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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. 
	Answer the following questions:
1. What is Balance Sheet? Identify and explain any two purposes of a 'Balance Sheet'. (10)

Ans: Balance Sheets summarise a company’s assets and liabilities, as well as, the overall financial well -being of the business. It is usually prepared at the end of an accounting period, which can be a month, every three months, or once a year. However, new businesses are not advised to wait for the end of an operating cycle or the end of the year to prepare their balance sheets because they should keep themselves updated with their financial position more frequently. Balance Sheets are considered to be very important decision-making and management tools.

Balance Sheets, along with other financial statements, contribute towards a very important and sophisticated financial analysis of the business. It not only gives a picture of the firm’s flexibility, liquidity, and leverage; a comparison of balance sheets from different accounting periods also allows restructuring and important decision-making.

Business Snapshot

As a small business owner, you may turn to either your balance sheet or profit and loss statement to understand how your business is doing financially. Whereas your profit and loss statement can quickly show your expenses versus your income, it doesn't specify your current assets and pending liabilities like a balance sheet does. While many other financial reports simply show you transactions that have already occurred, a balance sheet gives you an idea of things that need to occur soon. If you've just made a huge sale, your profit and loss statement may show your "business health" as great, whereas your balance sheet would also show the huge bill you owe a vendor within the next 30 days. It is a more accurate picture of your business's status.

Helpful Financial Ratios

In the business world, there are several helpful ratios that people use to determine a company's long-term profitability and short-term financial outlook. These numbers are of particular interest to those concerned about the credit or sustainability of your company and to anyone considering purchasing your company or shares of it. These ratios include the current ratio and the acid test or liquidity ratio, and they are calculated using information from your balance sheet.

2. Distinguish between fixed and current assets and describe current ratio. (10)

Ans: Difference between fixed assets and current assets are as follows-

Fixed Assets

- Also called long-term assets, fixed assets are held by a business with the intentions of continuing use and not to be resold in a short period of time.
- Fixed assets would usually last for more than a year or 1 complete accounting cycle of a business.
- They are bought from long-term funds deployed within a business.
- These assets are used to keep a business running and earn profits out of operations.
- If and when required, fixed assets are not easy to convert into cash.
- Examples of fixed assets include Machinery, Building, and Furniture etc.

Current Assets

- On the contrary, current assets are kept for resale, can be converted into cash or an equivalent in a short period of time.
- Current assets are likely to be realized within a year or 1 complete accounting cycle of a business.
- They are bought out of short-term funds deployed within a business.
- These are assets which are converted to cash or exhausted during the regular accounting cycle of a business.
- Current assets are easy to liquidate as compared to fixed assets.
- Examples of current assets include Cash in hand, Cash at bank, Stock, Debtors etc.

Current ratio, also known as liquidity ratio and working capital ratio, shows the proportion of current assets of a business in relation to its current liabilities.

Current ratio = Current Assets/ Current Liabilities

Current ratio is a measure of liquidity of a company at a certain date. It must be analyzed in the context of the industry the company primarily relates to. The underlying trend of the ratio must also be monitored over a period of time.

Generally, companies would aim to maintain a current ratio of at least 1 to ensure that the value of their current assets cover at least the amount of their short term obligations. However, a current ratio of greater than 1 provides additional cushion against unforeseeable contingencies that may arise in the short term.

Businesses must analyze their working capital requirements and the level of risk they are willing to accept when determining the target current ratio for their organization. A current ratio that is higher than industry standards may suggest inefficient use of the resources tied up in working capital of the organization that may instead be put into more profitable uses elsewhere. Conversely, a current ratio that is lower than industry norms may be a risky strategy that could entail liquidity problems for the company.
3. What do you understand from the following equation? (10)
Assets = Liabilities + Net Worth

Ans: A balance sheet shows the assets, liabilities, and net worth of an individual or entity at a given point in time. In other words, it is a snapshot or statement of financial position on a specific date.

Assets are items that are owned and have value. Assets would include cash, investments, money that is owed to the person or entity (accounts receivable), inventory of items for sale, supplies, pre-paid expenses, land, land improvements (buildings), equipment, etc.

Liabilities are obligations or items that are owed to others. Liabilities are the accounting opposite of assets. Liabilities would include accounts payable, accrued interest and principle on bonds issued, accrued interest and principal on mortgages outstanding, etc.

Net worth is the total assets minus total liabilities of an individual or entity. Net worth may also be referred to as book value or owner’s (stockholders) equity.  In other words, net worth is the accounting value of an individual or entity if all assets were sold and liabilities were paid in full on a specific date.

Net worth in business is generally based on the value of all assets and liabilities at the carrying value which is the value as expressed on the financial statements. To the extent items on the balance sheet do not express their true (market) value; the net worth will also be inaccurate. On reading the balance sheet, if the accumulated losses exceed the shareholder's equity, it is a negative value for net worth.

For a company, this is called shareholders' preference and may be referred to as book value. Net worth is stated as at a particular year in time.

Net worth in this formulation is not an expression of the market value of the firm: the firm may be worth more (or less) if sold as a going concern.

In other words, Assets = Liabilities + Net Worth.
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