FINANCIAL LITERACY MODULE 5: NET WORTH
NAME __________________ DATE __________________
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CHAPTER 2

Using Your Knowledge
1. T your Workbaok, cirele the best answer o each question.
A The financial positon of a businas is
. the difference between total aseets and toal lsbilitis.
b, represented by the assets, the abiites, and the capital.
e the same as the et worth of the business,
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5. Carmen Ing is a graphic designer who creates webpages for various busi
nesses. She prepared o balance shectfor Carmen's Web Creations, which is
how below,

(CARMEN' WEB CREATIONS
SEPTEMBER 30,20~
BALANCE SHEET

Accouns Recesabie Labiii
TieNeworks  § 178000 Drve Conputer Co s o6
Z N rostions 050 Wikons Sply 10030
can 36200 2z Sohvre 41200
eaupnens 450000 BunkLown _as0m
e %035 Toul Libles oo
Oumars Equy _

Toul Aues $920085  Camans Wb Crasdons 40197

Toul Unbilesnd Equy T3 19385

for Carmon's Web Croations.

6. Shown below are some financial igures for SMA Consultants, owned by
S Magboul
Cash, $6000: Accounts Payabie, §35 000 Acounts Receivable, €14 000; Mort.
g Payable, £160 000; Land, §240 000; Buildings, §195 000; Equipment,
25 000

A Prepare a classified balance shoet (Current Assets, Current Lin-
billios, ) dated September 80, 20-.

B On the' basis of the limited information given, would you say
that Maghool's business has any kind of fnancial problem?
Explain.

7. On Decermber 51, 20-, you present your busineass halance sheet, shown
el to the manager of the local bank with the hape of obtaining & small
bank loan.

BALANCE SHEET
DECEMBER 3. 20-

At Labites
cu S 5000 Accoms Papble s 7o
Accouncs Recoabe 25000 Morage Pable 235 000
Uind W00 Toul L 900
Buidng 2000

Eaupment 0000 OwnersEany

o Asees TEOOW o e and Ecury

Chorhevew [
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During your conversation with the manager, you mention the olowing:
+ About §5000 owing from customers isconsiderably overdue,
+ Amortgage payment of $4000 is due on Janury 31
Al creditore nccounts are due within 30 days.
‘The average carnings of the businese fo the past ive years have been
very good.

A Would the bank manager grant che loan? Why?
B, What concerns might the manager have? Why?
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Questions for Further Thought
Briefly answer the following questions.

“The balance shoet s thought of a being a snapshot of the business,
Explain thi statement.

Assots and liabilitios can be thought of as things that can bo touchud or
scon. For example, you can g into the parking lot and touch the automo-

e, or you can e the igned bank loan a¢ the bank, Equity s not ke this,
Explain.

3. Give ensons why business people sl on credit when there is n chance that
they will not be abl tocolectthe debt,

4. Work out another acceptable dofintion of a balanco sheot besides the one.
iven in the texthook.

5. In thrce wonds,state what information s contatned i the heading of a bal-
ance het,

6. 1 bank were o Tend funds o @ business, the bank would become a eecured
ereditor. What doce this acan? How does the bark accosplish thie? Wh'do
other creditors ot do the same?

7. Given what you have learmed so far, explain how the earnings of @ business
ean e determined from its balance sheets ifyou know that the awne nei
ther contributed nor withdrew any funds o other assets,
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Is Money Better? CASE |

Hannah and Aysha are school friends of yours at Vanier High School. The two
girls happen to be discussing their personal fortunes at the moment, Hannah is
feeling rich because she has $2000 in a personal bank account. A distant aunt
who died recently left her the money.

Aysha fecls pretty well off, too. She has less money but she does have some
valuable possessions, including fashionable clothes and jewellery, as well as
some Canada Savings Bonds that were left to her by her grandmother, For re
sons that she cannot explain, she feels that she is just as well off s Hannah,

You get into the conversation at lunch break. You suggest to the two girls
that they each prepare a personal balance sheet. You explain how to go about it
and how to estimate the value of non-cash items. The balance sheets, you say,
will show who s better off financially.

