
Welcome to 
Accounting
• Unit Two

• Business Formation 
Accounting - day 1

• Fundamental Accounting 
Rules

• Account Types

• Transaction Accounting – day 
2



Accounting Logic
Accounting in the U.S. is rules based

• Generally Accepted Accounting Principles (GAAP)– these are the rules or 
standards that are applied to transactions and financial statements in the 
United States

• Accounting is very consistent – events (or transactions) should be treated 
the same

A company should always treat like transactions the same way

Its possible two different companies treat the same transactions 
differently

• There can be some interpretation required since its impossible to write 
rules for every set of circumstances

• At the basic level the rules are generally easy to follow



Let’s start our Business

The book uses a service business as its example since that is usually the 
easiest.  What is a service business anyway?

Let’s go through some basic conceptual ideas and rules that will follow 
us throughout the semester.

Rule #1) The most important equation to remember in Accounting!

Assets = Liabilities + Owner’s Equity  (The Accounting Equation)

This is ALWAYS true.



Basic Terminology
There are some basic terms that go with The Accounting Equation

Double-entry Accounting System – remember our 15th century Italian 
monk.  He invented this ingenious system where at least 2 accounts
(we’ll cover those next) have to impacted for each transaction (also 
next page).  Doing so ensures that the system always stays in balance. 

Transactions basically have two sides - something called debits and 
credits.  The accounting equation says those also need to balance for 
each transaction.  Let’s call this rule #1A.



Rule #2) The Accounting Cycle



Format for a transaction

Since the most basic element is the transaction, we will spend some time 
getting an understanding.

The format is pretty easy to display

Start with the  two rules from the Accounting Equation:
Rule #1  - Assets = Liabilities + Owners Equity

Rule #1A - Debits = Credits

Remember transactions always impact at least two accounts which balance 
out – the double entry system.



Transactions (continued)

Before we can begin accounting for events we need to know another rule

• Transactions have two sides – Debits & Credits

• Debits are generally considered the left side of the account (more 
about that later)

• Credits are generally considered the right side of the account

• Rule #1A - Debits and credits for each transaction MUST balance!!!!



Rule #3) What are the types of accounts?

Account Type Description

Assets Things the business owns or has rights to

Liabilities What the business owes; its obligations 
to third parties

Owner’s Equity What the business owes to its owners; 
Assets minus Liabilities

Revenues Amounts that the business earns (eg., 
sales it makes to customers)

Expenses The different costs of running the 
business



Types of Accounts (cont.)

Part of this rule is how the five types of accounts are classified – again this 
one is always true!

Account Type Classification

Assets Debits

Liabilities Credits

Equity Credits

Revenues Credits

Expenses Debits

Remember our Accounting
Equation 

Assets = Liabilities + Equity
or

Debits = Credits + Credits



Let’s start with something called an ASSET

Who can describe what they think an asset 
is?  For a person? For a business?

• Let’s take some common business examples and talk 
about what their assets might be.  Remember assets are 
simply things the business owns or has a right to use:

• Music Lesson Business

• Convenience Store

• Plumbing Business

• Remember business owners need to keep track of your 
personal assets separate from their business assets.



Transactions (Continued)

• Assets:

- Should have a debit balance.  To increase an assets value you need to 
have a debit.

- to decrease an asset you need to have a credit  

• Liabilities and Owner’s Equity:

- the opposite is true since they have a credit balance, you need a 
credit to make the liability or equity larger

- and a debit to make the account balance smaller



What are some common transactions?
Transactions are events that impact the business’s financial position or 
operations/results.  

Examples:

• The owner contributes money to start the business

• The business borrows money from a bank

• The business buys supplies.

• It sells something to a customer

• How about when the business hires an employee (this is a bit tricky)

Generally, when the company makes a commitment, uses an asset or 
takes an action with a third party we have a transaction.



Transactions (Continued)

Let’s go back to our examples. Can we explain the accounting for each one? 

