[image: ]	Understanding the Balance Sheet
Step by Step to the Balance Sheet

The balance sheet is a snapshot in time of what our company looks like today.

	


We use a balance sheet for one thing, to look at what our company performance has been up to this point in time, a snapshot.  Time stands still, and after that day has passed, we need a new balance sheet.
The basics of the balance sheet are simple:
Assets = Liabilities + Owners Equity




We have current and long term assets, current and long term liabilities, and stockholder’s Equity (Owner’s Equity).
Each of these areas of the accounting equation has a series of standard accounts that we use to work within each category.  So we need to understand these accounts, what they do, and where they come from, and then as you will see later, we use the accounts in combination with our profit and loss statement to determine ratios, that help us determine our overall company performance.
Before we go too far on balance sheets, there are two areas of the balance sheet to pay special attention to, and they are account receivables, and inventory.  Some may say cash, and that is always true, but good receivables and inventory practices usually take care of cash!
Let’s move forward with the balance sheet.  You can take a look at a typical balance sheet on the following page.  Let’s review the accounts of the balance sheet:










	Current Asset Accounts
	

	Cash
	Available to us in the bank.
The billings we have not yet collected.
Obligation like a loan, what we owe to outside party.
The materials, parts and equipment we have in the company.
Expenses that we have sent a full year check in ahead of time.
Can be any items such as petty cash.

	Accounts Receivable
	

	Notes Receivables
	

	Inventory
	

	Prepaid Expenses
	

	Other Current Assets
	

	Fixed Asset Accounts
	

	Plant & Equipment
	The physical building and any major equipment.
Machinery used in our company.
The value we lose on the fixed asset, if it is declining in value.

	Machinery
	

	Less: Accumulated Depreciation
	

	Current Liabilities Accounts
	

	Accounts Payable
	What we owe the trade vendors as payables.
The short term (next 12 months) obligation we owe on a loan/note.
The amount we expect to pay for a future expense we have not yet had.
The amount we hold back for future claims against our labor.
Any smaller obligations we may have.

	Notes Payable
	

	Accrued Expenditures
	

	Warranty Reserve
	

	Other Current Liabilities
	

	Long Term Liabilities Accounts
	

	Notes Payable
	A long term (the portion over the 1st year) obligation.

	Stockholder’s Equity Accounts 
	

	Capital Stock
	The amount we own in the company stock.
The amount of profits we made and have kept on hand in the company.

	Retained Earnings
	




The most confusing part of the balance sheet is usually depreciation.
Depreciation is just the declining value of what we own as tangible assets.  Our cars go down in value, and that decline is depreciation.
A second tricky concept in balance sheets is accruals.  An accrual is just a way to account for the fact that we have paid for or allocated monies to an expense, but it won’t show up for a period of time.  So we set the money aside as if it no longer belonged to us.
The last tricky concept is the retained earnings.  Hey, that is simply the money we made in profits from the last period.  We have to show them as a part of our company because we now have them, so we call that retained earnings.




	Current Year Ending HVAC Balance Sheet

	 
	 
	 
	 
	 
	 
	
	

	Assets:
	 
	 
	 
	 
	 
	      Dollars
	      %

	 
	Current Assets
	 
	 
	 
	 
	 

	 
	 
	Cash
	 
	 
	 
	 $      36,900 
	7%

	 
	 
	Accounts Receivable
	 
	 
	 $     308,250 
	63%

	 
	 
	Notes Receivable
	 
	 
	 $             -   
	0%

	 
	 
	Inventory
	 
	 
	 
	 $      43,800 
	9%

	 
	 
	Prepaid Expenses
	 
	 
	 $        3,100 
	1%

	 
	 
	Other Current Assets
	 
	 
	 $      12,500 
	3%

	 
	Total Current Assets
	 
	 
	 $     404,550 
	82%

	 
	 
	 
	 
	 
	 
	 
	

	 
	Fixed Assets
	 
	 
	 
	 
	

	 
	 
	Plant & Equipment
	 
	 
	 $      61,700 
	

	 
	 
	Machinery
	 
	 
	 $      70,000 
	

	 
	 
	Less: Accumulated Depreciation
	 $     (54,230)
	

	
	
	 
	 
	 
	 
	 
	

	 
	Net Fixed Assets
	 
	 
	 
	 $      77,470 
	16%

	 
	 
	 
	 
	 
	 
	 
	

	 
	Other Assets
	 
	 
	 
