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Introduction to Accounting Basics

This explanation of accounting basics will introcuce you to some basic accounting principles,
accounting concepts, and accounting terminology. Once you become familiar with some of
these terms and concepts, you will fecl comforiable navigating through the explanations, drills,
puzzles, and other features o' AccountingCozch.com.

Some of the basic accounting terms that you will learn include revenues, expenses, assets,
liabilities, income statement, balance sheet, and statement of cash flows. You will become
familiar with accounting debits and credits as we show you how to record transactions. You will
also see why two basic accounting principles, the revenue recognition principle and the
matching principle, assure that a company's income statement reports a company's
profitability.

In this explanation of accountina hasics, and throughout the entire website,
AccountingCoach.com will ofteri il some accounting details and complexities in order to
present clear and concise expianatiors. This means that you should always seek professional
advice for your specific circuinstances

A Story for RelatinOWOU0UAhg Basics

We will present the basics of accounting (hirouah a story of a person starting a new business.
The person is Joe Perez—a savvy man who cces the need for a parcel delivery service in his
community. Joe has researched his idca and has prepared a business plan that documents

the viability of his new busine

Joe has also met with an attorney to discuss the form of business he should use. Given his
specific situation, they concluded that a corporation will be best. Joe decides that the name for
his corporation will be Direct Deliver: - The attorney also advises Joe on the various
permits and government identificalion numbers that will be needed for the new corporation.

Joe is a hard worker and a smart ! but admits he is not comfortable with matters of
accounting. He assumes he will use soitie aecounting software, but wants to meet with a
professional accountant before making his seicction. He asks his banker to recommend a
professional accountant who is also skil'ac in explaining accounting to someone without an
accounting background. Joe wants to unaerciand the financial statements and wants to keep
on top of his new business. is banker recomimends Marilyn, an accountant who has helped
many of the bank's small business clistomers.

Read the topic Accounting Cea 0 learn more about the roles of accountants and CPAs.
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At his first meeting with Marilyn, Joe asks her for an overview of accounting, financial
statements, and the need for accounting software. Based on Joe's business plan, Marilyn sees
that there will likely be thousands of transactions each year. She states that accounting
software will allow for the electronic recording. storing, and retrieval of those many
transactions. Accounting sofiware will permit Joe to generate the financial statements and
other reports that he will neec for running his business.

Joe seems puzzled by the term ransaction, co Marilyn gives him five examples of transactions
that Direct Delivery, Inc. will need to record:

1. Joe will no doubt start his business by putting some of his own personal money into it.
In effect, he is buying shares of Direct Delivery's common stock.

Direct Delivery will need! dependable delivery vehicle.
The business will begin earning fees and billing clients for delivering their parcels.

The business will be coll the fees that were earned.

AR Sl S

The business will incur expenses in operating the business, such as a salary for Joe,
expenses associated with the delivery vehicle, advertising, etc.

With thousands of such transaciions in a given year, Joe is smart to start using accounting
software right from the beginning. Accounting software will generate sales invoices and
accounting entries simultane ' ements for customers with no additional work,
write checks, automatically update accounting records, etc.

By getting into the habit of entering all of tiic day's business transactions into his computer,
Joe will be rewarded with fast and easy ¢ss to the specific information he will need to make
sound business decisions. Marilyn (ells Joe that accounting's "transaction approach” is useful,
reliable, and informative. She fias warked with other small business owners who think it is
enough to simply "know" theii Coimipaiity imade $30,000 during the year (based only on the fact
that it owns $30,000 more than it did on January 1). Those are the people who start off on the
wrong foot and end up in Marilyn's office !coliiig for financial advice.

If Joe enters all of Direct Delivery's transactions into his computer, good accounting software
will allow Joe to print out his linancial staiements with a click of a button. Next, Marilyn will
explain the content and purpose oi (¢ thiree main financial statements:

1. Income Statement
2. Balance Sheet
3. Statement of Cash Flows
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Income Statement

Marilyn points out that an income staiement will show how profitable Direct Delivery has been
during the time interval show in the siatemeni's heading. This period of time might be a week,
a month, three months, five weeks, or a year--Joe can choose whatever time period he deems
most useful.

The reporting of profitability involves two things: the amount that was earned (revenues) and

the expenses necessary to earn the revenues. As you will see next, the term revenues is not

the same as receipts, and the term expenses involves more than just writing a check to pay a
bill.

