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Marking Criteria:
 We expect the learners to write minimum one well expressed point in three lines against each allocated mark. This means one needs to write 15 lines with 5 well expressed points to get high grades for a 5 marks question.
For high grades use examples and illustrations where appropriate. 
	
Q# 01). What is Balance Sheet and why it is prepared?  Identify and explain any two purposes of Balance Sheet?

Answer:

Balance Sheet:

Definition:

A financial statement that summarizes a company's assets, liabilities and shareholders’ equity at a specific point in time. These three balance sheet segments give investors an idea as to what he company owns and owes, as well as the amount invested by the shareholders.

The balance sheet must follow the following formula:

Assets = Liabilities + Shareholders' Equity

It's called a balance sheet because the two sides balance out. This makes sense: a company has to pay for all the things it has (assets) by either borrowing money (liabilities) or getting it from shareholders (shareholders' equity).

Each of the three segments of the balance sheet will have many accounts within it that document the value of each. 

Accounts such as cash, inventory and property are on the asset side of the balance sheet, while on the liability side there are accounts such as accounts payable or long-term debt. The exact accounts on a balance sheet will differ by company and by industry, as there is no one set template that accurately accommodates for the differences between different types of businesses.

Classification of Components

Statement of financial position consists of the following key elements:

Assets

An asset is something that an entity owns or controls in order to derive economic benefits from its use. Assets must be classified in the BALANCE SHEET[image: http://cdncache-a.akamaihd.net/items/it/img/arrow-10x10.png] as current or non-current depending on the duration over which the reporting entity expects to derive economic benefit from its use

Assets are also classified in the statement of financial position on the basis of their nature:

Current assets include accounts receivable, cash, stock, inventory, prepaid expenses etc.

Long-term Liabilities include Long-term bank loan, mortgage, vehicle leases, etc.


Liabilities:

A liability is an obligation that a business owes to someone and its settlement involves the transfer of cash or other resources. Liabilities must be classified in the statement of financial position as current or non-current depending on the duration over which the entity intends to settle the liability. 

Liabilities are also classified in the statement of financial position on the basis of their nature:

Current liabilities include accounts payable, income tax payable, accrued payable, notes payable etc.

Long-term Liabilities include Long-term bank loan, mortgage, vehicle leases, etc.

Equity:

Equity is what the business owes to its owners. Equity is derived by deducting total liabilities from the total assets. It therefore represents the residual interest in the business that belongs to the owners.


Purpose Of preparing Balance sheet:

One purpose behind these financial documents is to allow key decision makers to evaluate the company's current situation and make changes as needed. Creditors use these statements to make a decision on loans it might make to the company. Stock investors use these statements to determine whether the company represents a good investment.

Statement of financial position helps users of financial statements to assess the financial health of an entity. When analyzed over several accounting periods, balance sheets may assist in identifying underlying trends in the financial position of the entity. 

It is particularly helpful in determining the state of the entity's liquidity risk, financial risk, credit risk and business risk. 

When used in conjunction with other financial statements of the entity and the financial statements of its competitors, balance sheet may help to identify relationships and trends which are indicative of potential problems or areas for further improvement. 

Analysis of the statement of financial position could therefore assist the users of financial statements to predict the amount, timing and volatility of entity's future earnings. 


Explaining two purposes of Balance Sheet:

1) Decision-Making and Management Tools:

Management can plan, evaluate, and control operations within the company. Management obtains any information it wants about the company's operations by requesting special-purpose reports. 

It uses this information to make difficult decisions, such as which employees to lay off and when to expand operations.

Investors, creditors, and regulatory agencies generally focus their analysis of financial statements on the company as a whole. 

Since they cannot request special-purpose reports, external users must rely on the general purpose financial statements that companies publish. 

These statements include the balance sheet, an income statement, a statement of stockholders' equity, a statement of cash flows, and the explanatory notes that accompany the financial statements.

Users of financial statements need to pay particular attention to the explanatory notes, or the financial review, provided by management in annual report. This integral part of the annual report provides insight into the scope of the business, the results of operations, liquidity and capital resources, new accounting standards, and geographic area data.

