Abstract.

This article will give you a basic idea about the balance sheet. What is balance sheet, what are the components that make up a balance sheet? How do accountants classify it and what are the transactions that have an effect on it? You will learn the basic balance sheet equation which is true for a small business and multinational corporation.

Understanding balance sheet


What is balance sheet? Have you ever wondered? Who needs it and why? Web sites like www.learnacctgonline.com have numerous articles and blogs describing the subject. Books like Accounting for Non-Accountants, 2nd edition, by Dr. Wayne Label, CPA, offer detailed information on financial statements and their components.


If you look at the financial statements that General Motors filed with SEC and the one that your neighborhood grocer’s small business accountant created for tax purposes, you may think that balance sheets have nothing in common. The reality is that, they both follow the same equation: assets=Liabilities+owner’s (stockholder’s) equity. It is a concept taught in every basic accounting course.
 
We will discuss each one of these 3 components separately. But before starting, we have to clarify some of the key facts. First, balance sheet is created at a certain date and it represents the figures on that date. All the components that make up a balance sheet are presented at a historical cost, price that was paid for them when purchased. 

Assets are anything of value that company owns. To be listed as an asset, it has to: be controlled (owned) by the company, for example land, building and so on. It has to have a value for the company, for example truck, which is used to generate income; and it has to have a measurable value; for example used equipment; company has a receipt that states the cost of the equipment purchased.

Assets are further divided in to short term (ones that will be used or converted in to cash within one year), they are called current assets and long term assets. Long term assets are expected to last for more than a year or be converted into cash after a year. Intangible assets are the ones that cannot be touched. Example is patent that has been purchased. 


Liabilities are also divided in to two parts. Current and long term; current liabilities are the obligations that mature within a year, and long term ones mature after one year. 


Owner’s equity can be created from two sources: owner’s investment and the retained earnings that is affected by a profit or a loss that company makes as a result of business operations.


Transactions that affect the balance sheet can be summarized as follows: if a company purchases a new truck by making a cash down payment and the rest is financed, than current assets decrease by the down payment amount, long term assets increase by the total purchase price of the truck and the long term liabilities increase by the amount financed. The key to understanding the balance sheet equation is that, assets and liabilities and owner’s equity totals increase equally. 


This is just a short summary of a basic idea behind the balance sheet. Debates continue on the basic concepts of financial reporting; on how to make accounting reporting more ethical and reduce possibility of an accounting fraud.     


We hope that you learned more about the balance sheet and now are able to understand one when you will look at it. Learning these principles will be beneficial to anyone who is a small business owner or plans to own one in the future.

