Chapter 3
 The Balance Sheet and Its Components
Key  Points You Will Learn in This Chapter

*Understanding the Balance Sheet

*The Accounting Equation

*The Components of the Balance Sheet

*The Transactions Behind the Balance Sheet
Understanding the Balance Sheet

Imagine that you make a list of everything that is important to you.  Along with this list you attach values to all of these items.  Then you make a list of everything that you owe to others, and again you attach values to these items.  Then you subtract the total value of the second list from the total value of the first. Voila!  You have just created the basic components of a Balance Sheet.

In a business, the first list of items is called Assets.  Assets are valuable resources owned by the business and can be either short- or long-term in nature.

Your second list of items is called Liabilities.  Liabilities are what you owe to others for resources that were furnished to the business.  The parties to whom the company owes money are normally called creditors.  The creditors are said to “have a claim against the assets.”  Figure 3.1 illustrates the origin of some liabilities a company or individual might incur.
Figure 3.1

Where Do Liabilities Come From?

WHAT THEY ARE CALLED                                WHERE DO THEY ORIGINATE
Accounts payable                                                           Purchase of Items

Wages payable                                                          Services from employees, not yet paid

Utilities payable                                                            Utilities used, not yet paid for

Notes payable                                                                        IOUs

Rent payable                                                                         Unpaid rent

Your third list, can be labeled Owner’s Equity.  Owner’s Equity reflects the amount the owner has invested in the firm.  There are two sources of Owner’s Equity:  

• The amount of money provided directly by the owner or other investors, called Owner’s Investment and

• The amount retained from profits, called Retained Earnings.

Profit takes many forms: Profits are not always cash; Profit can be made up of promises to pay money as well. For example, when there is a sale for a receivable, there will be revenue, but no cash coming into the company.  The money will come in during a later time period but can be considered profit for the company.
Let’s look at an example.  The Solana Beach Bicycle Company is a small business that makes, repairs, and sells bicycles.  The company was started by Samantha Fernandez in January 2010.   Sam (as all of her friends call her) has been an avid bike rider for many years and always felt she could build a “better mouse trap” or bicycle, that is.  Sam invested some money she had saved and some that she had inherited into her business.  

Take a look at the bike shop’s balance sheet in Figure 3.2.  This is a proprietorship, because Samantha is the sole owner of the company.   The balance sheet would look a little different for a partnership or a corporation.  These differences are discussed in Chapter 7.


Figure 3.2

SOLANA BEACH BICYCLE COMPANY

Balance Sheet

December 31, 2010

ASSETS

Cash
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .$17,385

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  23,000

Prepaid Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1,000

Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9,175

Allowance for Bad Debts                                                                      (175)

Truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8,000

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    25,000

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  10,000
Total Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $93,385
LIABILITIES AND OWNERS EQUITY

Liabilities:

Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $3,000

Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .20,000

Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . . . . .$23,000

Owner’s Equity: 

Owner’s Investment . . . . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . 60,000

Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . . . . 10,385

Total Liabilities & Owner’s Equity . . . . . . . . . . . . . .  $93,385

By looking at the bicycle company’s Balance Sheet, you can see that there are several assets belonging to the company that together are valued at $93,385.  You can also see that the company has several liabilities, valued at $23,000.  Finally, when you subtract the liabilities from the assets, you can see that the company has equity (also referred to as net worth) of $70,385.  This represents a combination of the amount of money that the owner has invested into her business ($60,000), and the profit that was earned and retained in the business since its inception ($10,385). Since this is the first year of business, all of the profit must have been earned this year.

What Does the Date on the Balance Sheet Mean?

There is a great deal of disagreement as to how accountants arrive at the values that are shown above on the balance sheet.  Of most concern are the values attached to the assets, and consequently to the Owner’s Equity or net worth of the business.  The balance sheet represents a “snapshot” of the financial position of the business on that specific date.  In the case of Solana Beach Bicycle Company this point in time is December 31, 2010.  