Financial statement analysis consists of applying analytical tools and techniques to financial statements and other relevant data to obtain useful information. This information reveals significant relationships between data and trends in those data that assess the company's past performance and current financial position. 

The information shows the results or consequences of prior management decisions. In addition, analysts use the information to make predictions that may have a direct effect on decisions made by users of financial statements.


2) Solvency of the business:

If the assets exceed the liabilities the business is considered as solvent. Greater is the difference, stronger is the financial position. On the other hand, if liabilities exceed the assets, the business is considered as insolvent.

Solvency refers to the ability of a business to pay its liabilities on time. Your business needs to remain solvent because delays in paying liabilities on time can cause you very serious problems. In extreme cases, your business can be thrown into involuntary bankruptcy. 

Statement of Financial Position (Balance Sheet) can allow you to judge your business's solvency based on these figures:

Current (short-term) Assets:

It includes cash, marketable securities. Stock, inventory that can be immediately converted into cash and assets converted into cash within one operating cycle.

Current (short-term) liabilities:

It includes non-interest-bearing liabilities that arise from the operating activities of the business. A typical business keeps many accounts for these liabilities a separate account for each vendor, for instance.

In addition to operating liabilities, interest-bearing notes payable that have maturity dates one year or less from the balance sheet date are included in the current liabilities section.

Current ratio:

To size up current asset against total current liabilities, you calculate the current ratio. Using information from the company’s Balance sheet (SOFP), you compute its current ratio as 

Current assets / Current liabilities = Current ratio.

Generally, businesses don't provide their current ratio on their balance sheet they leave it to the reader to calculate this number.



Format of Balance Sheet:


                                        ABC COMPANY
           STATEMENT OF FINANCIAL POSITION (BALANCE SHEET)
                                     As at 31 Dec,2014
  




	Current Assets:
              Cash At Bank
              Inventory
              Debtors

              Total Current assets

Non-Current Assets:
              Buildings
              Plant & Equipment
              Vehicles

Total non-current assets
	
60,000
500,000
150,000




1,100,000
500,000
240,000
	




710,000






1,840,000

	TOTAL ASSETS
	
	

	Current Liabilities:
              Accounts Payable
              Notes Payable
              Tax Payable

              Total Current liabilities

Non-Current Assets:
              Long Term Loans

Total non-current assets
	
220,000
  30,000
  50,000




	




300,000


1,400,000

	TOTAL LIABILITIES
	
	1,700,000

	Owners’ Equity:
              Capital
              Retained Earnings
              Current Earnings

	
200,000
500,000
150,000
	

	TOTAL OWNERS EQUITY
	
	850,000








2. Distinguish between fixed and current assets and describe current ratio. 


Current Assets

Definition

A balance sheet account that represents the value of all assets that are reasonably expected to be converted into cash within one year in the normal course of business. Current assets include cash, accounts receivable, inventory, marketable securities, prepaid expenses and other liquid assets that can be readily converted to cash.

Examples of Current Assets:

Cash

Cash is simply the money on hand and on deposit that is available for general business purposes. It is always listed first on a balance sheet.

Marketable Securities

These investments are temporary and are made from excess funds that you do not immediately need to conduct operations. Until you need these funds, they are invested to earn a return.

Inventories

Your inventories are your goods that are available for sale, products that you have in a partial stage of completion, and the materials that you will use to create your products. 

Prepaid expenses

These expenses are payments made for services that will be received in the near future. 

Investments:

Investments are cash funds or securities that you hold for a designated purpose for an indefinite period of time. Investments include stocks or the bonds you may hold for another company.



Noncurrent Assets - Fixed Assets

Definition:

Fixed assets, also known as "tangible assets" or property, plant, and equipment (PP&E) is a term used in accounting for assets and property that cannot easily be converted into cash. 

Examples of Current Assets:

Buildings:

Buildings are a noncurrent or long-term asset account which shows the cost of a building (excluding the cost of the land). Buildings will be depreciated over their useful lives by debiting the income statement account Depreciation Expense and crediting the balance sheet account Accumulated Depreciation

Property and Equipment:

These are also known as a non-current assets, fixed asset or as property, plant, and equipment (PP&E). Every organization requires physical assets that it uses to conduct its business. For Fred’s this includes such items as its buildings, manufacturing equipment, vehicles, and office equipment

Land:

Land owned for productive use is referred to as a fixed asset account (not subject to depreciation due to its un-wasting nature) and is listed under the equipment, land, and plant subheading in a balance sheet.
 

