A Beginner's Guide to the Balance Sheet

Introduction

This paper introduces the balance sheet and shows how to perform a simple balance sheet analysis. It also provides an outline of the purposes and fundamental features of the balance sheet. The outline supplies the information that is needed to assemble and analyze an accurate and detailed balance sheet. 

What is a Balance Sheet?

The balance sheet presents the firm's financial structure. It shows the assets, liabilities and equity of the firm on a specific day. Most balance sheets are produced quarterly although some farm firms use an annual balance sheet. Any firm with annual sales greater than $200,000 should use the quarterly system because the firm needs more frequent information on its financial structure than is supplied annually. 

Assets are what the firm has, and liabilities are what the firm owes. The difference between the two, or equity, is what the firm owns. For example, if the firm's assets are $1 million and its liabilities are $600,000, its equity is $400,000. Assets minus liabilities equal equity. Or, assets equal liabilities plus equity. The balance sheet is typically written in this latter form, with assets listed on the left and liabilities plus equity listed on the right. 

Farm assets are conventionally divided into current, intermediate and long-term assets. Farm liabilities are classified similarly and are conventionally listed opposite their assets. For example, if an intermediate asset is valued at $100,000 and the firm owes $80,000 on an intermediate loan for this asset, the asset and liability would be listed opposite each other as shown in Table 1 below . The table also shows that the firm currently has $20,000 ownership in this asset. 

What Does a Balance Sheet Look Like?

The total assets on the left equal the total liabilities and equity on the right. One hundred thousand dollars of assets minus the $80,000 in liabilities provides the firm's equity in this specific asset. Thus, equity is the residual after deducting liabilities from assets (Table 1 below ). 

Assets

Current assets are listed first on a balance sheet. They are the most liquid assets in that they can be turned into cash quickly without a discount. They include items like cash; bank accounts; investments in stocks, bonds or mutual funds; receivables; inventories for sale in the period between the balance sheets; supplies on hand and the value of growing crops. Usually, the greater the proportion of current to total assets, the better the financial structure. This is because of the importance of liquidity. Maintaining liquidity is increasingly important as market volatility grows. Traditional agricultural markets are more volatile today, particularly since the Freedom to Farm Act of 1996. Volatility requires quick access to cash; fixed or guaranteed prices do not. Approximately seven percent of U.S. farm assets can be classified as current. Thus, farms generally show relatively little liquidity. 

Intermediate assets include depreciable capital assets, such as machinery, vehicles, equipment, fruit trees and breeding stock. They are less liquid than current assets because it is harder to obtain cash for them quickly without discounting their value. Typically, intermediate assets average about 17 percent of total assets on an average U.S. farm. 

Long-term assets are typically made up from buildings and land. Long-term assets represent the remaining 76 percent of total farm assets on average. They are the least liquid of all assets because it is obviously difficult to sell land or buildings quickly without discounting their price. Consequently, farms show little liquidity compared with industries like retailers or automobiles. Farming may well be the least liquid industry in the world, simply because of the importance of land in farming. 

The three asset types are, therefore, essentially separated by their liquidity. This separation is convenient and is not inflexible. Some assets can be classified one way by one firm and another way by another firm. For example, poultry houses can often be either an intermediate or a long-term asset. Still, the classification is important. Liquidity decreases from current to intermediate to long-term assets. Firms today need to show that they are liquid. Farmers show this by renting rather than buying extra land or leasing equipment and breeding animals rather than using their scarce liquidity in ownership. 

Current Assets

Current assets are probably the most important assets in any business today because they are the most liquid. Liquidity is shown in the current section of the balance sheet by examining current assets and current liabilities. A typical list of current assets for a farm is provided in Table 2 below . This list suggests that the farm will be selling both crops and steers during the next quarter. 

Intermediate Assets

Intermediate assets are capital assets that usually depreciate. Their depreciation runs more than one year but usually not longer than seven years. Examples include vehicles, equipment, machinery, breeding animals and fruit trees. The non-farm world rarely uses an intermediate asset classification. All intermediate assets, such as plants and machinery, are treated as long-term assets. Typically, the proportion of current and long-term assets will be about 60 percent/40 percent. So, non-farm firms look liquid. In comparison, a normal U.S. farm would have a 7-percent and 93-percent proportion and look very 
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