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Learning Objective 1 

Describe the specific 

elements of the balanced 

sheet (assets, liabilities, 

and owners’ equity), and 

prepare a balance sheet 

with assets and liabilities. 
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 Identification and measurement of assets 

and liabilities is fundamental to the 

practice of accounting. 

 Assets and liabilities are usually 

separated into current and noncurrent 

categories. 

 Current items are those expected to be 

used or paid within one year. 

(continued) 

Elements of the Balance Sheet 
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• A balance sheet presents a listing of an 

organization’s assets and liabilities at a 

certain point in time.   

• The difference between assets and liabilities 

is called equity. 

• The balance sheet is designed using the 

basic accounting equation: 

Assets = Liabilities + Owners’ Equity 

Elements of the Balance Sheet 
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Elements of the Balance Sheet 
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Elements of the Balance Sheet 

Accounting is not a science. 
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Elements of the Balance Sheet 

The primary purpose of the balance 

sheet is to help forecast the future. 
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Elements of the Balance Sheet 

If a company economically 

controls the future economic 

benefits association with an 

item, that item qualifies as 

an asset whether it is legally 

owned or not. 
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Elements of the Balance Sheet 

This term includes legal commitments as well 

as moral, social, and implied obligations. 
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Elements of the Balance Sheet 

Most liabilities 

involve an obligation 

to transfer assets in 

the future. However, 

an obligation to 

provide a service is 

also a liability. 



3-13 

Elements of the Balance Sheet 

Assets and liabilities arise from transactions 

or events that have already happened. 
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(continued) 
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(continued) 
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• The difference between current assets 

and current liabilities is referred to as 

the company’s working capital. 

• Working capital is the liquid buffer 

available in meeting financial demands 

and contingencies of the near future. 

• The division of assets and liabilities into 

current and noncurrent is in some 

sense an arbitrary partition. 

 

Working Capital 
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Cash and resources expected to be 

converted to cash during the entity’s 

normal operating cycle or one year, 

whichever is longer, are current 

assets: 

• Cash 

• Receivables 

• Inventories 

Current Assets 



3-19 

Operating Cycle 



3-20 

The normal operating cycle involves 

the use of cash to purchase 

inventories, the sale of inventories 

resulting in receivables, and ultimately 

the cash collection of those 

receivables. 

Current Assets 
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• In addition to cash, receivables, and 

inventories, current assets typically 

include prepaid expenses and 

investments in certain securities. 

• Debt and equity securities (often called 

bonds and stocks) that are purchased 

mainly with the intent of reselling these 

securities in the short term are called 

trading securities. 

Current Assets 
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• Current assets are normally listed on the 

balance sheet before the noncurrent 

assets and in the order of their liquidity, 

with the most liquid items first. 

• Liquid refers to those closest to cash. 

• This order is a tradition, not a 

requirement. 

Current Assets 
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• Investments  

• Property, Plant, and Equipment 

• Intangible Assets 

• Other Noncurrent Assets 

Noncurrent Assets 

Assets not qualifying for presentation 

under the current heading are classified 

under a number of noncurrent headings. 

Noncurrent assets may be listed under 

separate headings, such as: 
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• Investments held for such long-term 

purposes as regular income, 

appreciation, or ownership control are 

reported under the heading 

Investments. 

• The Investment heading also includes 

other miscellaneous investments not 

used directly in the operations of the 

business. 

Investments 
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Property, Plant, and Equipment 

includes properties of a tangible and 

relatively permanent nature that are 

used in the normal business operations, 

such as: 

• Land 

• Buildings 

• Machinery 

• Tools 

Property, Plant, and Equipment 
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Intangible assets are long-term rights 

and privileges of a nonphysical nature 

acquired for use in business 

operations, such as: 

• Goodwill 

• Patents 

• Trademarks 

• Franchises 

• Patents 

• Fromulas 

Intangible Assets 
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Those noncurrent assets not suitably 

reported under any of the previous 

classifications may be listed under the 

general heading “Other Noncurrent 

Assets”: 

Other Noncurrent Assets 

• Long-term advances to officers 

• Long-term receivables 

• Deposits made with taxing authorities 

and utility companies 

• Deferred income tax assets 
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Deferred Income Tax Assets 

Deferred income tax assets arise 

when taxable income exceeds 

reported income for the period and the 

difference is expected to “reverse” in 

future periods. 
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Current liabilities are those obligations that 

are reasonably expected to be paid using 

current assets or by creating other current 

liabilities, such as: 

• Accounts and notes payable 

• Salaries payable 

• Wages, interest, and taxes payable 

• Current portion of long-term 

obligations 

Current Liabilities 
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Sinking Fund 

Debts to be liquidated from a 

noncurrent sinking fund. A sinking 

fund is comprised of cash and 

investment securities that have been 

accumulated for the stated purpose of 

repaying a specific loan.  