The girls prepare their balance sheets aceording to your directions and come
up with the following:

HANNAH'S AYSHA'S
BALANCE SHEET BALANCE SHEET
SEPTEMBER 30, 20- SEPTEMBER 30, 20-

Assets Aosets
Bank Balance $2 000 Bank Balance $ 10
Clothes 1500 | | Laptop Computer 500
Total Assets SIS0 | | Jowelery 1000
Libites and Equiy Canaca Savings Bonds 1100
Debes Owing nil Clothes 1200
Hannal's Capial $500 | | Toul Asets 33810
Total ibilies and Equity SIS0 | | Labities and Equiy

Debts Owing

Aysha's Capial

Tota Lisblties and Equity

When the two girls get together to compare balance sheets, they still cannot
agree. Hannah thinks that she is better off hecause she has more cash and
clothes. Aysha disagrees because she has greater capital. In a paragraph, dis-
cuss these balance sheets with Hannah and Aysha. Explain to them how to mea-
sure a person's equity.
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CASE 2

CASE 3

Challenge

Can You Spend the Equity?
Raj Singh is  young man who has just inherited a business from his father,
Viresh. Raj has lttle business experience but is anxious to learn and willing to
work hard.

The business has not been operating very profitably lately because it badly
needs to replace outdated equipment, This will cost $35 000.

The latest balance sheet of the business shows the following:

BANNAGER'S CLEANER
BALANCE SHEET
APRIL 30, 20~

Assets Libltes
Cash $ 3000 Accounts Payable $ 5000
Accounts Recelvable. 17000 Bank Loan 30000
Land 330 000 Mortgage Payable 250000
Buiding 150000 Toal Liabiities 5285000
Equipment 20000

Owner's Equity

V. Singh, Capital 235 000
Toual Assets W00 Toul Liabities and Equity 3520000

After examining the balance sheet, Raj helieves that he sees the solution to
the problem. He wants to use the equity to purchase the new equipment. The
accountant hastens to point out to Raj that this is not possible. Raj demands an
explanation. What explanation will the accountant give?

Are the Assets Always Worth What the Balance Sheet Says?
Hilda Lahti is the owner of Custom-Made Products in Ottawa, Ontario. Origi-
nally, Custom-Made Products was a machine shop that produced a variety of
custom work. In the last few years, the company has developed and patented a
line of scaffolding equipment for contractors and builders. The scaffolding equip-
‘ment produced by the company is better than that of its competitors. As a result,
the company has had great success with the new product. At the same time, the
custom machine shop division of the business has been doing poorly. There is a
Iot of competition from other machine shops in the community. In the last year,
the company earned $135 000. OF this, $110 000 was from the sale of scaffolding
equipment and only §25 000 was from the machine shop.

Recently, Hilda has decided to make a major change in the company opera-
tions. Tn particular, she has decided to get out of machine shop work. She intends
to concentrate all of the energies of the company on expanding the markets for
scaffolding and developing new products of this type. The change in policy has
been made official, and the customers of the company have been notified.
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The most recent balance sheet for the company, prepared at the request of
the company's bank, provides the following information:

Hssets

Cash s 1500
Accounts Recelvable 20540
Supplies 1821
Land and Bulding 302500
Machinery and Equipment 205 365
Automotive Equipment 65385
Toul Assets 9710
Liabites

Bank Loan $105 000
Aceounts Payable 11850
Mortgage Payable 285 000
Total Liabilities 401 850
Owner's Equiy

H. Lahe, Capial 195 261
Total Liabites and Equity 97101

The bank manager who receives the above balance sheet notices that no
adjustment. has been made to show the company’s decision to quit custom
‘machine shop work. Inquiries reveal that the company has $155 000 of special-
ized machine shop equipment included in the Machinery and Equipment figure
of §205 865 on the balance sheet. It is generally agreed that the market for
this type of equipment is quite poor. The company's equipment is outdated, and
most other machine shops have already acquired modern computer-controlled
equipment.

Questions

1. On the basis of the preceding statement, why would the bank manager be
concerned about the repayment of the bank loan?

