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Appendix A 

 
As mentioned in chapter 6, Hirshleifer et al. (2004) argue that a high level of NOA indicates a 

lack of sustainability of recent earnings performance. The reasoning behind this result can be 

explained by examining the relation between net operating assets and cash on the balance 

sheet. The balance sheet of a firm can be summed up by the following identity (Dechow et al., 

2005): 

 

Total Assets = Total Liabilities + Owners Equity     (A.11) 

   

Operating assets and operating liabilities can be distinguished from financial assets and 

financial liabilities. The most common financial asset is the balance of cash and short-term 

investments (Cash), while the most common financial liability is debt (Debt):  

 

Cash + Operating Assets = Debt + Operating Liabilities + Owners Equity  (A.12) 

 

The difference between operating assets and operating liabilities are the net operating assets 

(NOA) of a firm, denoting owner’s equity as EQUITY and rearranging yields: 

 

NOA = Debt + Equity – Cash       (A.13) 

 

Operating accounts are grouped on the left and the financial accounts on the right. The NOA 

expression on the left is the accounting estimate of the net value of the firms operations. 

Taking the first difference of this equation gives: 

 

∆NOA = ∆Debt + ∆Equity - ∆Cash      (A.14) 

 

Dechow et al. (2005) rearrange the equation, assuming standard clean surplus assumptions for 

changes in equity and changes in debt: 

 

∆Equity = Income - DIST_Equity      (A.15) 

 

and so 

 

Debt = Interest Expense – Interest Paid - DIST_Debt    (A.16) 
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Where: 

Income = net income 

DIST_Equity = net cash distributions to equity holders 

DIST_Debt = net non-interest cash distributions to debt holders 

 

Substitution, under the assumption that all interest expense is paid in cash and some final 

rearrangement yields: 

 

Income = Accruals + ∆Cash + DIST_Equity + DIST_Debt   (A.17) 

 

The final three terms on the right hand side of this equation sum to what is frequently termed 

‘free cash flow’ (FCF): 

 

FCF = ∆Cash + DIST_Equity + DIST_Debt     (A.18) 

 

and so 

 

Income = Accruals + FCF       (A.19) 

 

Dechow et al. (2005) argue that accruals, representing the difference between income and free 

cash flow, provides a comprehensive measure of the component of income that is attributable 

to the application of accrual accounting. Hirschleifer et al. (2004) state that the accumulation 

over time of the difference between income and free cash flow are the net operating assets:  

 

Net Operating AssetsT = Σ
T

0
 Operating Incomet - Σ

T

0
Free cash Flowt   (A.20) 

 

Hirschleifer et al. (2004) argue that net operating assets are a cumulative measure of the 

deviation between accounting value added and cash value added, and term this ‘balance sheet 

bloat’. They state that accumulation of accounting earnings without a commensurate 

accumulation of free cash flows raises doubts about future profitability. Net operating assets 

can be further decomposed as: 

 

Net Operating AssetsT = Σ
T

0
 Operating Incomet - Σ

T

0
 (Operating cash Flowt - Investmentt ) 

          (A.21)  
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Net Operating AssetsT = Σ
T

0
 Operating Income Before Depreciationt - Operating Cash Flowt )

                +Σ
T

0
 ( Investmentt  - Depreciationt)   (A.22) 

 

Eq. (6.22) indicates that the value of net operating assets is the sum of the cumulative 

differences between accounting and cash value added: (Operating Income Before 

Depreciation - Operating Cash Flow), and (Investment - Depreciation). Thus, firms with high 

net operating assets have high cumulative deviation between accounting and cash profitability 

derived from both operating and investing activities. Simplifying (6.23) yields 

 

Net Operating AssetsT = Σ
T

0
 Operating Accrualst + Σ

T

0
 Investmentt   (A.23) 

 

which expresses net operating assets as the sum of cumulative operating accruals and 

cumulative investment. An example of an operating accrual is accounts receivables, for 

instance, when a firm books a sale as a receivable before it has received the actual cash inflow, 

its net operating assets increase. Second, when a firm records an expenditure as an investment 

rather than an expense, its net operating assets increase. 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 

 


