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KNOW & 
UNDERSTAND YOUR 
BALANCE SHEET. 
The	financial	posi4on	of	any	business	can	be	determined	from	three	key	financial	statements:		

• The	Balance	Sheet	

• The	Profit	and	Loss	Account	

• The	Cash	Flow	Statement	

A	buyer’s	best	method	of	Valida4on	of	these	statements	is	your	Bank	Statements.	

A	balance	sheet	is	a	financial	'snapshot'	that	summarizes	the	value	of	a	business	(the	assets	of	

the	business	less	its	liabili-es)	at	a	specific	point	in	-me.	

All	limited	companies	have	to	prepare	a	balance	sheet	as	part	of	the	annual	accounts	they	submit	to	the	
Companies	shareholders,	and	a	balance	sheet	can	be	prepared	at	any	4me.	

This	factsheet	explains	the	main	features	of	a	balance	sheet,	what	kind	of	informa8on	it	
should	contain	and	provides	defini8ons	of	the	key	terms	that	are	used	on	a	balance	sheet.	
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UNDERSTANDING A 
BALANCE SHEET. 

Understanding	a	balance	sheet.	

A	balance	sheet	is	a	good	indicator	of	whether	a	business	is	solvent	

	(Meaning	it	can	meet	its	financial	obliga-ons)	

It	shows	how	a	business	is		financed,	how	much	capital	is	employed	in	the	business	and	how	quickly	the	
assets	of	the	business	can	be	turned	into	cash.	

A	balance	sheet	shows	all	the	assets	of	a	business	(anything	owned	by	the	business	or	owed	to	

the	business)	less	its	liabili-es	(all	the	money	owed	by	the	business	to	its	creditors).	

How to Read a Balance Sheet
To read a balance sheet, you need to understand its different elements and what the 
reported figures tell you about the health of your business. Here’s how to read a 
balance sheet:

1. UNDERSTAND CURRENT ASSETS

Current assets are items of value owned by your business that will be converted into 
cash within one year. Current assets include:
• Accounts receivable: these are short-term payments owed to your business, for 

example, outstanding invoices your clients will pay soon
• Inventory: for businesses that sell physical products, inventory includes finished 

products, in-progress products and raw materials
• Cash: includes checks, hard currency and unrestricted bank accounts
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2. ANALYZE NON-CURRENT ASSETS

Non-current assets are assets that can’t be converted to cash easily and won’t be 
converted within the next year. Non-current assets include both tangible and intangible 
assets.
• Tangible Assets: Include items such as property, machinery and equipment like 

computers and printers
• Intangible Assets: Are assets that aren’t physical by nature and include goodwill, 

copyrights and patents

Most non-current assets reported on a balance sheet are calculated with depreciation, 
which refers to the cost of the asset over its useful lifespan.

3. EXAMINE LIABILITIES

Next in reading a balance sheet, you’ll need to understand the business’s liabilities. 
Liabilities are the financial obligations the business owes to someone else. Liabilities 
are divided into two types:
• Current Liabilities: These are short-term liabilities that must be paid within the next 

year, including accounts payable, payroll and current payments toward long-term 
debts.

• Long-Term Liabilities: These include debts, loans and other financial obligations due 
in more than a year from the date reported on the balance sheet.

4. UNDERSTAND SHAREHOLDERS EQUITY

Next on the balance sheet, you’ll need to understand shareholders equity. Shareholders 
equity refers to a business’s total net worth. It includes the initial sum of money an 
owner invests in the company. If a business reinvests its net earnings into the company 
at the end of the year, those retained earnings are reported on the balance sheet under 
shareholders equity.
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How Does a Balance Sheet Work?
Balance sheets are divided into two parts. A balance sheet works by ensuring those two 
sides are equal to each other. The two sides of a balance sheet are:
• The business’s assets (debits)
• The business’s financial obligations (credits)
It’s called a balance sheet because those two sides must balance each other out. To 
ensure the two sides of your balance sheet are equal to one another, you can use the 
main formula of a balance sheet:

Assets = Liabilities + Shareholder Equity

Sample Balance Sheet
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This sample balance sheet from Accounting Coach can help you better understand how 
to read balance sheets. It shows the layout of the statement, including the two sides that 
balance each other out.
If you are on the other end of the spectrum, we also have a sample balance sheet you 
can download and use right away.
 The resulting 'net asset value' will always be equal to the sum of the capital and 
reserves of the business, which includes any investments in the business plus the net 
profit the business has accumulated from its trading activities.


It is important to remember:


• A balance sheet does not show the profitability of a business. 


This is shown by the profit and loss account (see BIF 8, A Guide to Understanding 
Profit and Loss Accounts, for more information). If you have balance sheets from two 
consecutive years, you may be able to calculate the level of profit a business has 
achieved by comparing the change in value of the profit and loss reserve. However, this 
can understate the profit achieved if a business pays dividends to shareholders.


• A balance sheet does not reflect the true market value of a business' assets. 