Not Normally Current Liabilities 



3-31 

Short-Term Obligations 

Short-term obligation to be refinanced. 

If a short-term loan is expected to be 

refinanced or paid back with the proceeds 

of a replacement loan, the existing short-

term loan will not require the use of 

current assets even though it is scheduled 

to mature within a year. 

Not Normally Current Liabilities 
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International Standard 

• The international standard for 

classification of short-term 

obligations to be refinanced is 

slightly different. 

• According to IAS 1, for the 

obligation to be classified as long- 

term the refinancing must take 

place by the balance sheet date. 
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Callable Obligations 

• A callable obligation is one that is 

payable on demand and thus has 

no specified due date. 

• If the terms of an agreement specify 

that an obligation is due on demand 

or will become due on demand 

within one year from the balance 

sheet date, the obligation should 

be classified as current. 
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• Loan agreement clauses that identify 

specific deficiencies that can cause a loan 

to be immediately callable are referred to 

as objective acceleration clauses. 

• If these deficiencies exist as of the balance 

sheet date, the associated liability should 

be classified as current unless the lender 

has agreed to waive the right by the time 

the financial statements are issued. 

Objective Acceleration Clauses 
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Subjective Acceleration Clauses 

• In some cases, the debt agreement does not 

specifically identify the circumstances under 

which a loan will become callable, but it does 

indicate some general conditions that permit 

the lender to accelerate the due date. This 

type of provision is known as subjective 

acceleration clauses. 

• If invoking the clause is considered to be 

reasonably possible but not probable, only a 

note disclosure is necessary. 
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• Long-Term Debt 

• Long-Term Lease Obligations 

• Deferred Income Tax Liability 

• Other Noncurrent Liabilities 

Obligations not reasonably expected to be 

paid or otherwise satisfied within 12 

months are classified as noncurrent 

liabilities. They are usually listed under 

separate headings, such as: 

Noncurrent Liabilities 
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• Long-term notes, bonds, mortgages, and 

similar obligations not requiring the use of 

current funds for their retirement are 

generally reported on the balance sheet 

under the heading Long-Term Debt. 

• When the amount borrowed is not the same 

as the amount ultimately required to be 

repaid, called the maturity value, a 

discount or premium is included as an 

adjustment to the maturity value. 

Long-Term Debt 
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• A discount should be subtracted from the 
amount reported for the debt. 

• A premium should be added to the amount 

reported for the debt. 

• When a note, a bond issue, or a mortgage 

formerly classified as a long-term obligation 

becomes payable within a year, it should be 

reclassified as a current liability except when 

the obligation is to be refinanced. 

Long-Term Debt 
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Long-Term Lease Obligations 

• Some leases of property, plant, and 

equipment are financially structured so that 

they are essentially debt-financed 

purchases. 

• The FASB has established criteria to 

determine which leases are to be accounted 

for as purchases, or capital leases, rather 

than as ordinary leases. 
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Deferred Income Tax Liability 

• A deferred income tax liability can be 

thought of as the income tax expected to 

be paid in future years on income that 

has already been reported in the income 

statement but which, because of the tax 

law, has not been taxed. 

• The liability is valued using the enacted 

income tax rates expected to prevail in 

the future when the income is taxed. 



3-41 

Other Noncurrent Liabilities 

Those noncurrent liabilities not suitably 

reported under the separate headings 

outlined earlier may be listed under this 

general heading or may be listed separately 

under special descriptive headings. 

Examples are: 

• Pension plans 

• Obligations resulting from advance 

collections on long-term contracts 
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• Past activities or circumstances may give rise to 

possible future liabilities although obligations do 

not exist on the balance sheet date. These 

possible claims are known as contingent 

liabilities. 

• If the future payment is considered probable, the 

liability should be recorded by a debit to a loss 

account and a credit to a liability account. 

• If future payment is possible, the contingent 

nature of the loss is disclosed in a note to the 

financial statements. 

Contingent  Liability 

(continued) 
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Probable: This category means that the 

future event will likely occur.  

