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In this particular module we will review the balance sheet. We will review the purpose, correct formats, and the various asset, liability and stockholders’ equity accounts.
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Please pull up the attached handout balancesheet.doc. In fact I recommend that you have a hardcopy in front of you as I discuss it so you can make notes on it. 

Notice that it is in good form with the name “The Company” at the top followed by the name of statement “balance sheet”.  Following “balance sheet” is the date. Our date is December 31, 2000 and 1999. It is not for the year it is just for December 31st 2000 and December 31st 1999. The balance sheet represents the financial position of the business on a single day. What the business has in terms of resources, obligations and equity on December 31st 1999 and 2000.

The balance sheet represents the foundation of accounting. The accounting equation:

Assets = Liabilities + Owners’ Equity

In fact write that at the top of the balance sheet handout.  Assets = Liabilities + Owners’ Equity. This equation is the basis of all accounting and this statement represents this equation. In topic 3 we will go more in depth on this equation. For now we need to understand how it pertains to the Balance Sheet.

Now…notice that 2000’s total assets which you will find about half way down the page equaled $477,000 and total liabilities and owners equity located at the bottom of the page equaled $477,000. Now back up into the Liabilities and Owners’ Equity section of the balance sheet. Total liabilities equaled $172,000 and Owners equity equaled $305,000. Together $172,000 + $305,000 = $477,000. Now let us plug this into the accounting equation:
Assets of $477,000 = liabilities of $172,000 + owners’ equity of $305,000

The equation “balances”. Thus the name “Balance Sheet”. You will find that most of the words in accounting describe exactly what is happening. In this case one half of the statement is equal to the other half of the statement and thus it “balances”.

The double lines underneath the total assets balance and total liabilities and owners’ equity totals tell us that these are important totals.
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Continuing with your handout, The Company balance sheet is a classified balance sheet. We call it classified because “like” assets and “like” liabilities are grouped together. Notice in Assets we have Current Assets, Plant Property and Equipment and Intangible Assets. In Liabilities we have Current Liabilities and Long term Liabilities.

The Company balance sheet is also comparative like the The Company income statement.  It shows more than one year worth of information on the same statement. And like the discussion we had with the income statement. The balance sheet can be called a “consolidated” balance sheet if it contains information in total for the main business plus any of its subsidiaries.
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Continuing with your handout we now look at the various categories of assets or resources owned by the firm. On The Company balance sheet we start with current assets. Current assets are those assets that are expected to be converted to cash or used within the coming accounting period or year. These assets are the most liquid or easily converted to cash assets.  The first line item is cash and is always cash as it is the most liquid asset of the firm.  The next line item is Accounts receivable.

Accounts receivable is just what the name implies.  These are accounts we expect to receive. Essentially this is a “promise to pay” in the future by our customers for credit sales or services. Thus we expect to “receive” money in the future. However, as one might expect the person who promises to pay doesn’t always pay. So we have what is called a “contra” asset account called “Allowance for Bad Debt or Allowance for Uncollectibles”. We call it a “contra” asset account because it reduces an asset. In this case it reduces Accounts Receivable.
Accounts receivable is followed by inventory. In The Company’s case it is merchandise inventory.  Inventory is the items we sell and NOT the supplies we use in the office like printer paper, pencils, computer diskettes, etc. It is important that you keep these two straight in your head.  Inventory we sell and supplies we use. The Company is a merchandising company so it has merchandise inventory but a manufacturing company would have several stages of inventory from raw materials to work in process to finally finished goods. Sometimes manufacturing companies list these different stages and sometimes they don’t. More about inventory in topic 5.
After inventory we have prepaid expenses. What are prepaid expenses? Those are prepaid items that you have yet to receive the benefits from.  For instance, you pay a year worth of rent at the beginning of every year.  Well you would have prepaid rent until you use that rented space. Or you pay six months of insurance premium for vehicles the company owns.  Until the insurance expires each month the insurance is called prepaid and is considered an asset.

Next on the handout you find “long-term investments” these include investments The Company has made in stock and bonds or maybe land it is holding as an investment.

The next major category in assets is Plant, Property and Equipment these are the “tangible” or touchable assets.  The assets held in this category are the land, building, and equipment used by The Company in is normal course of business. Land held for investment purposes is reported in long-term investments. We only have land, buildings and equipment we use in the business of the company. Notice that we have another “contra” asset account which is called Accumulated Depreciation. Accumulated Depreciation is essentially the expensing of the wear and tear on the building and equipment.  One major point to make here is that “Land is never depreciated” just buildings and equipment. We will discuss depreciation in more detail in topic 5.

Finally in assets we have “intangible assets which are essentially assets with no substance. Examples of intangible assets are goodwill, copyrights, patents and trademarks.  Those too will be discussed in more detail in topic 5.
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Continuing with our balancesheet.doc handout, we move into Liabilities or obligations of the firm. Current liabilities are those liabilities that will be paid within the accounting period or year.  The Company has listed first Accounts Payable. Key word here is “payable” meaning The Company has to pay someone or has promised to pay someone money for goods or services ALREADY received. This is the opposite of “receivable”. Next we have listed “wages payable” now there are a whole host of payables you might see current liabilities like income taxes payable or notes payable so don’t get stuck on just the ones I have listed on the handout.
Next are long term liabilities or obligations that last for more than the coming accounting period like mortgage payable and bonds payable. We will learn more about these liabilities in topic 5.
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Continuing with our handout balancesheet.doc, we move now into the last group of accounts on the balance sheet called Owners’ Equity.  You will see this section also called “Stockholders’ equity other annual reports. In fact I tend to use both terms without even thinking about it. In my mind they are the same thing.  First let us look at the Stock accounts on The Company’s balance sheet we have Common Stock which shows the value of the stock when it was issued to the stockholders or shareholders.  Another important stock account is “additional paid in capital” which I will explain in topic 5.
The next line item is Retained Earnings. Retained Earnings are just what it says it is retained income or profits.  This is income or profits that will be used to re-invest into the company.
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The Balance Sheet’s main purpose is to show the business’ financial position at a point in time.
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Let us now do the following problem. Prepare this statement in good form and prepare it as a classified statement. I suggest you do this problem on paper before checking the answer on the next slide.
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Pull up the wixincsolutin.doc and see how you did.  