	 $      10,000 
	2%

	 
	 
	 
	 
	 
	 
	 
	

	Total Assets
	 
	 
	 
	 
	 $     492,020 
	100%

	Liabilities:
	 
	 
	 
	 
	 
	

	 
	Current Liabilities
	 
	 
	 
	 
	

	 
	 
	Accounts Payable
	 
	 
	 $      55,500 
	11%

	 
	 
	Notes Payable
	 
	 
	 $      71,900 
	15%

	 
	 
	Accrued Expenditures
	 
	 $        2,110 
	0%

	 
	 
	Warranty Reserve
	 
	 
	 $        4,500 
	1%

	 
	 
	Other Current Liabilities
	 
	 $        9,200 
	2%

	 
	Total Current Liabilities
	 
	 
	 $     143,210 
	29%

	 
	 
	 
	 
	 
	 
	 
	

	 
	Long Term Liabilities
	 
	 
	 $      38,210 
	8%

	 
	 
	 
	 
	 
	 
	 
	

	Total Liabilities
	 
	 
	 
	 
	 $     181,420 
	37%

	 
	 
	 
	 
	 
	 
	 
	

	Net Worth
	 
	 
	 
	 
	 
	

	 
	Capital Stock
	 
	 
	 
	 $      87,500 
	18%

	 
	Retained Earnings
	 
	 
	 
	 $     223,100 
	45%

	 
	 
	 
	 
	 
	 
	 
	

	 
	Total Net Worth
	 
	 
	 
	 $     310,600 
	63%

	 
	 
	 
	 
	 
	 
	 
	

	Total Liabilities & Net Worth
	 
	 
	 
	 $     492,020
	100%


How do we use the balance sheet? 

Consider these factors when using a balance sheet:
1. What should you reserve for warranty?
2. What should you reserve for service agreements?
3. What should you do with any available cash?
4. With all the assets you have in your company, what are they actually producing in terms of profits?
5. What is the actual value of my company if I wanted to sell it?
6. Do I need to be worried about any obligations I have for having sold all of these extended warranties?  How much?
7. Can I use depreciation to my advantage, since I don’t actually write anyone a check for depreciation is there an advantage to having more of it?
8. How much inventory is the right amount of inventory? 
9. Speaking of inventory, are there any methods of inventory that I can use that might help my company?
10. What can I afford to buy in inventory on the supplier deal that just came out?
11. Is a consignment or floor planning program in my best interest for the coming year?
12. I want to grow 20% next year in commercial replacement and new house each, can I afford to do so and if so, what is the impact?
These are not all of the questions and considerations, but they are some.  You see, the balance sheet is one of the critical statements we use to determine the health of the company.  Look at some of the questions, they deal with the future, and they make us consider what we have in resources, and what we can be doing with our many choices.
We are going to use the balance sheet to answer these questions, and to combine with our profit and loss statement to say, this is how effective we have been at operating our company.  
The keys to running an effective company are to combine the profit and loss statement figures, with our key balance sheet figures and make the determination on some of the questions above.
So we care about:
1. Minimizing our accounts receivables.
2. Keeping our inventory amounts in line with our sales curve.
3. Turning our inventory (meaning sell, buy inventory, sell, buy more, sell, buy, more) we ought to turn our inventory at least 3 times in a year if not more as a retailer.
4. Our return on assets, in other words, the amount of profit we generated from our assets.


Why is this critical to your success?

· Using a balance sheet makes us focus on more than just profit, but also on how much of our resources did we use, and how good a job did we do with those resources to generate a profit.
· Keep your receivables as near to zero as possible, an in the event you cannot, keep these receivables as low as possible.
· Keep inventory closely in check.  Inventory is a capital hog, meaning you could have used your cash or line of credit for some other profit generating purpose, but instead you bought inventory.  Keep inventory in line with your sales curve and turn it approximately 3 times.
· [bookmark: _GoBack]Look for return on your assets of around 5.0 – see the EXCEL attachment to calculate this for your company.  Keeping a good return on assets means you are running a good business.
· Having a properly formatted and understandable balance sheet allows us to MAKE Better Decisions and use our resources wisely!

Use the balance sheet once a month to review your company resources performance, and keep receivables and inventory in check.  They can kill a company fast!
Do you understand the balance sheet?
Do you understand the key items on the balance sheet?
Are you prepared to make the proper decisions?
Do you know your company Return on Investment?
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