Balance Sheet Preparation








A: The story





This exercise introduces the concept of the balance sheet and the method of its preparation. The lead facilitator explains to the group that a balance sheet depicts the financial situation of a business at a certain fixed date. Like a weighing scale, businesses have two things to balance on each side: assets (what the business ”owns”) as against equity and liabilities (what the business ”owes”). Assets are sub-grouped into fixed assets (e.g. land, buildings, machinery) and current assets (e.g. stock of finished goods, materials and supplies). Fixed assets are essential to the production process of the business and will therefore be there for a long time; current assets are either used for consumption during the production process or for sale and, will therefore be with the business only for a short time. 


The trainer explains that the other side of the ”weighing scale” is divided into short-term and long-term liabilities and owner’s equity. Amounts owed by the business to pay for raw materials, supplies and insurance etc. are labelled short-term liabilities, whereas money owed to pay for machinery and equipment, building construction and loans are called long-term liabilities. Finally, owner’s equity (or capital) will balance with the assets of the business.


The trainer stresses that assets always equal liabilities plus equity and he/she constructs the format of a balance sheet. Then, it is the time of the participants to engage actively in the exercise: Transaction cards containing elements of the balance sheet of a fictional business are being distributed to each group of participants. Their task is to group the cards according to the format of the balance sheet. Each group work is then presented and discussed. At the end of the exercise, a hand-out depicting the concept of the balance-sheet is being distributed to the participants.











�
B: Basic information





Objectives of learning�
�
�
Basic objectives to be achieved by participants


�
The participants


understand the significance of the balance sheet in managing a small business,


use the balance sheet format in organising their financial information,


apply the principles and formats in the preparation of the financial aspects of their business plan.�
�
Additional objectives of a higher level depending on the situation and the current conditions of the target group�
The participants


are in a position to analyse the balance sheets of different businesses and to draw conclusions regarding their financial viability�
�
Uses�
Finance, business plan preparation�
�



�
C: Further Information





Time�
2 h 20’�
�
Preparation of rooms�
Participants grouped in four teams facing the main softboard, sitting around tables�
�
Requirements�
�
Trainers/assistants�
One or two�
�
Didactic aids to prepare�
4 sets of ”transaction cards” (annex 1),


handout ”The balance sheet” (annex 2).�
�
Materials for the trainers (during the exercise)�
Soft boards,


large sheets of paper (for fixing at the soft boards),


metaplan cards �
�
Materials for the participants (during the exercise)�
paper,


pencil 


the distribution of the financial parts of the manual for the entrepreneur ”Do your own business plan” can be considered (see Introduction to business plan)�
�
Important conditions of the room�
None�
�



�
D: Learning Process Overview





Step�
Time�
Most important contents�
�
Grouping


�
5’


�
Creation of four groups through energiser


�
�
Introduction of the subject and definition of the balance sheet�
35’


�
Definition of balance sheet


Introduction of structure of balance sheet


Definition of other technical terms (fixed assets, current assets, short-term liabilities, long-term liabilities, owner’s equity)�
�
”Balancing” the two sides of the ”weighing scale” �
10’


�
Defining that the two sides of the balance sheet are always equal


Explaining the reason behind this.�
�
Exercise�
50’�
Participants have to group transaction cards according to the format of a balance sheet (group work)


Presentation of group work and discussion�
�
Distribution of handout�
20’�
Participants read and questions are being clarified.�
�
Processing


Generalising�
20’


�
Discussing how in real life a balance sheet helps analysing the financial health of a small business.�
�



�
E: Integrated Learning Process Organisation (ILPO)





�
Step�
Time�
Most Important Contents�
Activities of Trainer�
Range of possible Activities of Participants�
Required Materials�
Hints�
�
Grouping�
5'�
To group and refresh participants�
Deciding on the energiser and giving it


�
Participating actively in it�
Depen-ding on the energiser chosen�
Energiser is important since the following exercise will be quite ”dry”. Choose an energiser that serves the grouping of the participants.�
�
Introduction of the subject and definition of the balance sheet�
35’�
Facilitator explains that the following exercise is about developing a method that helps identifying the financial ”health” of a business – the balance sheet


He/she explains what is being balanced: What the business ”owns” against what the business ”owes”.