Distinguish between fixed and current assets 

Fixed asset is distinguish from current asset in the following respects:

1) Purpose of Holding

Fixed Asset:

These are the assets which are held for the purpose of providing or producing goods or services and those which are not held for resale in the normal course of business.

Current Asset:

These are the assets which are held.

(a) In the form of cash.
(b) For their conversion into cash.
(c) For their consumption in the production of goods or rendering of services in the normal course of business.

2) Valuation:

Fixed Asset:

Fixed assets are valued at cost less depreciation.

Current Asset:

Current assets are valued at cost or market price whichever is lower.

3) Subject to change:

Fixed Asset:

These assets are usually not subject to change.

Current Asset:

These assets are usually subject to change.

4) Pledge:

Fixed Asset:

These assets cannot be pledge.

Current Asset:

These assets can be pledge.

5) Fixed vs. floating charge.

Fixed Asset:

Fixed charge can be created on these assets.

Current Asset:

Floating charge can be created on these assets.

6) Nature of profit on sale.

Fixed Asset:

Profit on sale of these assets is of capital nature.

Current Asset:

Profit on sale of these assets is of revenue nature.

7) Revaluation reserve in case of appreciation in the value:

Fixed Asset:

In case of appreciation in the value of such assets, revaluation reserve can be created.

Current Asset:

In case of appreciation in the value of such assets, revaluation reserve cannot be created.

8) Source of finance:

Fixed Assets:

These assets are financed out of long-term funds.

Current Assets:

These assets are mainly financed out of short-term funds.


Current Ratio:

Definition:

Current ratio is the ratio of current assets of a business to its current liabilities. It is the most widely used test of liquidity of a business and measures the ability of a business to repay its debts over the period of next 12 months.

Formula:

Current ratio= Current asset/Current Liabilities.

Both the above figures can be obtained from the balance of the business.

Current assets are the assets of a business expected to be converted to cash or used up in next 12 months or within the normal operating cycle of the business. 

Current liabilities on the other hand are the obligations of a business which need to be settled within next 12 months or within the normal operating cycle.

Analysis

Current ratio matches current assets with current liabilities and tells us whether the current assets are enough to settle current liabilities. Current ratio below 1 shows critical liquidity problems because it means that total current liabilities exceed total current assets. 

General rule is that higher the current ratio better it is but there is a limit to this. Abnormally high value of current ratio may indicate existence of idle or underutilized resources in the company.

Examples

Example 1: 

On December 31, 2009 Company A had current asset of $100,000 and current liabilities of $50,000. Calculate its current ratio.

Solution

Current ratio = $100,000 /$50,000 = 2.00

Example 2:

On December 31, 2010 Company B had total asset of $150,000, equity of $75,000, non-current assets of $50,000 and non-current liabilities of $50,000. 

Calculate the current ratio.

Solution

To calculate current ratio, we need to calculate current assets and current liabilities first:

Current Assets = Total Asset − Non-Current assets
                         = $150,000 − $50,000 
                         = $100,000

Total Liabilities = Total Assets − Total Equity
                         = $150,000 − $75,000
                         = $75,000

Current Liabilities = Total Liabilities- Non Current Liabilities
                             = $75,000 − $50,000 
                             = $25,000

Current Ratio = Current Assets / Current Liabilities 
                      =$100,000 / $25,000 
                      = 4.00






3.  What do you understand from the following equation?                                                                       
       Assets = Liabilities + Net Worth



Answer

Accounting Equation:

Definition:

“The equation that is the foundation of double entry accounting. The accounting equation displays that all assets are either financed by borrowing money or paying with the money of the company's shareholders.”

So accounting equation is 

Assets = Liabilities + Owner’s equity 



Assets: 

tangible and intangible items that the company owns that have value (e.g. cash, computer systems, Machinery, Land & patents)

An asset is a resource that is owned or controlled by the company to be used for future benefits. Some assets are tangible like cash while others are theoretical or intangible like goodwill or copyrights.

