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Assessment 6 – Diploma in Accounting and Finance.
1. What is Balance Sheet and why it is prepared? Identify and explain any two purposes of Balance Sheet.
A Balance sheet is now known as a Statement of Financial Position (SOFP).  A balance sheet is a summary of a business’ financial balances at a specific period of time.  The balance sheet must follow the basic accounting standards and concepts and must adhere to the GAAP (generally accepted accounting principles).  This ensures that the balance sheet is reliable and comparable to balance sheets of different accounting periods.
The components of a balance sheet are assets, liabilities and owners (shareholders) equity.  The accounting equation used when preparing a balance sheet is:
Assets = Liabilities + Net Worth.
The balance sheet is an important financial statement which not only shows the business’ flexibility during average periods, but also in difficult periods, as well as the liquidity and leverage during these periods also.  When the balance sheet is used in comparison of different accounting periods it also aids important decision making and restructuring if required.
So to identify and explain any 2 purposes of a balance sheet, using my opinion – firstly it determines the financial health of the business as it shows what assets the business owns.  These assets are then broken down and classified under sub headings such as fixed assets and current assets.   Assets are entered on the left hand side of a 2 column balance sheet and are usually put in the order of their ability to be converted into cash.  A current asset would be described as anything that can be changed into cash within a 12 month period. This could be cash, accounts receivable or inventory.
Fixed assets are described as plant, machinery, buildings, fixtures, furniture or fittings.  Any items that are expected to last long term i.e. longer than 12 months.  It is also important to note that when recording fixed assets at their original cost, depreciation must also be deducted so as not to over value the item.  Also the original cost may be greater than what was actually paid as associated expenses also need to be taken into account.
The balance sheet also determines the business liabilities.  Which are what the business owes, again the liabilities are broken down and classified under sub headings such as current liabilities and long term liabilities.
Current liabilities can be described as anything that is payable within 1 year.  This would also include any part of a long term debt which would be payable within one year i.e. interest on a long term loan.  Current liabilities could include salaries, taxes and accounts payable.
Long term liabilities are items that are repaid more than one year from the date of the balance sheet – this could be bank loans or long term leases.

Sample Balance Sheet for 123 Company:
123 Company Statement of Financial Position as at 31st December 2014.

Non-current assets							€
 Property, plant & equipment					200,000
Current Assets
Inventory								40,000
Trade receivables							60,000
Cash									30,000
Total Assets								€330,000
Equity & Liabilities
Equity									
Capital								40,000
Retained earnings							70,000
Long-term liabilities
Long term borrowings						180,000
Short-Term liabilities						
Trade payables							40,000
Total Equity & Liabilities						€330,000

2. Distinguish between fixed and current assets and describe current ratio.
Fixed assets are also known as long-term assets.  The reason for this is because the benefits that are received from fixed assets are likely to extend over several years.  Examples of fixed assets would include land, buildings, plant, machinery, fixtures, fittings, furniture and motor vehicles.  These are also known as tangible fixed assets.  Goodwill, patents and trademarks are also fixed assets and these are known as intangible fixed assets.  It is important to note that when fixed assets are recorded in the balance sheet – they are recorded at their original cost which can also be more than the original purchase price, as associated expenses must also be taken into account.  Depreciation is then deducted to ensure that the item is not over valuated.  Depreciation is given a monetary value to ensure that wear and tear is taken into account.
To be able to distinguish between a fixed asset and current asset we also need to know what is meant by these.  My description of a current asset would be something that can be converted into cash within one year.  Examples of a current asset would be inventory – stock, trade receivables – goods purchased on credit.  Short term investments, prepaid expenses and cash – which would be cash in hand, cash in bank or petty cash.  When recording fixed and current assets in the balance sheet, they are usually listed in order of their ability to be converted into cash.
Current Ratio
The current ratio also known as the liquidity ratio indicates the ability the company has to be able to meet its short-term obligations.  The accounting formula for working out the current ratio is:
Current Ratio = Total Current Assets divided by Total Current Liabilities.
If when calculating the current ratio the answer is very high, this is indicative that the company is not using its cash to its highest benefit in order to reap the highest rewards.  Similarly if it is very low it shows that the company could be in difficulty of meeting its short-term obligations.
Current ratio changes as current assets increase or if current liabilities decrease.  This can occur by paying back a debt, selling of a fixed asset, taking out a new loan or investing more into the company.  To give an example of a current ratio using the accounting formula we can say that as @ 30th June 2014 the company’s total current assets were €20,000 at the same period the current liabilities were €10,000 so in this example:
Current ratio = total current assets (€20,000) divided by total current liabilities (€10,000) giving the current ratio of 2.
However, at 31st August 2014 current assets were €30,000 and current liabilities were €5,000 then the current ratio would be 6.  Therefore we could assume that the company was not using its cash to its maximum benefit.
On the other hand, @ 30th Sept 2014 the current assets were €30,000 but the current liabilities were €25,000 the current ratio would then be 1.2 We could therefore assume that the current ratio was lower than we would like and if the current ratio continued to decrease the company could be in danger of not being able to meet short-term obligations.  So the current ration can be very useful when forecasting for future expenditure or investments. 
· 3. What do you understand from the following equation?
· Assets = Liabilities + Net Worth
To understand the accounting equation Assets = Liabilities + Net Worth we must understand what each part of the formula is.
Assets – these are fixed assets – plant, machinery, buildings, land, motor vehicles, fixtures, fittings or furniture or goodwill, patents or trademarks.
And current assets – these are cash, inventory, and trade receivables.
Liabilities – these are long-term liabilities – outstanding debts, long-term loans and current liabilities these are trade payables, any part of a long term debt which is payable within one year, wages, taxes or short-term loans payable within one year.
Net worth – this is the amount that is left when liabilities have been deducted from assets.  This is also called equity as it is owners investment in the business plus any profit or minus any losses incurred.
So we now know that the original accounting formula of Assets = Liabilities + Net worth can also be written as Net Worth = Assets – Liabilities.
So to give an example of this accounting equation – the company assets @ 30th June 2014 are €30,000.  The company liabilities for the same period are €17,000 so the net worth would be €13,000.

Assets = Liabilities + Net Worth
[bookmark: _GoBack]€30,000 = €17,000 + €13,000
	Or
Net worth = Assets – Liabilities
€13,000 = €30,000 - €17,000.
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