The constituting elements of a balance sheet are introduced: fixed and current assets, long-term and short-term liabilities and owner’s capital. Examples are being given to each term.


The basic structure of the balance sheet is written on a large sheet of paper visible to all participants.�
Explaining; answering�
Listening; asking�
Softboard and large sheets of paper�
While explaining, the facilitator should make reference to pictures (”weighing scale”) and use simple examples to illustrate the complicated technical terms introduced here.�
�
”Balancing” the two sides of the ”weighing scale”�
10’ 


�
Facilitator explains the fact that the two sides balance sheet are always equal, writing on the soft board ”Assets = liabilities plus equity”. He presents a short example of a balance sheet of a small business and demonstrates, how it is ”made” balanced.�
Explaining; answering; writing on the softboard�
Listening;


asking�
Softboard, pen, large sheets of paper�
Again, use simple examples when presenting the balance sheet of a small business.�
�
Exercise�
50’�
Facilitator distributes one set of transaction cards, explaining that each group has to group the cards according to the formal structure of the balance sheet (example: ”Land 1050” belongs to ”Fixed assets”),


after 20’ facilitator asks the participants to present the group work (no discussion allowed at this stage),


after the presentation, which should not last longer than 15’, the facilitator stimulates a discussion among the participants about the reasons for having decided in this way or that way; mistakes are being corrected through group discussion.�
Explaining, supervising, moderating and, if necessary, provoking.�
Listening, asking, discussing, deciding and presenting.�
Four soft-boards and large sheets of paper to be used for the presentation�
Groups will have to do the work on their own, facilitator(s) do not give advice. Facilitators will observe groups in order to understand what the discussions are and whether the topic is well understood.�
�
Distribution of handout�
20’


�
A handout (see annex 2) is distributed. It may serve as reference for the participants in future. In order to ensure that everybody understands it, it is read in plenary. Facilitator(s) respond to doubts and questions, if  any.�
Explaining, answering�
Listening, reading, raising questions�
Handouts�
�
�
Processing�



�
Facilitator(s) provoke the group in asking, whether the benefit of the balance sheet preparation is worth all the effort or whether it is not a mere waste of time. He/she is trying to know from the participants very concrete situations where the balance sheet provides useful information for the small business owner (for example when short-term liabilities vis-a-vis- credit institutions reach a considerable high degree of the balance volume). 





Facilitator(s) take note of good contributions and in the end come up with a list of arguments and/or real life-situations where the balance sheet provides important management information.�
Asking and provoking;


taking notes on softboard�
answering and discussing�
Softboard�
Provocation probably necessary in order to ”heat-up” a discussion on this rather dry matter. It is advisable to type the list that is being elaborated during the discussion and distribute it the other day.�
�
Synthesis�
�
See list of articles referring to this subject�
�
�
�
�
�
�
F: Hints for preparation, typical situations and dangers





As the matter dealt with is of quite dry nature, try to make this exercise more relaxed. For this purpose you may heat-up discussions through provocation. When working with people of lower educational level, you should use very simple examples (requires good preparation).








�
G: Variations





1) Alternative uses and objectives 


None.





2) Minimising/Maximising


If the trainer feels that more active working on the issue on part of the participants is necessary, he may extend the exercise by


presenting more case studies of the kind he/she has already worked with,


invite an active entrepreneur to discuss the balance sheet of his/her business with the participants or/and


in case this exercise is given for participants who own a small business, they may be asked to prepare a balance sheet of their own business.





3) Substitutions


None.





�
H: Annexes


Session


Document 





Annex 1: Balance Sheet Preparation








Transaction Cards











(Transfer each one of the items mentioned below on a metaplan-card.)