It is necessary to put a value on any assets listed on a balance sheet, but the true value 
may be more or less than the figures given on the balance sheet.


• A balance sheet does not show the market value of a business. 


The market value of a business depends on past and potential future profitability and 
the current value (as opposed to cost) of any assets.


• A balance sheet is different from, but complementary to, the profit and loss account, 
and is critical to understanding the financial strength of a business.


A business can generate good profits but be regarded as being financially vulnerable if 
it has a weak balance sheet due to its low net asset value. On the other hand, a 
business can potentially sustain a period of poor profitability when it has a strong 
balance sheet, due to its high net asset value.


Key balance sheet terms: 

Fixed assets 

Fixed assets usually have a useful life of more than one year. Fixed assets can be 
‘tangible' assets which physically exist, such as buildings and equipment, or 
'intangible' assets that have a subjective value, such as intellectual property or 
goodwill.  The cost of tangible fixed assets, such as equipment, is depreciated over 
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their expected lifetimes. This allows for the loss in value of those assets over time and 
it is this depreciated value (the ‘net book value') that appears in the balance sheet.


If a business spends a large amount of money developing a new product, this 
expenditure can be capitalized (turned into an asset) and shown on the balance sheet 
as an intangible asset. 


If a business buys another business for more than its net worth, the difference in value 
is classed as 'goodwill', which represents the likelihood that existing customers will 
continue to buy. Since it is difficult to value both intellectual property and goodwill, 
except when they come to be sold, it is considered good practice to depreciate the 
value of intangible assets over a short period of time so that they can be 'written off' in 
the balance sheet ('amortized') as quickly as possible.


See “Understanding and Calculating Depreciation” for more information.


Current assets 

These are assets that can be turned into cash within one year and typically include:


• Stock and work in progress. Stock is usually valued at cost rather than its market 
value.


However, old stock may be written down to its 'net resalable value'; that is, the price 
that it might attract if sold. Work in progress is the value of raw materials and 
components that are in the production process, but are not yet finished goods.


• Trade debtors. The value of trade debtors is the amount of money owed to a 
business by its customers. This figure includes value added tax (VAT) if a business is 
registered for VAT and charges VAT on its invoices.


• Cash at bank. This is the value of any money the business has that is deposited in 
bank accounts on the date the balance sheet is created. This figure may be adjusted 
for any checks that have been issued to pay suppliers, but which are still waiting to be 
cashed.


Current liabilities 

Current liabilities are the total value of any money owed by the business that is due to 
be repaid within a year. They typically include:


• Trade creditors. The total amount of money that is owed to suppliers. This figure will 
include VAT if the business is VAT registered and has charged VAT to its customers.


• Other creditors. This is the value of any money that the business owes for taxes, 
including VAT, Pay As You Earn (PAYE) and corporation tax liabilities. It can also include 
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provisions for costs that the business has incurred for products or services that have 
not yet been invoiced by suppliers.


• Loans. This is the value of any loan or hire purchase repayments that are due to be 
repaid within the next 12 months and will also include any overdraft balance (if the 
business has an overdraft).This figure is likely to be only a portion of the total loan or 
hire purchase repayments that are outstanding at the balance sheet date. Any 
repayments that are due after 12 months are included in the balance sheet as long-
term liabilities.


Net current assets 

This is simply the difference between current assets and current liabilities. This figure 
should be positive to indicate that the business is able to meet its current cash needs. 
A negative net current asset figure indicates that a business may not be able to meet 
its debts as they fall due. If this is the case, the business may be insolvent.


Long-term liabilities 

Long-term liabilities include the balance of any bank loans and hire purchase payments 
that fall due later than 12 months after the balance sheet date. 


Net assets 

The net asset value of a business is the total assets (both tangible and intangible) less 
the total liabilities (both current and long-term).


Net worth 

The net worth of a business is the sum of any capital and reserves.


• Capital is any money invested by the business owner or shareholders.


• Reserves are the retained profits of the business.


The capital and reserves are sometimes referred to as the 'equity' in the business.


It is important to remember that reserves are not the same as cash: they simply show 
where the money in the business has come from. A business should seek to build up 
its reserves (profit) as this is the best source of working capital.


The net worth of a business will always be equal to the net assets, and therefore the 
balance sheet will 'balance'.
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Hints and tips 

• Balance sheets can be compared over time - for example, current year against 
previous year - to identify changes in the strength and performance of a business.


• An accountant or business adviser can help in the preparation of balance sheets.


• Computerized accounting packages can generate a balance sheet quickly, 
although it may need to be adjusted to allow for depreciation.


• Being able to read and understand a balance sheet is important for exercising 
effective financial control of a business, and for assessing the financial position of 
competitors.


• Balance sheets can be used to calculate a number of useful financial ratios that 
help to benchmark a business against its competitors and to measure changes in 
financial performance over time. 

Please visit JVagnone.com for more strategies to                      
maximize the value of your business.
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