ALERT:  The Balance Sheet Is a Snapshot: The numbers that are represented in a balance sheet ONLY represent the financial position of the business at the exact point in time for which the balance sheet was prepared and no other.  In Figure 3.2, this means December 31, 2010 only, not December 30 or January 1. On any other date there might be more or fewer assets and liabilities, and thus the balance sheet would look different.
What Is Historical Cost?

As you saw above, all of the items on the Balance Sheet have values attached to them, but where did these numbers come from?   In the United States, accountants and other users of financial statements have agreed that, financial statements (including balance sheets) must be based on historical cost.   

This means that the values on the Balance Sheet for Solana Beach Bicycle Company do not represent what the assets or the liabilities would be worth today if they were to be sold.  Instead the values represent what was paid for the assets and what the business agreed to pay to the creditors on the date of the obligation. 

Does this confuse the reader of the financial statements?  No. Because everyone has agreed to follow this convention, everyone preparing and using these financial statements understands the language that is being spoken. 

The Accounting Equation

Often the relationships between assets (A), liabilities (L) and owner’s equity (OE) are shown in terms of a formula, 

A = L + OE

Assets = Liabilities + Owner’s Equity

The total assets of the company equal the sum of the liabilities and the owner’s equity.  

 The formula depicts the relationships of the various elements of the Balance Sheet.  Balance Sheets are often set up with the assets on one side (the left side) and the liabilities and equity on the other (the right side).  

The same formula can be stated this way:

A - L = OE

Assets – Liabilities = Owner’s Equity


If you subtract the liabilities from the assets, you are left with the owner’s equity of the business.

The Components of the Balance Sheet
Assets 

As was discussed above, assets are items that are of value and are owned by the entity for which you are accounting.  Let’s make this idea more specific.  For an asset to be listed on a Balance Sheet of a company, the item must pass three tests. 

Figure 3.3

How Do We Know When An Asset Goes on the Balance Sheet?

The following items give us some hints.

• The Company must control the item. (This usually means ownership.)

• The item must have some value to the company.

• The item must have value that can be measured.

Let’s look at some examples.  Because of the first test, a traditional Balance Sheet does not list the employees of a company, even though we may refer to them as “assets” in a non-accounting sense, because the company does control, to a certain extent, but does not  own these individuals.   But what about basketball players or other professional athletes, doesn’t the team own them?  The answer is no.  What the team owns is not the players themselves, but the player’s contracts.  Therefore, in this situation, the basketball team ownership would list the contracts of the players as an asset.

With the second test almost anything that is used in the business to earn income and to generate cash does have some value.  Certain items that do meet the first requirement might be eliminated from being listed as assets by this test.  Examples might include an old truck that does not work or inventory that cannot be sold any longer because it is now outdated, for example, old versions of computer software.

An example of the third test would be when the company purchases a used machine. The company purchased it for a fixed amount of money and the company has a record of this transaction which clearly indicates the value of the machine. (Note:  Neither the company nor the balance sheet deals with an over- or under-paid amount for the machine. The balance sheet reflects only historical cost, which is what is recorded as the amount paid for the machine, whether the company paid too much or got a bargain!)

Let’s assume that a company has built up a thriving business, and some of the reasons for this growth are the reputation of the owner and the location of the company.  Neither the reputation of the owner nor the location of the company has been paid for, nor do we have any way of measuring a value to put onto these items.  Therefore, they fail the third test, and can not be listed as assets of the business.

Another example of an asset that would fail the test is any asset that was given to the company.  In this situation, there is no historical cost to the company and thus the asset would not be reflected on the balance sheet, since it does not meet this third test.  Now, you might say that we can determine a monetary value for this asset.  And you are right!  In many countries, this asset would then be reflected on the balance sheet at that value.  However, under generally accepted accounting principles in the United States, since there was no historical cost to this asset, it would not be listed as one of the company’s assets.

Quiz

Below is a list of items that might be considered assets by a company.  Indicate whether they should be listed on the balance sheet as an asset and why or why not.

1. A bicycle that belongs to the owner of the company 

2. A building used to build and sell the bicycles of the company

3. A broken tool that is not used in the business any longer 

4. Employees

5. Money owed to the company from sales of bicycles

6. Money owed by the company to the gas company

7. The land that the company’s building is on

8. A truck used to deliver the bicycles to customers

9. Money in the personal bank account of the owner

10. Money paid in advance for a three-year insurance policy on the business

See end of the chapter for answers.

