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The balance sheet is a statement of financial position, it is a document that adds up the assets and liabilities of the company in a specific method and ultimately shows the value of the owners equity.

The purpose of a balance sheet is to show interested parties the financial position of the business, it reflects the liquidity of the business.

The second purpose of the balance sheet is to enable one to make strategic decisions, for example if the ratios reflect that there is too much ‘cash’ on hand, the business is possibly under utilising its funds, therefore they should either invest it, acquire another business etc.

The balance sheet records the assets and liabilities  which ultimately show the owners equity.  This is done in accordance to GAAP, which is a universal accounting method for all business sizes and types.

The reason for a standardised method of accounting is to compare and also ensure conformity and reliability, for example, the information presented from one period to the next is supposed to be in the same format, you want to see the same assets listed in the same category etc.

Using specific ratio’s, and using the balance sheet, such as the difference between assets and liabilities, one can deduce the financial position of the company.
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The classification of assets.

Current Asset
Anything that can be converted to cash within one year
Examples are cash, gold coins, stocks, bonds, inventory, etc

Fixed Assets
These are assets that produce revenue, and except for land, depreciation is applied to work out the current value, since wear and tear occurs, you cannot record the value of the assets the same as that which you purchased it, since your purchase price might include shipping and special import duties.
Examples are warehouses, machinery, vehicles, furniture

The Current ratio determines the liquidity of the business, it indicates the number of times that the assets exceed the liabilities. For example
Business A
Assets-£ 300 000
Liabilities -£ 125 000

Therefore the current ratio is assets/liabilities
Therefore 300 000/ 125 000
Therefore the answer is 2.4.

Anything above 2 is a healthy company, one might add that its too healthy as it has funds that could possibly be re invested and earn more revenue than the interest just sitting in the bank account.
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Assets = Liabilities + net worth

The purpose of the above equation is to understand balance sheets, 

It is also the flow of data, for example, when recording in two column, 
you start with : 
                      assets – on left hand side,  
                                                                    Liabilities- on the right hand side
  
                                                                    Net worth- below liabilities

If the balance sheet is single column, then its prepared as

Assets

Liabilities

Net worth

This equation will always be balanced.

By applying this formulae correctly, one will be able to apply specific ratio’s to determine the status of the business, for example, 

Current Ratio, which is = total current assets / total current liabilities ( the healthy answer is around 2 )

Quick Ratio, which is often call the acid test ration, is = (current assets –inventory) / current liabilities, ( this determines if the business can sell its assets / inventory to cover its liabilities. 

Working capital, which is = total current assets – total current liabilities,  the desired result is high ratios.

So from the above formula that are used to determine the going concern of a business, its fundamental that you get the above correct, ie assets = liabilities + networth, 

You would further need to determine and allocate your current assets, current liabilities, 
To understand that current assets are assets that can be converted into cash within one year.

Your current liabilities are those that are to be paid within one year.

Its also worth noting that the net worth is the result of subtracting the liabilities from the assets, this is also called owners equity, Owners equity can be further broken down into the amount of money invested in the business plus profits.
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