Another common asset is a receivable. This is a promise to be paid from another party. Receivables arise when a company provides a service or sells a product to someone on credit.

All of these assets are resources that a company can use for future benefits. Here are some common examples of assets:

1) Cash
2) Accounts Receivable
3) Prepaid Expenses
4) Vehicles
5) Buildings
6) Goodwill
7) Copyrights
8) Patents

Liabilities:

Money that the company owes to others (e.g. mortgages, Creditors, Accounts Payable & vehicle loans)

A liability, in its simplest terms, is an amount of money owed to another person or organization. Said a different way, liabilities are creditors' claims on company assets because this is the amount of assets creditors would own if the company liquidated.

A common form of liability is a payable. Payables are the opposite of receivables. When a company purchases goods or services from other companies on credit, a payable is recorded to show that the company promises to pay the other companies for their assets.

Here are some examples of some of the most common liabilities:

1) Accounts payable
2) Bank Loans. 
3) Lines of Credit.
4) Personal Loans.
5) Officer Loans.
6) Unearned income.


Net Worth (Equity):

That portion of the total assets that the owners or stockholders of the company fully own or have paid for outright.

Equity represents the portion of company assets that shareholders or partners own. In other words, the shareholders or partners own the remainder of assets once all of the liabilities are paid off.

Owners can increase their ownership share by contributing money to the company or decrease equity by withdrawing company funds. Likewise, revenue increase equity while expenses decrease equity.

Here are some common equity accounts:

1) Owner's capital. 
[bookmark: _GoBack]2) Owner's Withdrawals.
3) Revenues
4) Expenses.
5) Common stock
6) Paid-In Capital. 


Expanded Accounting Equation

The expanded account equation takes the basic accounting equation and splits equity into its four main elements, Owner's capital, Owner's withdrawals, revenues, and expenses. Both the assets and liabilities section of the basic equation remains the same in the expanded equation.

1) Assets = Liabilities + Shareholder Equity.

or  

 Assets - Owner's equity = Liabilities  

We may also define owner's equity as

2) Owner's equity = Contributed Capital-Owner’s Drawings + Retained Earnings  

In case the owners do not withdraw anything from the business then:  

3) Retained Earnings = Opening Balance R.E - Dividend + Revenue - Expenses   

Elaborating the meaning of owner's equity in (1) we get:  

4) Assets = Liabilities + Contributed Capital  + Retained Earnings

Again we can derive from (3):  

5) Assets = Liabilities + Contributed Capital  +Opening Balance R.E - Dividend+ Revenue - Expenses 


Accounting Equation Example

ABC International engages in the following series of transactions:

1) Owner’s investment,  $20,000

2) Loan from bank,  $30,000

3) Purchased printers,  $1,000

4) Rendered services and received the full amount in cash, $500
5) Rendered services on account, $750
6) Purchased office supplies on account, $200
7) Had some equipment repaired for $400, to be paid after 15 days
8) Mr. Alex, the owner, withdrew $5,000 cash for personal use
9) Paid loan , $10,000
10) Received customer payment from services, $750

           Assets = Liabilities + Shareholder Equity.
     
  1)   +$20,000 =  No Affect +  +$20,000

   2)    +$30,000 =  +$30,000 +  No Affect

   3)    +$1,000  =  No Affect + No Affect
           -$1,000

  4)    +$500     =  No Affect +   $500

  5)    +$750     =  No Affect +   $750

  6)    +$200      =  +$200 +   No Affect

  7) No Affect   =  +$400 +  -$400

  8)    -$5,000   =  No Affect +  - $5000

  9)   -$10,000  =  -$10,000 +  No Affect

 10)  +$750     =  No Affect +   No Affect
         -$750
__________________________________________

          $36,450  =    $20,600  +   $15850

The balance of the total assets after considering all the above transactions amounts to $36,450. It is equal to the combined balances of total liabilities at $20,600 and capital at $15,850 (total of $36,450).
Assets = Liabilities + Capital is a mathematical equation. Using your skills in algebra, the formula can be rewritten to get other versions of the equation.
Liabilities = Assets - Capital
Capital = Assets – Liabilities



----------------------------------------------------------------------------------------------------------------
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