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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
A.One of the main purposes of financial statements is to communicate a business’s financial position to the parties interested in this information. Balance sheet, income statement and cash flow statement are the three most widely prepared financial statements. Balance sheet, which is also known as a statement of financial position, is produced on a standard accounting format and records a business’s assets, liabilities and owner’s equity .. The reason accounting is referred to as the language of business is because it is carried out along standardized methods and time-tested concepts. One does not have to be a certified accounting to adopt Generally Accepted Accounting Principles (GAAP) in order to prepare financial statements for his business. The usefulness and strength of GAAP lies in the fact that it has standardized accounting practices for all businesses, which makes financial statements reliable and comparable from one accounting period to another.
The integrity and reliability of a financial statement depends on the information or raw data that has been used to produce it. Sometimes a business has to undertake the task of restructuring their record keeping before they move on to the process of preparing financial statements .

B. Balance Sheet summarizes a company’s assets, liabilities as well as the overall financial health of the business. It is usually prepared at the end of an accounting period, which can be a month, a quarter or a year. However, new businesses are not advised to wait for the end of an operating cycle or a year-end 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 . After completing the balance sheet, the company can make some simple calculation in order to interpret the information provided in the balance sheet. This can give the company a better understanding of its financial position and financial indicators like leverage and liquidity . Balance sheet is only a statement that presents a picture of the business’s assets and liabilities at one point in time. It is up to managers to interpret, analyze, compare and evaluate the information provided in the balance sheet and monitor the company’s progress. 



2. What do you understand from the following equation?  Assets= Liabilities+NetWorth
This is the basic formula to understand how balance sheets are prepared.
If the balance sheet is prepared on a two-column format, all assets are recorded on the left, liabilities on the right and net worth is recorded beneath liabilities. If it is prepared on a one column format, then assets are recorded first, followed by liabilities and net worth.

ASSETS: Balance sheet divides assets into three categories: current assets, long-term (fixed) assets and other assets. Assets are arranged in order of their liquidity, or in other words, their ability to be converted into cash readily. Therefore, liquidity can be defined as the process of converting assets into cash . Anything that can be converted into cash within a period of one year or a normal business cycle is classified as a current asset. Examples of current assets are; cash, prepaid expenses, stocks and bonds, inventory, accounts receivable etc. small businesses most commonly use accounts receivable, cash, prepaid expenses and inventory as current assets .
Accounts receivable is the money that customers owe the business. The business must be able to access this information readily because it is important to take action when customers are not able to repay their debts to the business .
Inventory is often considered a company’s largest current asset. It includes completed goods ready for sale, half finished goods that will be sold when they are manufactured and raw materials used for manufacturing goods .
Prepaid expenses are classified as current assets because they are goods and services that the business has paid for, but has not yet consumed or received. Examples of prepaid expenses are; prepaid insurance premiums, prepaid rent . Prepaid expenses are also known as unexpired expenses.
Liabilities :
The claims that can be made by the creditors against assets of businesses are termed liabilities. In other words liabilities are the debts of businesses.  
There is two types of liabilities: Current Liabilities and Long-term liabilities
Current Liabilities: This category of liabilities include notes payable (e.g. to banks), accounts payable ,accrued expenses (e.g.wages and salaries),accrued payroll taxes,the part of any longterm debt which is due within one year and all other obligations that have to be met within one year .
Long-term liabilities are loans that the company has to repay after more than year from the date of the balance sheet. This usually includes start-up loans that the business has taken from banks, finance companies, and relatives etc .
Net worth is the amount that we get after subtracting liabilities from assets. Net worth is also called‘owner’s equity’ is a sole proprietorship.Owner’s equity is the owner’s investment in the business plus any profit made by the business or minus any loss incurred by it .
As a conclusion , the accounting equation is the foundation of the double entry principle in the accounting system. It shows us that all the assets are either financed by borrowing money or paying with the company owners money. In addition this equation is used to capture the economic effects of financial  activities in a business . 
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