 Short-term Assets

Assets are normally sub-divided on the Balance Sheet into two categories.  The first is called Short-term Assets (or current assets).  These items will be used or converted into cash within a period of one year or less.

Long-term Assets

Long-term assets (also called non-current assets) are not expected to be converted to cash or totally “used up” in a year or less.  Rather, they are expected to be of value to the company for more than a year.  Long-term assets would include equipment, land, and buildings.  
Intangible Assets

Intangible assets are assets that cannot be physically touched.  They must still meet the three tests mentioned earlier in order to be listed on the Balance Sheet as an asset; however, they do not have any tangible characteristics.  Some examples of intangible assets include trademarks, copyrights, patents, as long as they have been purchased from the prior owner of the business.  You might be inclined to call goodwill an intangible asset; goodwill is based on location of the business, reputation of the owners and name recognition by the public, and is of great value to a business.  Keep in mind, though, that because of the generally accepted accounting principles discussed in Chapter 2, this and any valuable item which was not paid for and thus does not have a historical cost, can not be listed on the balance sheet as an asset.

Liabilities

Refer to the Balance Sheet of Solana Beach Bicycle Company above.  The total liabilities of the business are equal to $23,000.  As with the assets, the liabilities list represents both short-term and long-term items.  Again, similar to the list of assets, the short-term liabilities will be paid off in a period not to exceed one year.  The long-term liabilities will remain as debt to the company for longer than one year.

With this or any long-term debt, a portion of it becomes due and payable each year.  Thus, most companies’ Balance Sheets show the current portion of all long-term debt separately, in the short-term liabilities section. 
Owner’s Equity

As we have discussed above, the equity of Solana Beach Bicycle Company comes from two sources. The Owner’s Investment of $60,000 represents the amount invested in the business by the owner through the purchase of various assets or as money in the bank that is meant for the business.  The retained earnings of $10,385 represent the amount of profit earned by the business since its inception minus any money that the owner may have taken out for her personal use.

Understanding Cash and Retained Earnings: Let’s take a moment to clarify a very important point about retained earnings that often causes confusion among owners of small and large businesses alike.  The retained earnings in a business are not equal to cash, that is, “money in the bank.”  Just because a company has kept profits in the business over the years does not mean that all of these profits have been retained in the form of cash.  For example, after the company earns a profit, it may take that cash and purchase assets or pay off some of its liabilities.  Business owners often assume that they are doing well because they are making profits without taking into account the amount of cash they have at their disposal.    If they do not have sufficient cash, however, they will find themselves in dire straits since they may not be able to make the payroll, pay their taxes, or pay for other liabilities.  It is absolutely essential that businesses have a good cash management plan
A revised balance sheet for Solana Beach Bicycle Company using the most common sub-headings would look like the one shown in Figure 3.4.

Figure 3.4

The Expanded Balance Sheet

SOLANA BEACH BICYCLE COMPANY

Balance Sheet

December 31, 2010

ASSETS

Short-Term Assets:

Cash
. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $17,385

Inventory . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 23,000

Accounts Receivable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  9,175

Allowance for Doubtful Accounts                                                   (175)

Prepaid Insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . .  500
Total Short-Term Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $49,885

Long-Term Assets:

Prepaid Insurance . . . . . . . . . . . . . . . . . . . . . . .  $  500

Truck . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   8,000

Building . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    25,000

Land . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    10,000

Total Long-Term Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .    43,500
Total Assets . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .        $ 93,385
LIABILITIES AND OWNERS EQUITY

Short-Term Liabilities:

Accounts Payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $3,000

Current Portion of Mortgage Payable. . . . .  . . . . . . . . . . . . . . . . . . . . . .1,000

[tab]Total Short-Term Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . $  4,000

Long-Term Liabilities:

Mortgage Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .19,000


Total Liabilities . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . . . .$23,000

Owner’s Equity:

Owner’s Investment . . . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . . . . . . . . .  $60,000

Retained Earnings  . . . . . . . . . . . . . . . . . . . . . . .  . . . . . . . . . . . . . . . . . .  10,385
Total Liabilities & Owner’s Equity . . . . . . . . . . . . . . . . . . . . . . . . . .  . . . . . .    $93,385
The Transactions Behind the Balance Sheet
Referring to the Balance Sheet in Figure 3.4, let’s examine the transactions that created it.

