cash  $10,000 

Beginning Balance of Cash 0 

Ending Balance of Cash  $10,000 



UTILIZING AND FINANCING YOUR ASSETS    93

 If Firm A’s assets earn a higher rate of return, then Firm 
A’s operating income goes up, but its interest expense doesn’t 
change. All the extra income goes to shareholders (net of the 
taxes on this extra income). Accordingly, ROE goes up as well.
For Firm B, the calculations are similar, except Firm B has 
more interest expense because it has more debt. Firm B’s Net 
Income is therefore lower in each case than the corresponding 
income for A. We could make a case that the interest rate on 
Firm B’s debt should be higher than Firm A’s, which would make 
Firm B’s income even lower. However, Firm B’s investment by 
shareholders is also lower. As we see, Firm B’s shareholders don’t 
get any return in the worst-case scenario, but they do better 
than Firm A in the best-case scenario:

Effect on Firm A: Pretax ROA = 5% Pretax ROA = 10% Pretax ROA=15%

Operating Income $400,000 $800,000 $1,200,000

Interest Expense at 10% 200,000 200,000 200,000

Income Before Taxes 200,000 600,000 1,000,000

Income Tax Expense at 35% 70,000 210,000 350,000

Net Income $130,000 $390,000 $650,000

ROE = Net Income / Equity 2.2% 6.5% 10.8%

   

Effect on Firm B: Pretax ROA = 5% Pretax ROA = 10% Pretax ROA=15%

Operating Income $400,000 $800,000 $1,200,000

Interest Expense at 10% 400,000 400,000 400,000

Income Before Taxes 0 400,000 800,000

Income Tax Expense at 35% 0 140,000 280,000

Net Income $0 $260,000 $520,000

ROE = Net Income / Equity 0.0% 6.5% 13.0%

 
Now let’s present these same numbers in the form of a graph in 
Figure 4.1. The less steep line represents the ROA for Firm A (the 
less highly levered firm), and the steeper line represents the ROA 
for Firm B (the more highly levered firm).
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 What do we learn from this graph and these calculations? 
If the firm’s return on assets is exactly the same as the interest 
rate it pays out on its debt (10% pretax, or 6.5% after tax), the 
amount of debt it has (or the amount of leverage it takes on) 
does not matter. All of the extra money the firm generates by 
funding some assets with debt goes back to the debt holders; 
none of it goes to shareholders.
 However, if the firm can earn more with its assets than it 
is paying out on its debt, the firm’s ROE is above its ROA. The 
shareholders get to keep the extra money without having had 
to contribute any investment of their own to get it, so their  
return on their own investment goes up. Moreover, the more 
debt it has, the more this difference is magnified. Firm B (the 
more highly levered firm) does better than Firm A in this range.
 On the other hand, if the firm happens to earn less with its 
assets than it is paying out on its debt, the firm’s ROE will be 
less than its ROA. Now the shareholders have to kick in some of 

Figure 4.1
Effect of financial leverage on return on equity
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example, the total fixed costs are $46,000 and the contribution 
margin per unit is $5, so the break-even point is $46,000 / 5 = 
9,200 units. This is why we will lose money if volume falls to 

Break-even Point

Figure 5.2
Profit as a function of volume
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Figure 5.1
Revenue and cost as a function of volume
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