2. What additional information would help the bank manager (o evaluate the
company's loan?

3. What needs to be done regarding the above balance sheet?

4. Assuming that a buyer is found for the machine shop equipment who pays
$35 000, what changes should be made on the balance sheet?

5. Prepare a simple balance sheet to show the changes.
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54| Chapter2

CASE 4

Co-operative
Learning

Should Your Friends Purchase This Business?

Your friends Joseph and Janice Dubois have recently inherited some money
and want to use it to purchase a business of their own. They have come to you
for advice regarding the possible purchase of a sand and gravel business. They
learned about the sale of the sand and gravel business through an advertise-
ment in the newspaper.

The business is being sold by K. Vako, who has owned it for 20 years and
wants a change beeause of failing health. The business has been profitable over
the years, earning an average of $50 000 per year over the last 10 years,

The balance sheet below has heen prepared by Mr. Vako personally.

VAKO SAND AND GRAVEL
BALANCE SHEET
DECEMBER 31, 20-
Assets Liiltes
Bank s 500 Bank Loan $ 30000
Accounts Recelvable 17400 Accounts Payable 2740
Supplies 1100 Mortgage Payable 150 000
Equipment 67600 Toul Liabilities 5201740
Gravel Deposits 200000
Land 240700 Owner's Equiy
Buidings 38000 K. Vako, Capital 362560
Toul Assets 3565300 Toual Liabities and Equity 3565 300

Mz Vako is asking $350 000 for the business. This seems to be a very good price.
It is less than his capital figure as shown on the balance sheet.

Work in a small group to help Joseph and Janice decide if they should
buy the sand and gravel business. Prepare a list of questions that need to be
answered and be ready to present your list to the class. To help you, a first ques-
tion is already given below.

What condition is the equipment in and is it really worth $67 600¢
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21> Financial Position

One of the most important uses of accounting data is to show the financial
position of a person, a business, or other organization. The financial position
of a business is the status of the business based on its assets, liabilities, and
owner's equity. In fact, the concept of financial position is basic to the whole
system of accounting,

The concept of financial position is simple and straightforward. If you
wanted to determine your own financial position, how would you go about it?

You would likely decide that the following three steps were necessary:

Step | List and total the things that you own that have dollar values, These are
called assets.
Step 2 List and total your debts. These are called liabilities.

Step 3 Caleulate the difference between total assets and total liabilities. This
difference is called equity. Other terms for equity you might hear are
capital, owner’s equity, or net worth.

Example
Let us follow the three steps given above to work out the financial position of
Chris Turner, a student, on September 15, 20-.

Step | List and total the things of value that Chris owns, These assets might be

as follow:
Cash $ 5500
Bank Balance 245.00
Canada Savings Bonds 3000.00
Mountain Bike 62000
Snowboard 75000
Computer and Electronics. 1900.00
Mobile Phone 500,00
Clothes 2700.00
Total Assets $977000

Step2 List and total Chris's debts, These liabilities might be as follows

Owed to brother Philp $22000
Owed to Dad 30000
Mobile Phone Bil 00,00

Total Libilties 2000
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i e oo e st and o e,

Total Assets $9770.00
Total Liabiltes 92000
Difference 3885000

This difference of §8850.00 is the amount that Chris is worth, It is known as his

equity, his caj
The anal work out

a person's financial position, These same three steps are needed to work out the
financial position of a business or other organization.

The Fundamental Accounting Equation
The previous section showed that the total assets minus the total liabilities
equals equity or capital, This relationship is always true and can be written in
the form of an equation.

This fundamental accounting equation may be stated in this way

A= L = OF (Assets — Liabiliies = Owner's Equity)

The equation above is useful for caleulating equity. It can be rearranged to
be represented in its most common form

A= L+ OF (Assets = Lisblles + Owner's Equit)

Now let us use the figures for Chris Turner to see the fundamental accounting
equation at work

A - L = o
977000 $92000 $8.850.00
or
A = L +  OF

977000 $92000 $8850.00

Section2.1 | 19

The variabe, OF, can be
replaced wich E for just
ey,




image3.tmp
Review Questions “Section 2.1

1. Explain how to caloulate a person’s financial position.
2. Define asset.

3. Define liability.

4. Define owner's equity.

5. What is another term that means the same thing as equity?
6. Give two forms of the fundamental accounting equation.
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Section 2.1 > Exercises