Sam Invests Money in the Company (Owner’s Investment)

First, let’s assume that on January 1, 2010, the Sam invests $60,000 in her bicycle company.  In other words, she takes $60,000 out of her personal bank account and sets up a new account with the bank for the new business.  After this transaction, the company’s balance sheet looks like the one presented in Figure 3.5:
                                                                    Figure 3.5

SOLANA BEACH BICYCLE COMPANY
Balance Sheet

January 1, 2010

Assets





Liabilities & Owner’s Equity







      Liabilities:                                  $0

Short-Term Assets:


      Owner’s Equity:


Cash . . . . . . . . . . . . .  .$60,000
 

                                                                      Owner’s Investment. . . . . . . .$60,000







       Total Liabilities and

Total Assets . . . . . . . . .  .. .  .$60,000         Owner’s Equity . . . . . . . . . . . .$60,000
On the Balance Sheet the cash and owner’s investment are increased by $60,000.  Note that the balance sheet continues to balance, i.e. assets = liabilities + owner’s equity.
Sam Purchases Land, a Building, and a Truck (Long-Term Assets)

Next, on January 1, the Bicycle Company buys a piece of land with a building and a truck in order to operate her business.  The land has a value of $10,000, the building’s value is $25,000 and the truck that will be used for pick-ups and deliveries is $8,000. All of these values are the actual amounts that the Company pays.  Because the company does not have sufficient cash to pay for all of these assets at the current time, it decides to borrow some money.  It pays $23,000 in cash and takes out a mortgage on the land and building for $20,000 to purchase these assets.  This is a 20-year loan. $1,000 of this loan is due and payable within one year.  After these transactions, the company’s Balance Sheet looks like the one presented in Figure 3.6:

Figure 3.6

SOLANA BEACH BICYCLE COMPANY

Balance Sheet

January 1, 2010

Assets





Liabilities & Owner’s Equity

Short-Term Assets:




Liabilities:

Short-term:


Cash . . . . .  . . . . .$37,000Current Portion ofMortgagePayable$1000








Long-term:

                                                                           Mortgage Payable . . . . . . .  . . . . . .19,000




Total Short-Term Assets . . . . . . $37,000
Total Liabilities  . . . . . . . . . .$20,000

Long-Term Assets

Truck . . . . . . . . . . . . . . . .  $8,000
Owner’s Equity:

Building . . . . . . . . . . . . . .   25,000 
       Owner’s Investment . . .            $60,000
Land
 . . . . . . . . . . . . . . . . .     10,000

Total Long-Term Assets . . . . . . . $43,000
Total Liabilities and

Total Assets . . . . . . . . . . . . . . . . $80,000
  Owner’s Equity.   . . . . . . . $80,000
As you can see in Figure 3.6 the cash balance has decreased by $23,000 (the amount of cash contributed to the purchase of the land, building, and truck), the other assets have increased to $43,000 (the land, building, and truck), and two new liabilities have appeared (the current and long-term portions of the mortgage loan).  The loan of $20,000 has been divided up between the short-term portion of $1,000 and the long-term portion (due in a period of greater than one year) of $19,000.  Also, notice that the owner’s equity is not affected.  

What are the factors that change Owner’s Equity?  The items below give us a summary of the ONLY items that have an impact on the beginning balance of Owner’s Equity.

• The owner invests more money in the business

• The business makes a profit or loss 

• The owner takes assets out of the business.

Thus, when Sam invested the $60,000 into the Bicycle Company, this increased her owner’s equity in the company by this same amount.  When the company makes a profit, this is also an increase to her owner’s equity.  Finally, if Sam decides to take any money or other assets out of the Bicycle Company for her own use, this will reduce the owner’s equity as it shows up on the Bicycle Company’s balance sheet.