For example, the IRS examination is winding 

down, and because of the volume of tax code 

and court cases the government has provided 

to date supporting its position, your client is 

fairly certain that additional tax will be 

assessed. 

Contingent  Liability 
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Reasonably possible: The chance of the 

future event happening is more than remote 

but less than probable.  

For example, your audit client is involved in a 

lawsuit, but at this point in the proceedings, 

not enough evidence has been presented in 

court to rule out a judgment for or against the 

company. 

Contingent  Liability 



3-45 

Remote: The chance of the future event 

taking place is remote.  

For example, your client selling a faulty 

product and having significant warranty 

claims as a result. If your client has isolated 

the bad product, recalled it, and settled the 

related warranty claims, chances are slim that 

it will need to deal with similar warranty issues 

on that product in the future. 

Contingent  Liability 
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• If the future payment is remote, no 

accounting action is necessary. 

• A contingent liability is distinguished from an 

estimated liability. 

• An estimated liability is a definite 

obligation with only the amount of the 

obligation in question and subject to 

estimation at the balance sheet date. 

• Examples of estimated liabilities – also 

called provisions – include income tax 

payable and warranty liability.  

Contingent  Liability 
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Owners’ Equity 

• Proprietorships—The owner’s equity in 

assets is reported by means of a single 

capital account. 

• Partnerships—Capital account balances 

summarize the investments and withdrawals 

and shares of past earnings and losses of 

each partner. 

Seventy percent of U.S. businesses are 

organized as sole proprietorships. 

(continued) 
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• In a corporation, the difference 
between assets and liabilities is 
referred to as stockholders’ 
(shareholders’) equity. 

• Generally divided into two parts: 

 Contributed capital or  

 paid-in-capital 

 The equity originating from earnings is 
referred to as retained earnings 

Owners’ Equity 
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Contributed Capital 

Two parts of contributed capital: 

1. Capital stock—The number of shares  the 
par value 

a. Preferred stock 

b. Common stock 

2. Additional paid-in capital 
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Preferred Stock 

In essence, preferred stock is an 

investment that has some of the 

characteristics of a loan: 

• Fixed periodic payment 

• No vote for the board of directors 

• Higher priority than common stock in 

case of bankruptcy liquidation 
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Common Stock 

Common stockholders are the real owners 

of the corporation: 

• They vote for the board of directors 

• Have legal ownership of the corporate 

assets after the claims of all creditors 

and preferred stockholders have been 

satisfied. 
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Additional Paid-In Capital 

• Additional paid-in capital represents 

investments by stockholders in excess of 

the par or stated value of the capital stock. 

• It is also affected by a whole host of diverse 

transactions such as: 

 Stock repurchases 

 Stock dividends 

 Share retirements and conversions 
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Retained Earnings 

• Retained earnings (RE) is the amount of 

undistributed earnings of past periods. 

• A deficit is an excess of dividends and losses 

over earnings resulting in a negative retained 

earnings balance. 

• Portions of retained earnings are sometimes 

reported as restricted and unavailable for 

dividends. 

• Retained earnings restrictions can be part of a 

loan agreement or can be voluntarily adopted 

by a company (called an appropriation). 
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Treasury Stock 

• When a company buys back its own shares, 

accountants call the repurchased shares 

treasury stock. 

• Treasury shares can be retired, or they can 

be retained and reissued later. 

• Treasury stock is usually shown on the 

balance sheet as a subtraction from total 

stockholders’ equity. 
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Accumulated Other 

Comprehensive Income 

• The FASB requires companies to 

summarize changes in owners’ equity 

exclusive of net income and contributions 

by, and distributions to, owners. 

• This summary, termed other 

comprehensive income, is typically 

provided by companies as part of their 

statement of stockholders’ equity. 
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Unrealized Gains and Losses on 

Available-for-Sale Securities 

• Available-for-sale securities are those that 

were not purchased with the immediate 

intention to resell but also are not meant to 

be held permanently. 

• These securities are reported in the 

balance sheet at their current market 

value. 