Here are the basic steps we want to follow – we’ll get into the format in a 
minute.

1. What is happening?  2. What accounts are impacted?  3. How are those 
accounts classified?   4.  What are the amounts?

• The owner contributes money to start the business

• The business borrows money from a bank

• The business buys supplies.

• It sells something to a customer

• The business hires an employee



Starting the Business – Example #1
Let’s think about the owner’s contribution to start the business as happening on Day one 
(January 1).

• Is cash an asset?

• Has the  business used up any of that asset yet?

Don’t forget the equation Assets = Liabilities + Owner’s Equity

- Since cash is an asset, what else do we need?

- Before we answer let’s talk about the difference between a liability and owner’s equity

- The easiest way to think about it is that both are liabilities – things the business owes

o “Liabilities” are what the business owes to a 3rd party

o “Owner’s equity” is what the business owes to the owner (in this case the sole 
proprietor)

o Since Ms. Trevino contributed the money (or capital) to the business, the business must 
owe her as its owner



Example Transactions 
Ms. Trevino contributes $1000 to start her music lesson business

• Let’s answer the 4 questions

1. What’s happening? The owner is contributing $1000 of her 
money to start the business

2. What accounts are 
impacted?

The business now has an asset – cash
The business now owes the owner – owner’s 
equity

3. How are those accounts 
classified?

An increase in Cash is an asset or a debit
An increase in Owner’s equity is equity and 
therefore a credit

4. What are the amounts? $1000 increase in Cash
$1000 increase in Owner’s Equity



Transactions (continued)
Let’s lay that out another way so we know it balances
Using the Accounting Equation:

Assets = Liabilities + Equity
Owner’s

Cash = Equity

Beginning Balance $0 $0 $0

Cash received from owner
as an investment $1000 $1000

New Balance $1000 = $0 + $1000



Example #2

The business borrows $1500 from a bank

Lets answer the four questions.

1. What is happening?  

2. What accounts are involved?  

3. How are those accounts classified?   

4. What are the amounts?



Using the Accounting Equation
Example 2:

Using the Accounting Equation:

Assets = Liabilities + Equity

Owner’s

Cash = Loan Payable Equity

Beginning Balance $1000 $0 $1000

Cash received from 

bank as a loan $1500 $1500 $ -___

New Balance $2500 = $1500 + $1000



Example #3
Example 3: The business buys supplies for $500

Using the Accounting Equation:

Assets = Liabilities + Equity

Owner’s

Cash Supplies =  Loan Payable   Equity

Beginning Balance $2500 $1500 $1000

Cash paid for supplies ($  500) $500 $       0 $       0

New Balance $2000 $500 = $1500 + $1000

Interestingly, this transaction impacts two different asset accounts.  But it still 
balances, assets – liabilities + owner’s equity & total debits = total credits



Example #4
Example 4: The business sells $100 in music lessons (assume no lessons have been given yet.)

Using the Accounting Equation:

Assets =        Liabilities        + 
Equity

Loan Music Lesson    Owner’s

Cash Supplies =     Payable   Liability Equity

Beginning Balance $2000 $500 $1500 $ 0 $1000

Cash received for

music lessons $ 100 $     0 $       0 $100 $0

New Balance $2100 $500 =      $1500 $100 + $1000



Open for Business

Now that the business has Cash, supplies and has pre-sold some 
lessons it can begin operating. 

What  other things might the owner now need to do to get ready to 
serve its music business customers?

Who will be the people that Ms. Trevino’s business is buying from?

Does she have to pay them right away?



Completing the “Getting Ready” Transactions

• Let’s complete the accounting for the individual transactions we came 
up with.

- Paying in Cash 

- Paying ”on account”

Remember we haven’t really consumed or used any of what we bought 
yet. 

What would the business look like as it opens for business.



Business Balance Sheet as of January 1, 2017

Balance Sheet as of January 1, 2017

So far the business has
completed some transactions, 
but none which change the 
Owner’s Equity in the business.