Sam Purchases Insurance (Short-Term Asset)

On January 3, the company purchases a 3-year insurance policy on the building.  The cost of this insurance is $1,500.  Because this purchase covers three years and at the time of purchase has not been used up at all, the expenditure represents an asset.  We call this asset, “Prepaid Insurance”. The company pays for this insurance with cash. After this transaction, the Balance Sheet looks like it does in Figure 3.7:

Figure 3.7

SOLANA BEACH BICYCLE COMPANY
Balance Sheet

January 3, 2010

Assets





Liabilities & Owner’s Equity

Short-Term Assets:




Liabilities:

Short-term:


Cash . . . . . . . . . . . . . . . . .$35,500    Current Portion of MortgagePayable    $ 1,000


Prepaid Insurance. . . . . . . .    500      Long-term:

Mortgage . . . . . . . . . .  19,000




Total Short-Term Assets . . . . . . ..$36,000
Total Liabilities            . . . . .$20,000

Long-Term Assets

Truck . . . . . . . . . . . . . . . .  $8,000
Owner’s Equity:

Building . . . . . . . . . . . . . .   25,000 

Owner’s Investment. .              $60,000
Truck . . . . . . . . . . . . . . . . .    10,000
 Prepaid Insurance
              1,000
Total Long-Term Assets . . . . . . . $44,000









Total Liabilities and

Total Assets . . . . . . . . . . . . . . . . $80,000
           Owner’s Equity . . .  . . . . . .$80,000
In Figure 3.7 the only change in the balance sheet after the purchase of the insurance is that one asset (cash) has been exchanged for another asset (prepaid insurance, between a short and long-term asset) for the exact amount of $1,500.
Sam Orders Bicycles (Short-Term Assets)

On January 5, Sam orders two different brands of bicycles from two different companies.  She orders 80 of one kind that cost $100 apiece, and 25 of the other kind that cost her $200 apiece.  The total cost of the 105 bicycles to the company is $13,000.  This purchase represents a short-term asset known as inventory.

Inventory is a short-term asset because the company anticipates selling these 105 bicycles in one year or less.    As above, with the purchase of the long-term assets, the company does not want to pay for all of these bicycles with cash.  It pays $10,000 in cash and agrees to pay the additional $3,000 to the seller at a later date from the sale.  This $3,000 becomes an accounts payable of the business, and is shown in the short-term liabilities section.  

As we saw in Figure 3.1, there are several different types of payables.  The term accounts payable is reserved for the purchase of inventory items that are going to be resold by the company.

 QUICK TIP:  Keeping an Eye on Inventory: Having too little or too much inventory in a small business will create problems for the company.  Drawing up a budget is a critical part of the accounting process that will aid in the planning and control of the company’s expenditures and help the business owner to maintain control of all aspects of the business. Budgets will be discussed further in chapter 10.
After this transaction, the Balance Sheet looks like the one in Figure 3.8:

Figure 3.8

SOLANA BEACH BICYCLE COMPANY

Balance Sheet

January 5, 2010

Assets





Liabilities & Owner’s Equity

Short-Term Assets:




Liabilities:

Short-term:


Cash . . . . . . . . . . . . . . . . $ 25,500
     Accounts Payable . . .  $3,000

Prepaid Insurance . . . . . .                    500
    Current Portion of 
                                                                              Mortgage Payable         1,000

Inventory . . . . . . . . . . . . . . 13,000          Long-term

                                                                             Mortgage Payable  . . .19,000




Total Short-Term Assets . . . . . . . $39,000
Total Liabilities            . . . . .$23,000

Long-Term Assets 
Prepaid Insurance              $1,000

Truck . . . . . . . . . . . . . . . .    8,000
Owner’s Equity:

Building . . . . . . . . . . . . . .   25,000 

Owner’s Investment. .            $60,000

Land . . . . . . . . . . . . . . . . .   10,000
Total Long-Term Assets . . . . . . . $44,000
Total Liabilities and

Total Assets . . . . . . . . . . . . . . . . $83,000
  Owner’s Equity . . . . . . . . .      $83,000
Once again, the Balance Sheet stays in balance.  Assets ($83,000) = Liabilities ($23,000) + Owner’s Equity ($60,000).

