
Accounting – What is it?
At its core Accounting allows you to tell the story of a business through  a set of 
numerical formats.
The hierarchy we will study will take us from:
• The most basic element is a single transaction (eg. sold something).  We account for 

each separate event.
• A set of transactions effects many accounts An account keeps track of one type of 

business (eg. cash, inventory). 
• A way to organize and summarize those accounts in journals & ledgers (eg. How 

much did I sell this month, how much cash on hand?)
• Financial Statements which summarize all the information from accounts, ledgers 

and journals in a standard, more usable format 

Baseball is a good comparison – made up of batters, innings and games.  How would 
you tell how the team is doing, a particular player, what happened in a particular 
game or at-bat?



Financial Statements
Financial Statements are the ultimate Accounting product.  

Those documents are best at telling the story of the business,

i) how it is doing and, 

ii) ii) what it owns and owes

Let’s get familiar with the 3 basic financial statements:

- Balance Sheet – also called a statement of financial position; shows what the 
business owns and owes at a point in time

- Income Statement – reflects how a business performed over a defined period

- Statement of Cash Flow – tells how the business earned and used its most 
important asset – CASH – over a defined period



Financial Statements
Who uses financial statements and what do they use them for?

Primary Users What they are used for

Owners and Operators Understand business performance; what 
they own and owe; what customers owe 

to the business

Banks and other creditors/suppliers Lending to businesses and to advance 
credit for purchases

Investors Valuing a business and Investment 
Decisions

Regulators – Securities and Exchange 
Commission (SEC) (for public 

companies only); IRS and other taxing 
and regulatory bodies

Ensure the business follows Generally 
Accepted Accounting Principles;  and  
completed the necessary regulatory 

filings; Paying Taxes (sort of)



Forms of Businesses

• Who knows someone who is a business owner?
• What do they do?
• Do they own the business by themselves or do they have a partner?

Many people can work for a business owned by one person; A sole 
proprietorship
They can also work for a company owned by a partnership.  Partnerships can 
have unlimited numbers of partners.
Or they can work for a corporation.  Corporations are owned by 
shareholders.

The last one is tricky – a corporation can be owned by one or many people.



So why have these different forms of 
Business?

• Short movie on Sole Proprietorship – Write down any new Vocabulary or 
Concepts

• https://www.youtube.com/watch?v=k-0OOnCMw24

• What Concepts did they talk about
• Unlimited liability?
• Assets and Liabilities?
• Taxation?

• Records must always be separate from personal accounts and expenses

https://www.youtube.com/watch?v=k-0OOnCMw24


Pros and Cons of Different Ownership Forms

Sole
Proprietorship

General 
Partnership

“C” 
Corporation

Advantages - Simple to form
- Profits/Losses pass to 
owner

- Simple to form
- Many Owners
- Profits/Losses pass to 
owner

- No personal
liability
- Many Owners, 
easily transferable

Dis-
advantages

- Owner personally 
liable for all business 
activity

- Each owner has 
unlimited liability for 
business1

- Double Taxation –
business profit and 
distribution to 
owners both taxed

1) You can form a partnership (a limited liability corporation or LLC) that limits personal liability



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 - called debits and credits.  

The accounting equation says those 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.



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.



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 Liabilities $1600

Owner’s Equity $1000

Total Assets $2600
Total Liabilities and 
Owner’s Equity $2600