�
Local Currency (LC)�
�



1.	Cash�



450�
�



2.	Accounts Receivable�



2,000�
�



3.	Inventories�



6,500�
�



4.	Land�



1,050�
�



5.	Building and Improvement (net)�



950�
�



6.	Machinery (net)�



1,000�
�



7.	Delivery Equipment (net)�



500�
�



8.	Accounts Payable�



450�
�



9.	Notes Payable�



5,000�
�



10.	Capital�



6,000�
�



11.	Retained Earnings�



1,000�
�
�
�
�
�
Annex 1: Balance Sheet Preparation 








Solution











Balance Sheet


�
�



Company Name:


�



Date Prepared:�
�



ASSETS�



LIABILITIES


�
�
Current assets:





Cash





Accounts receivable





Inventory








Fixed assets:





Land





Building and improvements (net)





Machinery (net)





Delivery equipment





�






450





2,000





6,500














1,050





950








1,000





500�
Current liabilities:





Accounts payable





Long-term liabilities:





Notes payable








Owner’s Equity:





Capital





Retained earnings

















�






450











5,000














6,000





1,000�
�



Total:�



12,450�



Total:�



12,450�
�



�



Handout


Annex 2: Balance Sheet Preparation





A brief guide to the balance sheet





A balance sheet takes a snapshot within a specified time of what a business owns and what it owes. It has two sides. One side records its properties, i.e. anything it can claim its own and of value, e.g., cash, accounts receivables, debtors, stocks, machines, tools, fixtures, etc. These are called the assets. The other side shows where the money to finance the purchases of such properties came from, e.g., it may have come from bank loan, owners equity, creditors, etc. This side is called liabilities and owners equity. It is identified by its heading consisting of the name of the business, title of the statement and the date prepared.


Assets are the resources of value which are owned by the business (cash, securities, receivables, merchandise, buildings, land, etc.). Liabilities are funds or other resources transferred to the business that will be repaid in the future. 


Owner's equity is the resources invested by the owner/s of the business. For sole proprietorships, it is called "proprietor's equity"; for partnerships, "partners' equity"; and for corporations, "stockholders' equity".


In a balance sheet, the assets must balance or equal the liabilities and owners'    equity. Hence, the equation:





ASSETS  =  LIABILITIES + OWNER'S EQUITY








This means that any change in assets must have a corresponding change in either liabilities or owners' equity or both. For example, an increase in assets corresponds to an increase in liabilities or owners' equity or both.


Assets can be classified into: (a) current, (b) fixed, and (c) deferred charges and other assets. Each type is briefly described below:


Current assets are cash-on-hand and in-bank, marketable securities, accounts receivable and notes receivable (all of which are termed quick assets), inventory, prepaid expenses, advances to suppliers, marginal deposits on letters of credit, etc., which will be used during a normal operating cycle.


Fixed Assets are relatively long-lived resources such as land, buildings and structures, machinery and equipment, transportation and delivery equipment, furniture and office equipment, etc. In some cases, intangible assets such as goodwill, right of trade mark, patent right, etc., and investments are also included.


Deferred Charges are expenses which are expected to yield benefits for several accounting periods, and should be amortised over its estimated useful life.  This includes organisation costs, pre-operating costs, research and development costs, franchises, etc.


As with assets, liabilities are also classified into: 


(a) Current and


(b) long-term liabilities


Current liabilities are short-term debts including accounts payable, trade payable, salaries payable, accrued expenses, advanced payment received, etc. 


Long-term liabilities refer to long-term debts. In some cases, businesses set aside reserve accounts for later use or for special purposes such as retirement benefits, bad debts, price fluctuations, etc.


Owners' equity is total assets minus total liabilities. This means that in the event of liquidation, claims of creditors are paid first. The owner's would get only whatever is left. This consists of: (a) capital stock and (b) retained earnings.


Capital stock is transferable units of ownership in a corporation. It consists of common and preferred stock. Common stock possesses the basic rights of ownership including the right to vote. Preferred stock has preferences as to dividends and in assets distribution in the event of liquidation.


Retained Earnings refers to that portion of stockholders’ equity resulting from profits earned and retained in the business.


The format of a balance sheet looks like the one below:


�



�



Balance Sheet


�
�
�
Company name:�
�
Date prepared:


�
�
�
�



ASSETS�
�



LIABILITIES


�
�
�
�
Current Assets:
























































Fixed Assets:

















�







































xx
































xx


�
Current Liabilities:





























Long-Term Liabilities:


























Owner’s Equity:

















�
























xx


























xx




















xx


�
�
�



Total:�



xx�



Total:


�



xx�
�
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