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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. 

	Please insert your completed assignment ( in word format)  here:
1. What is Balance Sheet and why it is prepared? Identify and explain any two purposes of Balance Sheet. (15)

The balance sheet also known as a statement of financial position is an overall financial view of a business at any point in time. Although it is often undertaken at a month or year end, it is not restricted to a set time like other reports as it is not reporting over a “period of time.

The balance sheet shows a summary (at a given point in time) of what the business owns (assets) along with how much it owes to others (liabilities) and the value that is invested in the business (equity). It is one of three core financial statements used to analyse and evaluate a business. 

The balance sheet does what its title would indicate. The two sections of the balance sheet, balance (agree). Assets agree or equal the total of the liabilities plus Net Worth of a business. 

The ability to report on the financial position of a business at any given point in time is very useful when needing to make management decisions which are not aligned to finance reporting dates. In fact, it is the only financial statement that allows you to analyse the “health” of a business.  

A number of ratios can be derived from the balance sheet, helping investors/decision makers get a sense of how healthy a company is. These include but are not limited to the debt-to-equity ratio and the acid-test ratio (short term assets to cover short term liabilities) If a company’s acid test is less than one it would indicate that it does not have enough short-term assets to cover its short-term debts. 

However, it is very important to be aware that the balance sheet is not a complete picture, by itself, it cannot give a sense of the trends that are playing out over a longer period. There may also be some aspects which a company identifies as “off balance sheet” so not recorded on the balance sheet. Examples of “off balance sheet liabilities would be items such as research and development partnerships, joint ventures, and operating leases. For this reason, the balance sheet should be compared with those of previous periods. You would also need to see other financial statements such as the income and cash flow statements, only then can you truly analyze the financial condition of a company

As a balance sheet takes information recorded from the business accounting system/software, another limitation to be aware of will be the way different accounting systems and the business’s way of dealing with depreciation and inventories can affect the figures posted. Because of this, managers have the ability to “interpret” and therefore may report the numbers to look more favorable. It is always important therefore to check the balance sheet's footnotes in order to determine which systems are being used in the accounting and to look out for red flags.

Two Examples of the use of a balance sheet:

1) A new business may need to keep a keen eye on how they are performing. The balance sheet should help investors to see quickly the overall view of the business at any given time. In the early stages of the business it may be decided to do a balance sheet as frequently as every few months to keep stakeholders informed of the financial health of the new business venture. If the business needed to apply for a loan, then the bank would also be interested in viewing the business balance sheet as they would want to determine whether the company qualifies for new/additional credit/loan/s. If the business has been operational for a while, then the investors may wish to examine the balance sheet to see if there is enough available cash to pay them a dividend. However, this judgment may need to be adjusted based on the need to invest additional funds in the business.

2) If you were looking to purchase a business then part of the due diligence needed would be to check their balance sheet, to see if the business is a viable proposition to consider. As a balance sheet can be pulled together at a date required for the business decision rather than waiting for the financial cycle, it would give a valuable snap shot of a business and allow some analysis to be undertaken before decisions were made. It could also show the potential buyer if there were any assets that could potentially be removed without harming the underlying business for example.

In summary, the purpose of the balance sheet is basically to show the financial status of a business, but the viewer may focus on different information within the balance sheet, depending on their own needs.






2. What do you understand from the following equation? (15) 
Assets = Liabilities + Net W.  

The three terms (Assets, Liabilities and Net Worth), are the three components of a balance sheet, which is split into two sections 
· Assets (section 1)
· Liabilities & Net Worth (section2)

Assets = Liabilities + Net worth is the basic formula used when summarising a balance sheet. All balance sheets follow the same formula. This formula can also be transposed to show a definition of net worth…. Net Worth = Assets – Liabilities. 

The layout of the three areas can either be on a single page  (report form) or  spread across two columns (Account form) , depending on the form used, assets will either be at the top or on the left-hand side with Liabilities and Net Worth reported on the bottom or the right-hand side of the balance sheet. 

The main concept of a balance sheet is that Total Assets must equal the liabilities plus the Equity of the business at a specified time. When assets are described in this manner it is demonstrating how they were financed. E.g. by borrowing money (liabilities) or using the business owner’s money (equity). 

Assets:
items that are owned by the business and have a value. Assets would include cash, investments, money that is due to the business (accounts receivable), inventory of items for sale, supplies, pre-paid expenses, land, (buildings), equipment, etc. They will be reported on a balance sheet in the order that they can be converted to cash (Liquidity)
Assets are typically split into three categories, Current (anything that can be converted into cash in a one-year period, or a normal business cycle).  Fixed such as property and equipment, building, land and vehicles, and other which are usually made up of intangible values such a copyrights and patents for example.  

Liabilities:
Obligations or items that the business owes to others. These would include things like accounts payable, (e.g. invoices due to suppliers), accrued interest, mortgages, rent utility bills, taxes, VAT outstanding, etc. These are usually split into two categories current and long term.  Current being items that need to be paid quickly such as invoices, accrued expenses (within a year) with the long-term big items such as loans paid over a long period of time. 

Net Worth: 
Retained value, Owners or stockholder’s equity. This is the accounting value of business owners retained value of a business, if all the assets were sold and all of the liabilities paid off in full on a specific date. 



The balance sheet is a way of displaying this information ready for analysis. 

A summary of the company assets on the sheet should balance (should be the same amount) as the summary of the Net worth and Liabilities of a company.  For example, if the liabilities of a business (what a business owes to others) were greater than the total sum of the assets, (equipment, things that could be turned to cash including cash in hand etc.) then the net worth (what the business value is) would be negative.  

Example 1.    Assets = Liabilities + Net worth
·  Section 1 Total Assets £350,000 
· Section 2 Total Liabilities £370,000 therefore the net worth (the value of the business) is -£20,000 (£370,000+ -£20,000)
· Section 1 = £350,000
· Section 2 = £350,000

In Example 1 if all assets were sold, the business would receive cash value of £350,000. However, there are outstanding liabilities of £370,000 so there is a shortage of £20,000. The owner would need to find an additional £20,000 to pay off all the debt, (there is negative equity).  (Not a good business position). 

Example 2 Assets = Liabilities + Net worth
· Section 1 Total Assets £350,000
· Section 2 Total Liabilities £150,000 therefore the net worth £200,00 (£150,000 + £200,000)
· Section 1 = £350,000
· Section 2 = £350,000

In Example 2 All assets are sold off and the business receives £350,000. To pay off all the liabilities a sum od £150,000 is paid which leaves a balance of £200,000. This balance is the retained value of the business =Net Worth.  (good business position). 
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