A. Revenues

The main revenues for Direct Delivery are the fees it earns for delivering parcels. Under the
accrual basis of accounting (25 opposcd to the less-preferred cash method of accounting),
revenues are recorded wher they are ©arned, not when the company receives the money.
Recording revenues when they are ecrned is the result of one of the basic accounting
principles known as the revernue recognition principle.

For example, if Joe delivers 1,000 parcels in December for $4 per delivery, he has technically
earned fees totaling $4,000 for that th. He sends invoices to his clients for these fees and
his terms require that his clienis must pay by January 10. Even though his clients won't be
paying Direct Delivery until January 10, the accrual basis of accounting requires that the
$4,000 be recorded as December revenues, since that is when the delivery work actually took
place. After expenses are matched with thicsc revenues, the income statement for December
will show just how profitable the corpany was in delivering parcels in December.

When Joe receives the $4,000 woitii o1 payinient checks from his customers on January 10, he
will make an accounting entry to show the money was received. This $4,000 of receipts will not
be considered to be January revenues, since e revenues were already reported as revenues
in December when they were earnc s $4,000 of receipts will be recorded in January as a
reduction in Accounts Receivablc. (In December Joe had made an entry to Accounts
Receivable and to Sales.)

B. Expenses

Now Marilyn turns to the second part o7 ihe 1ncome statement—expenses. The December
income statement should show experises incurred during December regardless of when the
company actually paid for the expenses. For example, if Joe hires someone to help him with
December deliveries and Joe agrees o pay him $500 on January 3, that $500 expense needs
to be shown on the Decembe: ne stateinent. The actual date that the $500 is paid out
doesn't matter—what matters is when the work was done—when the expense was incurred—
and in this case, the work was done in December. The $500 expense is counted as a
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December expense even though the money will not be paid out until January 3. The recording
of expenses with the related revenues is associated with another basic accounting principle
known as the matching principle.

Marilyn explains to Joe that =howing the $50C of wages expense on the December income
statement will result in a maiching of the cost o' the labor used to deliver the December

parcels with the revenues from deliverina the December parcels. This matching principle is
very important in measuring just how profitable a company was during a given time period.

Marilyn is delighted to see that Joe already has an intuitive grasp of this basic accounting
principle. In order to earn revenues in December, the company had to incur some business
expenses in December, even if the expenses won't be paid until January. Other expenses to
be matched with December's revenues would be such things as gas for the delivery van and
advertising spots on the radi

Joe asks Marilyn to provide another example of a cost that wouldn't be paid in December, but
would have to be shown/matchicd as 2n expense on December's income statement. Marilyn
uses the Interest Expense o1 borrowed money as an example. She asks Joe to assume that
on December 1 Direct Delivery borrows $20,000 from Joe's aunt and the company agrees to
pay his aunt 6% per year in interest, or $1,200 per year. This interest is to be paid in a lump
sum each on December 1 of

Now even though the interest is being paid out to his aunt only once per year as a lump sum,

Joe can see that in reality, a liillc bit of (hal interest expense is incurred each and every day
he's in business. If Joe is prepaling monthly income statements, Joe should report one month
of Interest Expense on each month's inicome statement. The amount that Direct Delivery will

incur as Interest Expense will be $100 per month all year long ($20,000 x 6% =+ 12). In other
words, Joe needs to match $100 of interesi expense with each month's revenues. The interest
expense is considered a cost thal Is necessary to earn the revenues shown on the income
statements.

Marilyn explains to Joe that the income statement is a bit more complicated than what she just
explained, but for now she just wants /o (C iearn some basic accounting concepts and some
of the accounting terminology. Marilyii does make sure, however, that Joe understands one
simple yet important point: an «#icome staiement, does not report the cash coming in—rather,
its purpose is to (1) report the revenues carned by the company's efforts during the period, and
(2) report the expenses incurred by e comnany during the same period. The purpose of the
income statement is to show a company's crofiiability during a specific period of time. The
difference (or "net") between the revenues and expenses for Direct Delivery is often referred to
as the bottom line and it is laticled as Net Income or Net Loss.
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Balance Sheet - Assets

Marilyn moves on to explain the balarnce shee!. a financial statement that reports the amount
of a company's (A) assets, (&) liabilitics, and () stockholders' (or owner's) equity at a specific
point in time. Because the balance sheet reflecis a specific point in time rather than a period of
time, Marilyn likes to refer to the balarnce sheel as a "snapshot” of a company's financial
position at a given moment. le 1T 2 balance sheet is dated December 31, the
amounts shown on the balance sheet are the balances in the accounts after all transactions
pertaining to December 31 have been recorded.