Assets: Liabilities:

Cash $2100 Loan Payable $1500

Supplies 500 Music Lesson Liability 100

Total Assets $2600 Total Liabilities $1600

Owner’s Equity $1000

Total Liabilities and 
Owner’s Equity $2600



Let’s Summarize

• What Assets does the business own at the end of Day  One (January 
1)?

• What Liabilities does the business have?

• What does that leave for the owner?

• We have effected several accounts, let’s summarize those.



Some Day 2 Transactions

• How does this business make money?

• What could those transactions look like?

• Can these also be cash or on account?

• What are the advantages/disadvantages for the business owner of doing 
business on account?

• Do these transactions start to impact Owner’s Equity?



Getting Past Day 1

• Here are some terms we need to know to be able to navigate the next 
financial statement – the Income Statement?

• Are any of these terms familiar to you?

- Revenue (or Income)

- Cost of Goods Sold

- Expenses

- Operating Income

- Income Taxes

- Net Income (or Loss)



Income and Expense
For Profit businesses operate to make money.  Ms. Trevino is hoping to 
make a living giving guitar lessons.

There are different concepts for the Income Statement.

Revenue (ie., sales, fees) – have to be “earned” to be recognized as 
sales.

When Ms. Trevino was paid for music lessons to be given later had she 
earned that revenue?

Could Ms. Trevino ”earn” revenue even if she isn’t paid?

This revenue recognition principle is an important concept.



Revenue Transactions

• Let’s say it’s now day 2, January 2nd, and Ms. Trevino is asked to give 
a lesson that day for $50.

The questions you might ask are:

1. Was she paid for the lessons?

2. Did she give the lessons that day?

If the answer to #1 is yes, has Ms. Trevino “earned” any revenue?

If the answer to #2 is yes, has Ms. Trevino ”earned” any revenue?

If the answer to both #1 and #2 is yes, has Ms. Trevino ” earned  any 
revenue?



What do those transactions look like?
• We’ll use another, more common (shorthand) method for recording transactions - the 

General Journal Entry format.  

• We’ll put this into the accounting equation format next. 

• For the General Journal format just remember that debits (dr.) = credits (cr.) (ALWAYS)

Let’s chart out all three possibilities:

$50 received but lessons not yet given:

Dr. Cash $50

Cr. Music Lesson Liability $50

No revenue has been earned



Revenue Transactions (continued)

• She gave the lessons but wasn’t paid:

Dr.   ?????????? $50

Cr. Music Lesson Revenue $50

Remember it was okay for Ms. Trevino to buy supplies or other goods 
“on account”, so she can also sell services on account to her customers.  
Now she has an amount that is to be “received from a customer” or an 
Account Receivable.  This is a common account



Revenue Transaction Examples

Determine whether the transactions below meet the revenue 
recognition test.

1. Give a music lesson and receive cash in return?

2. Give a music lesson but no cash is received?

3. Sell a 5-lesson gift card for cash?

4. Sell a 5-lesson gift card for cash and give the first lesson?

5. Promise to give a music lesson in exchange for accounting services in 
the future?

6. Give a music lesson in exchange  for accounting services in the 
future?



Revenue Transactions (continued)

• She gave the lessons but wasn’t paid:

Dr.   Account Receivable $50

Cr. Music Lesson Revenue $50

She received cash and gave the lesson on January 2nd

Dr. Cash $50

Cr. Music Lesson Revenue $50



Income and Expense
Businesses almost always incur costs to earn sales and make money.  
Ms. Trevino has different needs to run her business.  Even her time is 
worth something.

Remember there are different concepts for the Income Statement.

Like revenue, expenses  – have to be “incurred” to be recognized as 
expenses.  It doesn’t matter if cash has been paid.

Whether Ms. Trevino had paid for work or not, she will owe someone 
for the work they did or the things they supplied.