• The unrealized gains and losses from 

market fluctuations are shown as a 

separate equity item. 
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Foreign Currency 

Translation Adjustments 

This adjustment arises from the change 

in the equity of foreign subsidiaries (as 

measured in terms of U.S. dollars) that 

occurs during the year as a result of 

changes in foreign currency exchange 

rates. 
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Unrealized Gains and 

Losses on Derivatives 

A derivative is a financial instrument, 

such as an option or a future, that 

derives its value from the movement of a 

price, an exchange rate, or an interest 

rate associated with some other item: 

• Stock option 

• Right to purchase foreign currency 
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Minority Interest 

• In the consolidated balance sheet, minority 

(or noncontrolling) interest, is the amount 

of equity investment made by outside 

shareholders to consolidated subsidiaries 

that are not 100% owned by the parent 

corporation. 

• The minority interest is reported as part of 

owners’ equity, but it is clearly listed 

separately from the parent’s owners’ equity. 
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International Reserves 

International reserves are merely 

different equity categories similar in nature, 

depending on the reserve, to additional 

paid-in capital or to restricted retained 

earnings. 
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Offsets on the Balance Sheet 

A number of balance sheet items are reported at 

gross amounts not reflecting their actual values, 

thus requiring the recognition of offset balances 

in arriving at proper valuations. 

• Accounts Receivable/Allowance for  

 Bad Debts 

• Building/Accumulated Depreciation, Building 

• Maturity value of loan/loan discount 

• Total stockholders’ equity/Treasury Stock 
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Learning Objective 2 

Identify the different 

formats used to present 

balance sheet data. 
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Format of the Balance Sheet 

• Generally, assets and liabilities are presented 

in their order of liquidity. 

• Some industries with significant investments in 

land and buildings will list these items first on 

the balance sheet. 

• Because long-term financing is so important in 

industries, such as utilities, the equity capital 

and long-term debt obtained to finance plant 

assets are listed before current liabilities. 

(continued) 
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Format of Foreign Balance Sheets 

• Foreign balance sheets are frequently 

presented with property, plant, and 

equipment and intangibles listed first. 

• They frequently list the current assets 

and current liabilities together and label 

the difference between the two as net 

current assets or net working capital. 
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Learning Objective 3 

Analyze a company’s 

performance and 

financial position 

through the computation 

of financial ratios. 
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Balance Sheet Information is 

Analyzed in Two Major Ways 

• Relationships between balance sheet 

amounts 

• Relationships between balance sheet and 

income statement amounts 

In general, relationships between 

financial statement amounts are 

called financial ratios. 
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Liquidity 

• Liquidity is the ability of a firm to satisfy 

its short-term obligations. 

• A common indicator of the overall 

liquidity of a company is the current ratio. 

The current ratio is computed by 

dividing total current assets by total 

current liabilities. 

Current ratio = 
  Current assets 

Current liabilities 



3-77 

 

The WITH CLASSIFICATION section of 

Exhibit 3-8 will serve as the source of 

information for all ratios in Slides 3-78, 3-

81, 3-84, and 3-85. 

Liquidity 
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   Current assets 

 Current liabilities 

       $812,600  

Current Ratio 

  $499,500 

= 1.63 

Historically, the rule 

of thumb is that a 

current ratio below 

2.0 suggests liquidity 

problems. 

Advances in 

information 

technology have 

enabled companies 

to be much more… 

effective in 

minimizing the need 

to hold cash, 

inventories, and 

other current assets. 

Current ratios for 

successful 

companies today are 

frequently less than 

1.0. 
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Another ratio used to measure a firm’s 

liquidity is the quick ratio, also known as the 

acid-test ratio. It indicates how well a firm 

can satisfy existing short-term obligations 

with assets that can be converted into cash 

without difficulty. 

Quick ratio = 
Cash + Securities + Receivables 

Current liabilities 

Liquidity 
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   (Cash + Sec. + Rec.) 

      Current liabilities 

       $483,700  

  $499,500 

= 0.97 

Quick Ratio 

3-81 
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Overall Leverage 

• Comparing the amount of liabilities to the 

amount of assets held by a business 

indicates the extent to which borrowed 

funds have been used to leverage the 

owners’ investments and increase the size 

of the firm. 

• One frequently used measure of leverage is 

the debt ratio. 

(continued) 
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         Total liabilities 

          Total assets 

       $1,098,700  

  $1,952,600 

= 0.56 

Techtronics 

borrowed 50% of 

the money it 

needed to buy its 

assets. 

Debt Ratio 

3-84 
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Asset Mix 

A company’s asset mix, the proportion of 

total assets in each asset category, is 

determined to a large degree by the 

industry in which the company operates. 

(continued) 

Asset mix  = 
Asset category 

Total assets 
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Techtronics holds 

38% of its assets 

in the form of 

buildings and 

equipment. 

