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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. 
	
1. What is Balance Sheet and why it is prepared? Identify and explain any two purposes of
Balance Sheet.

It’s worth mentioning that the new name of Balance Sheet is Statement of Financial Position (SOFP). It’s sometimes described as a “Snapshot of a company’s financial condition”.
It communicates company’s financial position to interested parties. It is also very important in decision making and management of the business.
The statement is always prepared in the same format with standardized methods no matter how big the company is. Thanks to that it’s considered very reliable and comparable from one accounting period to another. It is important that raw data used to produce the statement is assessed to make sure only required information is taken under consideration. The records should be:
· related to company’s assets
· related to initial spending to buy inventory
· related to amounts owed
· related to transactions owed or due in the next twelve months
· related to estimated transactions that has not yet been received by the business
Summarizing, the Balance Sheet equation is total of all assets should equal liabilities and owner’s equity.
Balance sheet is usually prepared at the end of an accounting period (month, quarter or a year). It is advisable for all new businesses to keep the records up to date instead of waiting until the end of the accounting period.
One of the main purposes of preparing a Balance Sheet is to summarize a company’s assets, liabilities and financial health at a given time. It is extremely important in managing a business and in decision making. It can tell you If you owe more money than what you currently have. It also gives you an idea of the current value of your assets as well as of the whole business and lets banks know if the business qualifies for additional loans or credit.
Another important purpose of Balance sheet is to get familiar with financial ratios. Balance sheet can provide a warning signs to avoid or solve any problems before they harm the business. If the ratio of assets to liabilities is less than 1 to 1, the company is in danger of going bankrupt.

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

This is the basic formula per which the Balance Sheet is prepared.
It can be prepared on:
· a one-column format – assets are recorded first, then liabilities and net worth
· a two-column format - the left column is for assets and right for labilities. Net worth is recorded beneath liabilities. 

Assets - here are three categories of assets:
· current assets – anything that can be converted into cash within one year or a normal business cycle (cash, stocks, inventory)
· long term/fixed assets – assets that produce revenue, they vary with the type or size of business (buildings, machinery, equipment, land). It is important to remember about subtracting depreciation – wear and tear of using an asset is described as a monetary value and it is deducted from the buy price.
· other assets

Liabilities – they are claims that can be made by the creditors, debts of the business. More important liabilities are placed before others on the balance sheet. There are two types of liabilities:
· current liabilities – notes and accounts payable, accrued expenses and payroll taxes. For bigger companies, it also includes part of any long-term debt which is due within one year and any other obligations due within one year
· long-term liabilities – loans not due within one year from balance sheet’s date, including start-ups loans from banks, finance companies or relatives.

Net worth - is the amount that we get after subtracting liabilities from assets. Also called “owner equity”.
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