This expense recognition principle is an important concept.



Expense Recognition
Categorize the following as either an asset or an expense, assuming I prepare my financial 
statements on a monthly basis.

1. Pay for car insurance for the month?

2. Pay for car insurance for the year?

3. Pay to repair the car?

4. Pay to put gas in the car?

5. Put gas in the car using a credit card?

6. Pay for advertising for the business?

7. Buy supplies for the year?

8. Buy supplies for the month?

9. Buy new strings for the guitar?

10. Use an on-line accounting program that I pay for monthly and can stop at any time?

11.  Buy tax software that to do the business tax forms 2017 - 2019?

12.  Lease a car which I pay for on a monthly basis?

13.  Pay for a new car which is estimated to last 5 years?



The Costs of Doing Business
• What were some of the costs that Ms. Trevino might incur to run her music lesson 

business?

Let’s use the example of having her guitar re-strung at the music store.

Again, what questions should we ask:

1. Did she pay for the service performed for her?

2. Did she use or consume the service performed for her?

• If #1 is yes, has she incurred an expense?

• If #2 is yes?

• If both #1 and #2 are yes?

When we incur expenses, if we use up the asset/cost or its future economic value can’t be 
determined.



Expense Recognition Principle

Some examples are the best way to illustrate what we need to know.

• Payment for insurance that lasts one year

• Buying advertising

• Payment for repairing a home computer

• Paying an employee who worked a forty hour week

You need to know not just if it has economic value, but how much.



Cost of doing business/expenses
• #1 – Cash paid but work not done yet

Dr. Prepaid guitar expense $25

Cr. Cash $25

#2 – Work done, but paid via a credit card or to be invoiced

Dr. Guitar Expense $25

Cr. ????? $25

#3 – Work done and cash paid

Dr. Guitar Expense $25

Cr. Cash $25

Similar to our revenue example we can have an expense without cash being paid.

If an amount to be received is an account receivable, what is an amount to be paid?



Ms. Trevino Music Company
Income Statement

For the two days ended January 2, 2017

Revenue from Guitar Lessons $ 50

Guitar Expenses 25

Net Income $ 25

In the two days of her business’ existence Ms. Trevino has earned $25.  



Account Balances

Assets = Liabilities + Owner’s Equity

Any Asset Any Liability

Debit Credit Debit Credit

Normal Balance Normal Balance

Any Owner’s Equity/Capital Account 

Debit Credit

Normal Balance



T - Accounts

• Here is an aid to help you when figuring out how to record a 
transaction.



Cash Transactions
T – Accounts are helpful if we are trying to keep track of what is 
happening in one account.

Let’s analyze just the cash transactions using our new T-account 
structure

1. The owner contributes money to start the business ($1000)

2. The business borrows money from a bank ($1500)

3. The business buys supplies for cash ($500)

4. The business hires an employee (?)

5. Ms. Trevino receives cash to give a lesson that day ($100)

6. Guitar re-strung at the music store ($25)



Cash Transactions

Assets = Liabilities +   Owner’s Equity

Cash  Any Liability

Debit Credit Debit Credit

Normal Balance Normal Balance

1. $1000

2. $1500 Any Owner’s Equity/Capital 

3. $500 Debit Credit

5. $ 100 Normal Balance

6. $25

$2075



Documentation

• What is meant by the word documentation?

• Why do you think documentation is important

- Provides support for transactions – tells you what happened   (accuracy)

- Support is needed for regulatory bodies (IRS)

- Ensures accurate bookkeeping – things are recorded when they happen 
(timely, contemporaneous – at the time it happened)

- Makes sure that what is recorded actually happened and is fully complete 
(completeness)

- Documentation is usually stored with the related Journal



Documentation (Continued)

• What should a document look like?

- Numbered 

- Clear record of what happened

- Amount of transaction

- Perhaps who approved the transaction

• It should be possible for someone who knows nothing about the 
transaction to be able to reproduce what the accountant did!

