
Mastering the Balance Sheet 

The Balance Sheet is often the most challenging financial statement to forecast and 
prepare. Unlike the Income Statement, which resets annually, the Balance Sheet is a 
continuous scorecard that must always remain in balance: 

The Fundamental Accounting Equation 

Assets = Liabilities + Equity 

 

The Balance Sheet is complex because it tracks multiple general ledger accounts 
(Cash, Inventory, Fixed Assets, and various liability and equity accounts) all with 
changing balances throughout the year. Additionally, some transactions affect both the 
Balance Sheet and Income Statement, requiring careful coordination. A good example 
of this are Operating Expenses – reduces Cash on the Balance Sheet and increases 
Expenses on the Income Statement.  

For small business owners, tracking every transaction across dozens of accounts is 
exhausting. This guide presents a simplified two-phase approach that uses a cash-
basis focus throughout the year and adds complexity (accruals) only at year-end. One 
reason this approach works is simple: Most financial transactions are cash basis – Point 
of Sale transactions when customers buy products or payroll which is run every two 
weeks.  

The Two-Phase Methodology 

PHASE 1 
Monthly Cash-Basis 

PHASE 2 
Year-End Accruals 

When: Throughout the year (monthly) 

Focus: Track cash movements only 

Benefit: Simple, manageable, sets up Cash 
Flow Statement 

When: December 31st (year-end) 

Focus: Add receivables, payables, 
depreciation and close the books through 
Retained Earnings 

Benefit: Complete, accurate accrual-basis 
Balance Sheet 

 

 



Phase 1: Consolidate Monthly Cash Activity 

Instead of posting every individual transaction, think of your Cash Account as a hub. 
Group transactions into six main categories. At month-end, record only the totals for 
each category: 

Cash 
Movement 

Business Activity Offsetting Account Statement Impact 

Decrease (-) Operating Expenses Operating Expenses Income Statement 

Increase (+) Sales Revenue Revenue Income Statement 

Increase (+) Owner Contributions Owners Equity Balance Sheet 

Decrease (-) Debt Payments Liabilities (Loans) Balance Sheet 

Increase (+) New Financing/Loans Liabilities (Loans) Balance Sheet 

Decrease (-) Inventory Restocking Inventory (Asset) Balance Sheet 

 

NOTE: It is assumed that as a startup business, there are no owner distributions during 
the year. If the business does experience strong sales and has excessive cash that will 
not be re-invested back into the business, then additional decreases to Cash should be 
considered to payback owners for their original investments.  

💡 PRO TIP: 

By focusing on the Cash Account now, you are doing the heavy lifting for your Cash 
Flow Statement at the same time. You are essentially completing two financial 
statements for the price of one! 

 

Phase 2: The Year-End & Accrual Polish 

Most small businesses operate on cash day-to-day, but a complete Balance Sheet 
needs to show what you are owed and what you owe. On December 31st, you polish 
your books with three specific accrual entries: 

1. Accounts Receivable & Accounts Payable 

• Receivables: How much money have you earned/billed that has not hit your 
bank account yet? 

• Payables: Which bills are sitting on your desk that you have not paid yet? 



2. Depreciation & Amortization 

Your big purchases (trucks, equipment, software, patents) lose value over time. 
Calculate the yearly wear and tear and record it as: 

• Depreciation: Tangible assets (vehicles, equipment, machinery) 

• Amortization: Intangible assets (patents, software, trademarks) 

3. The Final Closing Entry 

This is the magic step that makes everything balance. You take your Net Income (Total 
Revenue - Total Expenses) from the Income Statement and move it into Retained 
Earnings in the Equity section of the Balance Sheet. 

This closing entry creates a perfect balance between all debit entries and all credit 
entries for the entire year across all five major account types: 

BALANCE SHEET INCOME STATEMENT 

• Assets 

• Liabilities 

• Equity 

• Revenues 

• Expenses 

 
For businesses that have Inventory, you will need to track the movement of your overall 
inventory month to month. Once again, we can keep this simple by focusing on the 
outstanding balance in the Inventory account: 

• Decrease the Inventory balance by Cost of Goods Sold for the month 

• Increase the Inventory balance by the total purchases for the month  
  



 

Sample Forecasted Balance Sheet 

Below is an example of what your completed Balance Sheet might look like after 
applying both phases of the methodology: 

ABC Small Business, LLC 

Balance Sheet 

As of December 31, 2026 

ASSETS 

Current Assets 

Cash and Cash Equivalents $125,000 

Accounts Receivable $45,000 

Inventory $80,000 

Total Current Assets $250,000 

Fixed Assets 

Equipment & Vehicles $150,000 

Less: Accumulated Depreciation ($30,000) 

Total Fixed Assets $120,000 

TOTAL ASSETS $370,000 

 

LIABILITIES & EQUITY 

Current Liabilities 

Accounts Payable $35,000 

Current Portion of Long-Term Debt $20,000 

Total Current Liabilities $55,000 

Long-Term Liabilities 

Long-Term Debt $80,000 

Total Liabilities $135,000 

Owners Equity 



Owner Contributions $100,000 

Retained Earnings $135,000 

Total Owners Equity $235,000 

TOTAL LIABILITIES & EQUITY $370,000 

 

✓ VERIFICATION: 

Total Assets ($370,000) = Total Liabilities ($135,000) + Total Equity ($235,000) 

The Balance Sheet is in balance! ✓ 

 
Download the Balance Sheet Cash Flow Template for a complete example of this works 
including how all three financial statements get compiled from the posting of 
transactions.   

Key Takeaways 

1. Simplify Monthly Tracking: Focus on the six main cash categories throughout 
the year. This makes day-to-day bookkeeping manageable and automatically 
prepares your Cash Flow Statement. 

2. Year-End Accruals are Essential: Do not skip the three accrual entries 
(receivables/payables, depreciation/amortization, and closing entry). They 
transform your cash-basis records into a complete accrual-basis Balance Sheet. 

3. The Closing Entry Creates Balance: Moving Net Income to Retained Earnings 
ensures all debits equal all credits across your entire accounting system, 
completing the fundamental accounting equation. 

4. Two Statements for One Effort: By focusing on cash movements in Phase 1, 
you are simultaneously building both your Balance Sheet and Cash Flow 
Statement, maximizing efficiency. 

Final Thought 

The Balance Sheet does not have to be intimidating. By breaking the process into 
these two manageable phases, you maintain accuracy without overwhelming 
complexity. Start with cash, finish with accruals, and you will have a professional, 
balanced financial statement that truly reflects your business financial position. 
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