You’ll note that the Balance Sheet in Figure 3.8 dated January 5, 2010 is quite different from the one dated December 31, 2010.  This demonstrates how the balance sheet can change, representing the company’s assets, liabilities and owner’s equity at any given point in time. 

In this Chapter, you have learned about the Balance Sheet and the definitions of all of its components. You have learned how these components relate to each other. You have also learned a very important point: retained earnings are not necessarily comprised of only cash, and therefore, cash management is a high priority to a business making a profit.  Finally, you learned how various transactions affect the Balance Sheet of a small business.  

ANSWERS TO QUIZ
 1. No. This would not appear on the company’s balance sheet, since this is an asset that belongs to the owner and not the business.

2. Yes, because this asset is used by the business.

3. No.  This was once an asset, but is no longer one since it is not used in the operations of the business.

4. No. Although a company’s employees are often referred to as “assets,” they are not listed as assets on a company’s balance sheet since the company does not own them.

5. Yes. This is called accounts receivable.

6. No. This is a liability, not an asset (something owed rather than something owned.).

7. This depends on whether the company owns the land.  If it does, the land is considered an asset because it has value.

8. Yes.

9. No. This is an asset of the owner not of the company, and these assets are kept separate.

10. Yes, this has future benefit to the company since the insurance company owes them insurance for three years into the future.

Glossary

Accounting Equation: A(ssets) = L(iabilities) + OE (Owner’s Equity), The formula depicts the relationships of the various elements of the balance sheet to each other.

Accounts Payable: A short-term liability (debt) incurred from the purchase of inventory or other short-term assets.

Assets: Items of value that are owned by the company and are represented on the balance sheet.   In order for an item to be shown on the balance sheet, it must meet three tests; 1) the company must control it or own it, 2) the item must have some value to the company and 3) this value must be measurable.  Assets are categorized as short-term or long-term items.

Balance Sheet: This financial statement is a listing of the assets (items owned), liabilities (items owed) and owner’s equity (what belongs to the owner(s)). The relationships between all these items are represented by the accounting equation. 

Creditors: Those individuals or companies to which money or other assets are owed, for example, the supplier from whom Sam purchased the bicycles and to whom she owes an additional $3,000 is a creditor of the company

Equity: See Owner’s Equity

Historical Cost: The amount paid for an item owned by the business (assets) , or the amount incurred in a debt on the date of the agreement to enter into the obligation (liabilities).  Even though over time the values of these assets and/or liabilities may change, they will always be shown on the balance sheet at their historical cost.

Intangible Assets: Those assets that are of value to a business and meet all tests of being an asset, but do not have tangible qualities, for example trademarks and patents.

Inventory: An asset held by a business for the purpose of resale. In the case of Solana Beach, inventory is the bicycles that Sam intends to sell.  

Liabilities: Debts owed by a business.  They can either be short-term or long-term depending upon when they become due. Short-term liabilities are to be paid within a year. Examples in the Bicycle Company are the accounts payable, and the current portion of the mortgage payable.  Long-term liabilities extend beyond one year.  An example in the bicycle company is the portion of the mortgage which is due to be paid beyond the current year.

Long-Term Assets: Those items that will be consumed or converted to cash after a period of one year.  Examples of these assets in the bicycle company are the land, the building, and the truck.

Owner’s Equity: The difference between what is owned and what is owed; in a company, this amount belongs to the owners.  The owner’s equity is made up of the original and additional investments by the owner, plus any profit that is retained in the business minus any cash or other assets that are withdrawn or distributed to the owner(s)  

Retained Earnings: The amount of profit earned by the business since its inception minus any money that is taken out or distributed to the owner(s).  At Solana Beach, this is whatever Sam earns in selling bikes minus whatever expenses she incurs, for example, electricity, gas for the truck, mortgage payments, salaries, etc..

Short-term assets: Those assets that are cash or will be converted to cash or consumed within a period of one year or less.  Examples of these assets in the bicycle company are cash, bicycle inventory, prepaid insurance, and accounts receivable.