• What about electronic records?



Electronic Records

The same rules apply to electronic records.  All the bad things that can 
happen to a paper-copy document might happen to an electronic 
document.  Put on your black hat – what evil could befall a paper 
document?

Paper Electronic



Electronic Records

There are multiple ways to use electronic records to support transactions.

- Link a paper or electronic transaction record to an electronic source document

- Keep a separate electronic record, but provide a clear reference to where it is 
stored (application, folder, ref. #)

- Scan a paper document to make it electronic and do one of the above

- Paste in a copy of an electronic copy to the record, and store it elsewhere

- Worst case – print it out and store it with the paper transaction (ie. Journal)

What’s wrong with the last way of working?



Types of Records

• Sales invoice

• Purchase Order

• Purchase receipt

• Check/Wire or electronic transfer for payment

• Contracts

• Memos



How do things get paid?

Large organizations tend to use electronic means of payment for large 
amounts but still use a lot of checks.  They avoid using cash.

Electronic payments have many safeguards but have a higher cost to 
process for the company.  Is it worth a $25 charge for a wire transfer or 
electronic payment if the amount is $1 million?  How about for 
$10,000.

Checks still can be controlled, but cost far less to process and send. 



How do things get paid?

A small sole proprietor may use a lot of cash, checks and other 
electronic means of payment.  Why might they be using cash?

What are some other current means of electronic payment:
- Credit cards
- Personal pay transfers – VenMo, PayPal, Quickpay, etc.
- Traditional bank to bank
- Applepay, 



Organizing Transactions in a Journal
Today there are automated ways to enter information for an individual 
transaction.  We will learn the basic format so the methodology is clear.

• A journal is a way to organize your accounting transactions.  Think of 
it as a diary. 

• It provides a way to keep a chronological record of what the business 
is doing. This is true for even the largest businesses.

• It is also a means to see in your official business records what 
transactions ultimately made there way into the financial statements.

• Easily cross-referenced into other official records



Journalizing

There are many formats - but what should a general journal do?

• Support the work being done

- Provides a chronological record

- Provides a systematic order to the work to improve accuracy

- Allows cross-referencing to other accounting records

- Coupled with the documentation proves the existence of transaction

- Can be audited or verified



Journalizing (Continued)

• Accounts are time sensitive – so should be recorded in order.  Need to 
be in the correct period

• Allows double entry bookkeeping on one simple page, for any 
transaction

• Incorporates all important information about the transaction:

- Date

- Debit and Credit amounts (must balance)

- References the source document

- Includes all account information



Journalizing Revenues and Expenses

• In our Accounting Equation where do Revenue and Expenses go?

Revenues and Expenses eventually impact Owner’s Equity – remember our 
income statement for Ms. Trevino.

The general journal now allows us to capture those transactions separately 
from Owner’s Equity. Here’s what we need to remember:

What is the Normal Balance for Owner’s Equity?

So if Revenues increase Owner’s Equity it must be a _______?

Expenses, which decrease Owner’s Equity must then be a _______?



Owner’s Equity

• Can the business have transactions with the Owner?

Two kinds:

- Cash transactions adding or withdrawing cash from the business

- Other transactions where the owner acts on behalf of the business; 
takes out a loan or pays a bill.  Perhaps the business pays the owner a 
salary.

Those still need to be recorded on the business’ books.



Journalizing

• Journalize the following transactions

Follow the instructions for the problem set in the “Working Together” 
on pages 71, 75 and 81.

Complete on a blank journal page.



Proving the Journal

Let’s say our accounting period is a month.

For the month of September we keep one journal which we will 
complete at the end of the month.  

Completion is nothing more than drawing a line and putting in the 
totals for the various columns of debits and credits

That activity is summarized and becomes the accounting record for the 
month.  As always Debits = Credits (and Assets = Liabilities + Owner’s 
Equity)