 Building and Equipment 

          Total assets 

         $732,900 

  $1,952,600 

= 0.38 

Asset Mix for 

Building and 

Equipment 
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Relationships Between 

Balance Sheet and Income 

Statement Amounts 

Financial ratios comparing balance sheet 

and income statement amounts reveal 

information: 

• about a firm’s overall profitability and 

• about how efficiently the assets are 

being used. 

(continued) 

3-87 
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A financial ratio that gives an overall 

measure of company efficiency is called 

asset turnover. Techtronic’s balance 

sheet reveals that it has $1,952,600 in 

assets. Assuming sales of $4,000,000, 

the turnover is calculated as follows: 

 

Techtronics generates $2.05 in 

sales for each dollar of assets.  

=  2.05 
    Sales 

Total assets 
= 

$4,000,000 

$1,952,600 

Efficiency 
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To appropriately measure profitability, net 

income must be compared to some 

measure of the size of the investment. Two 

financial ratios used to assess a firm’s 

overall profitability are return on assets 

and return on equity. 

Overall Profitability 

(continued) 
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Return on Assets 

Net income 

Total assets 
= 

 $150,000 

$1,952,600 
=  7.7% 

This means that one dollar of 

Techronics’ assets generated 

7.7 cents in net income. 

Overall Profitability 

(continued) 
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Return on Equity 

 Net income 

Stockholders’ 
equity 

= 
$150,000 

$853,900 
= 17.6% 

Techronics’ stockholders 

earned 17.6 cents per each 

dollar of equity invested. 

Overall Profitability 
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Proposed New Balance 

Sheet Format 

• The FASB and the IASB are currently 

engaged in a long-term project to restructure 

the way information is presented in financial 

statements. 

• A restructured balance sheet for Techtronics 

found in Exhibit 3-8 has been reformatted 

and now appears in Exhibit 3-10. 

(continued) 
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Proposed New Balance 

Sheet Format 

• The balance sheet contains four major 

sections: business, financing, income taxes, 

and equity. A fifth section for a company that 

has ceased operations is called 

“discontinued operations.” 

• Items related to activities associated with a 

company’s financial operations are reported 

separated from items related to actual day-

to-day functions of the business. 

(continued) 
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• Items related to income taxes are also 

highlighted and reported separately. 

• The format makes it a little difficult to add up 

the traditional measures of total assets and 

total liabilities. The proposed restructuring 

would also require supplemental disclosure 

of these traditional numbers. 

Proposed New Balance 

Sheet Format 
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Learning Objective 4 

Recognize the importance 

of the notes to the 

financial statements, and 

outline the types of 

disclosures made in the 

notes. 
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Typical Notes to the 

Financial Statements 

• Summary of significant accounting policies. 

• Additional information to support summary 

totals found on the financial statements, 

usually the balance sheet. 

• Information about items that are not reported 

on the basic statements because the item fails 

to meet recognition criteria but are still  

important for users in their decision making. 

• Supplementary information required by the 

FASB or the SEC to fulfill the full disclosure 

principle. 
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Subsequent Events 

• The SEC requires large publicly traded 

companies to file their financial statements 

within 60 days of fiscal year-end. 

• Business continues during this “subsequent 

period” and events could take place that 

have an impact upon the firm’s financial 

statements for the preceding year. 

• These events are referred to in the 

accounting literature as subsequent events 

or post-balance sheet events. 
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Subsequent Events 
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International Accounting for 

Subsequent Events 

• The IASB has released IAS 10, dealing 

specifically with the accounting for 

subsequent events. 

• IAS 10 requires that companies adjust the 

reported amount of assets and liabilities if 

events occurring after the balance sheet 

date provide additional information about 

conditions that existed at the balance 

sheet date. 

(continued) 
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• IAS 10 requires that disclosure be made of 

significant subsequent events even if 

those events do not impact the valuations 

reported in the balance sheet. 

International Accounting for 

Subsequent Events 
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Learning Objective 5 

Understand the 

major limitations 

of the balance 

sheet. 
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Limitations of the Balance Sheet 

• Balance sheets do not generally reflect 

the current value of a business. 

• A favorite ratio among followers of the 

stock market is the book-to-market ratio, 

which reflects the difference between the 

balance sheet value of a company and 

the company’s actual market value. 
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Chapter 3 

The End 

 $ 

₵ 
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