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The balance sheet

• The balance sheet reflects the value of the 
company at a given time (like a photo)

• Each balance sheet has two sides
– Assets: company’s possessions
– Liabilities and shareholders’ equity

•Describing how these assets have been financed 
• Assets are classified according to their liquidity: 

i.e. how easy they can be converted into real 
cash flows

• Assets are financed either by money from the 
shareholders (equity) or by money from other 
sources like banks and suppliers (liabilities)

• Total Assets=Total value of liabilities and equity



The balance sheet
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The balance sheet

• Assets comprise goods possessed by the 
company, such as equipment, rights and patents, 
securities, cash and bank accounts

• Liabilities and equity tell us who potentially has 
the rights over the goods (the shareholders, short-
term and long-term creditors)
– Long-term debt is included into “liabilities”

• From the investment point of view
– Assets are where the resources have been invested
– Liabilities and equity are how these assests or 

investments have been financed



Assets

• Consist of two parts

– Fixed:  investment in durable low liquidity goods 
(equipment, installations, rights and patents . . .)

– Current:  assets of medium and high liquidity 
(money, current accounts, accounts payable . . .)



Liabilities and Equity

• Long-term liabilities (loans, . . .)

• Current liabilities (suppliers, . . .)

• Stockholders´equity:  the contributions of 
the shareholders and retained profit



Example



Business financing

• Issuing equity (shares)
• Issuing debt (obligations, bonds)
• Through bank loans
• Through cash flow management



Equity

• Advantage
– It is only necessary to pay the shareholders 

a percentage of total profits

• Disadvantage
– Hostile take-overs and loss of control over 

the company



Debt

• Advantages
– Obtained capital does not lead to the change of 

political rights within the company, 
• Hostile take-overs are not possible

– In profitable projects it may allow the company to earn 
a lot
• The cost of debt is fixed and independent of the realized 

profit
• Disadvantages

– The obligation to repay a fixed quantity at a fixed date 
in spite of changing circumstances

– The possibility of default
– Doable only for large companies



Bank loans

• Easy access
• Need for guarantees and collaterals
• Fixed interest, independent of the 

changing business conditions
• Lower bargaining power in relation to 

banks compared to to bond holders



Cash flow management

• The management of the terms of 
payments to be made to suppliers and 
the revenues to be received from 
customers

• Faulty cash flow management increases 
risk of default



Cash flow statement

• Financial statement that shows a company's 
incoming and outgoing money (sources and uses 
of cash) during a time period

• Can be positive or negative
• It shows

– how changes in balance sheet and income accounts 
affected cash and cash equivalents

– It is based on:
• Cash flow from operations
• Cash flow from investment
• Cash flow from financing





Income (profit and loss) statement

• is a financial 
statement 
indicating how  
revenue is 
transformed into 
net income 

• shows whether 
the company 
made or lost 
money during  a 
certain period



Default (suspensión de pagos)

• The company is not able to pay its 
creditors 

• Regulated by Law 
• The possibility of negotiating a “deal” with 

the creditors (debt restructuring)
– “Chapter 11”
– http://www.uscourts.gov/bankruptcycourts/ban

kruptcybasics/chapter11.html
• Default does not necessarily imply the 

liquidation of the company



Bankruptcy (Quiebra)

• The situation in which stockholders´ equity 
becomes negative (liabilities exceed 
assets)

• Regulated by the law
– “Chapter 7”
– http://www.uscourts.gov/bankruptcycourts/ban

kruptcybasics/chapter7.html
• Can be voluntary or initiated by a third 

party
• Implies company liquidation