1. Classity each of the following as an asset or a liabilicy:

offce furure an amour ogned o R Jonas
and mortage psbe

banklomn automobe

house andlor bk deposc

anunpaid hesing bl

2 Karen Lipka has assets of $150 000 and liabilii
her equity?

of $65 000, What is

4. 0n Decernbor 31, 2

11, A Lower's accounting vqution was s followe:
Assete (8150 000) - Liabilites (570 000) = Equiey ($80 000)

I during 20-2 the assets Incroase by §70 000 and tho labilicios
decrouse by $20 000, caleulate the owner's equity at December 31,
202,

5. Claude Pineau, a actory worker in Hull, Quebec, asks you o help him find
ot howe i ho s worth, From o discussion with him you find oot the ol
v facts

+ His bank balance i 650,
+ He owns o home valued at $492 000, which has & martgage on it of
162 560,

He owns urniture and household equipment valued a 55 000,

He uwns o summer property valued at $225000, which he bought
entitely with maney borrowesl frm the hank.Since the e of purchise
e has paid back $50 000 of the oan,

He s unpaid bills amounting t $4200,

Ho awes hisfatherin-daw, M. Dupuis, the sum of £50 000, which he bor
rowed interest free several years ago a the time he hought his home.

List Claude Pineau's assots in one column, his
and calculate his equity.

eies in another,

6. Paul Silva' aceets and ishilitiesare Heted below in randors order,

Banik balanee, $856.25; Banik losn, $5000.00; House and Lo, $185 000,00,
Cach on hand. $85.85; Amount owilto Imperial O1, $135.60; Amount owed
o Weston Hydro, $85.60; Miscellancous equipment, $1850.0; Mortgage on
hoe and lot, $90 000.00: Houeehold orniture and furnishings, 450,00,
Amount oaned to Phi Slva, $2000.00.

A List the a
B List the liahilities in another column and total them.

€. Caleulate Paul Silva's equity.

s i one column and total thern.
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Section 3% Review Questions

Give two vensons why creditors have claims ogaine the assts o  business,

2. How can vou quickly find out who has a claim againet the assets of o
busineas?

3. Who has frs claim against the assets of  business?

4. Who benefts from gaina mande in closing down a busines?

5. Wh (primarily) sullos from losses ncurred in closing dovwn a business?

Section 23»  Exercises

1. Joseph Lits is the owner of Bayliner Boat Chariers, a business in Truro,
Nova Scotl, that has i salbonts or hire. Mr. Litz s been able to make.

& comfortable 1ing from renting out these boats during the sailing season,
BATLINGR BOAT CHARTERS

BAUANCE SHEET

ocTomtR 11, 20-
At tobives
Bk $ w0 baklon $ 1000
Accouns Reconble 1050 Accounts Pasle 1700
Suppes 1250 Moripge Papble
propary 15000 Toul b o7
Eaipment 4390 Ouwrs Equy
e 3850 ) L Copal 3 700
Toul Aues TUSHO  Toul Usbiles nd Equy 15 &

M, Lie o past reirement age and s finding the business more than
e can comfurtably handle, He hae attempied  ell i intact, but has been
wnenceesaful, He has dacided, therelor, o tell the assets or cach and py
G the claim of the creditors. I this way, ho can get his equity out o the
busineas.

Ni. Lits hires a liquidator to help him. Throvgh thi person's services,
the accounta receivable arocolected n ful, The supplies are sold for $500:
the equipment i sod for $2000;the boats are sold for $20 350; and the prop
enty i saldfoe $180 000, Tho Hquidator charge $1500

A, Prepare a decailed caleulation showing how much Mr. Lics will
veceive as a result of his claim agains the assets.

B, Why would the awner prefer to sell the business intact rather.
chan the assets?

2 Carla Mann is the owner of Carlas Interior Design in London, Ontario
Anew fxm ha come to tovm and Carla has accepted » ositon with them,
Carla e closing doven her osen busineas and i in the process of seling the
asiets.




