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1. Meaning of balance sheet and why it is prepared

Balance sheet is a firm’s financial history at one point in time, normally the end of a company’s fiscal quarter or year. The income and cash flow that occurs during the period in and out of the accounts represented on the balance sheet are not reported, but the end of period account balances reflect a summary of all transactions. A balance sheet is a snap shot at the end of quarter or year, while income and cash flow are “photo albums” that capture events over a period of time. While balance sheet is also called statement of financial position, the term balance sheet indicates an important characteristic. The balance sheet must balance; asset values must equal the sum of liabilities and owner’s interest or equity.

Why create a balance sheet?

A balance sheet provides a snap shot of a business health at a point in time. It is a summary of what the business owns (its assets) and owes (its liabilities). Balance sheets are usually prepared at the close of an accounting period such a quarter or a year. A comparison of balance sheets can give a good picture of the financial health of the business. In conjunction with other statements it forms the basis for more sophisticated analysis of the business. The balance sheet is also a tool to evaluate a company’s flexibility and liquidity.

Purpose of a balance sheet
A balance sheet reports a company’s financial position on a particular date. Unlike the income statement, which is a change statement reporting events that occurred during a period of time, the balance sheet presents an organized array of assets, liabilities and shareholder’s equity at a point in time. It is a freeze frame or snap shot of financial position at the end of a particular day marking the end of a financial period.
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Balance sheet describes many of the resources a company has available for generating future cash flows. Another way in which a balance sheet’s content is informative is in combination with the income statement items. For example, the relation between net income and assets provides a measure of return that is useful in predicting future profitability. In fact many of the amounts reported on either of the two statements are more informative when viewed relative to an amount from the other statement.

The balance sheet does not simply list the assets and liabilities. Instead, assets and liabilities are classified or grouped according to common characteristics. These classifications help the balance sheet provide additional information about liquidity and long-term solvency.

2. Distinguishing between fixed assets and current assets

Current assets- They include cash, stocks and bonds, accounts receivable, inventory, prepaid expenses. Current assets are assets that can be converted into cash within one fiscal year or one operating cycle. Current assets are used to facilitate day to day operational expenses and investments. Short term assets are liquid that is they can be readily converted into cash. They are listed on a company’s balance sheet in order of liquidity.

Cash as a current asset includes cash on hand, in the bank and petty cash. Accounts receivable is what you are owed by customers. To make the accounts receivable more realistic, you deduct an amount called allowance for bad debts from the total accounts receivable. Inventory is the goods ready for sale, as well as raw material and partially completed products that will be for sale when they are completed. Prepaid expenses represent an item or service that has been used or consumed.
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Fixed assets- They are also known as long-term assets. Fixed assets are the assets that produce revenues. They are distinguished from current assets by their longevity. They are not for resale. Fixed assets vary, depending on the business type, size and market. Fixed assets include furniture and fixtures, motor vehicles, buildings, land, building improvements (or leasehold improvements if you rent), production machinery, equipment and any other items with an expected business life that can be measured in years.

All fixed assets (except land) are shown on the balance sheet at original (or historic) cost less any depreciation. Subtracting depreciation is a conservative accounting practice to reduce the possibility of overvaluation. Depreciation subtracts a specified amount from the original purchase price for the wear and tear on the asset. It is important to remember that original cost may be more than the assets invoice price. It can be shipping, installation and any associated expenses necessary for readying the asset for service.

Current Ratio- This ratio is an indication of a company’s ability to meet short-term debt obligations; the higher the ratio the more liquid the company is. Current ratio is equal to current assets divided by current liabilities. If the current assets of a company are more than twice the current liabilities, then that company is generally considered to have good short-term financial strength. If current liabilities exceed current assets, then the company may have problems meeting its short-term obligations.  

The current ratio answers the question, “does my business have enough current assets to meet the payment schedule of current liabilities with a margin of safety”? The adequacy of a current ratio depends on the nature of the business and the character of current assets and current liabilities. While there is usually little doubt 
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about the quality of accounts receivable or the cash value of inventory .A current ratio can be improved by either increasing or decreasing current liabilities. This can be done through the following:
· paying down debt
· acquiring a loan ( payable in more than a year’s time )
· selling a fixed asset
· putting profits back into the business
 

3 .Assets= Liabilities+ Net worth
Assets are what the business owns, liabilities are what the business owes and the difference between assets and liabilities is what the owner actually owns, owners equity. If liabilities exceed assets, then owner’s equity becomes negative.

It is important to pay close attention to the balance between liabilities and owners equity. How much of the company has been financed with liabilities versus owner’s equity? The more liabilities, the greater the financial risk. The equation that is the foundation of double entry accounting displays that all assets of a company are either financed by borrowing money or paying with the money of the shareholders. Thus the accounting equation is assets= liabilities+ shareholders equity.

The balance sheet is a complex display of this equation, showing that the total assets of a company are equal to the total of liabilities and shareholder’s equity. Any purchase or sale by an accounting equity has an equal effect on both sides of the equation or offsetting effects on the same side of the equation. The accounting equation is also written as liabilities= assets- shareholders equity and shareholders equity=assets- liabilities.
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The basic equation shows that a company can fund the purchase of an asset with assets or fund it with liabilities or shareholder equity. Liabilities can be paid down with assets, like cash or by taking on more liabilities like debt.
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