(A) Assets

Assets are things that a con ' are sometimes referred to as the resources of the
company. Joe readily understands this—off the top of his head he names things such as the
company's vehicle, its cash in the bank, all of the supplies he has on hand, and the dolly he
uses to help move the heavier parc Marilyn nods and shows Joe how these are reported in
accounts called Vehicles, Cach, Supplies, and Equipment. She mentions one asset Joe hadn't
considered—Accounts Receivable. If Joe delivers parcels, but isn't paid immediately for the
delivery, the amount owed to Direct Delivery is an asset known as Accounts Receivable.

Prepaids

Marilyn brings up another less obvious asset—the unexpired portion of prepaid expenses.
Suppose Direct Delivery pays 1,200 ber 1 for a six-month insurance premium on its
delivery vehicle. That divides out to be $200 per month ($1,200 + 6 months). Between
December 1 and December 31, $200 worth of insurance premium is "used up" or "expires".
The expired amount will be reported as Irisurance Expense on December's income statement.
Joe asks Marilyn where the remaining $1 000 of unexpired insurance premium would be
reported. On the December 31 ba'ance sheet, Marilyn tells him, in an asset account called
Prepaid Insurance.

Other examples of things that might be paid for before they are used include supplies and
annual dues to a trade association. The n I that expires in the current accounting period is
listed as an expense on the income cialeiment; the part that has not yet expired is listed as an
asset on the balance sheet.

Marilyn assures Joe that he will scon see a significant link between the income statement and
balance sheet, but for now she continues with her explanation of assets.

Cost Principle and Conservatism

Joe learns that each of his company's assets was recorded at its original cost, and even if the
fair market value of an item increases. an accountant will not increase the recorded amount of
that asset on the balance sheet. This s the recult of another basic accounting principle known
as the cost principle.

Although accountants generally do not increase the value of an asset, they might decrease its
value as a result of a concept known as conservatism. For example, after a few months in
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business, Joe may decide that he can help out some customers—as well as earn additional
revenues—by carrying an inventory of packing boxes to sell. Let's say that Direct Delivery
purchased 100 boxes whole:ale for $1.00 eac!i. Since the time when Joe bought them,
however, the wholesale price of boxes has becn cut by 40% and at today's price he could
purchase them for $0.60 eac'1. Becalise the replacement cost of his inventory ($60) is less
than the original recorded cost ($100). the priniciple of conservatism directs the accountant to
report the lower amount ($60) as the @sset's value on the balance sheet.

In short, the cost principle generally prevents assets from being reported at more than cost,
while conservatism might require assets to be reported at less then their cost.

Depreciation

Joe also needs to know that the reported amoiints on his balance sheet for assets such as
equipment, vehicles, and building y reduced by depreciation. Depreciation is
required by the basic accounting principle known as the matching principle. Depreciation is
used for assets whose life is not indefinite—equipment wears out, vehicles become too old and
costly to maintain, buildings @g¢, anc come assets (like computers) become obsolete.
Depreciation is the allocation of the cos: of the asset to Depreciation Expense on the income
statement over its useful life

As an example, assume tha: an has a useful life of five years and was
purchased at a cost of $20,000. The accountant might match $4,000 ($20,000 = 5 years) of
Depreciation Expense with each year's revenues for five years. Each year the carrying amount
of the van will be reduced by ©4,000. (The carrying amount—or "book value"—is reported on
the balance sheet and it is the coci of the van minus the total depreciation since the van was
acquired.) This means that after one ycar the balance sheet will report the carrying amount of
the delivery van as $16,000, after two years carrying amount will be $12,000, etc. After five
years—the end of the van's expected vsciul life—its carrying amount is zero.

Joe wants to be certain that lersiands what Marilyn is telling him regarding the assets on
the balance sheet, so he asks Marilyn if the balance sheet is, in effect, showing what the
company's assets are worth. He is surprised to hear Marilyn say that the assets are not
reported on the balance sheet at their woriiy (rair market value). Long-term assets (such as
buildings, equipment, and furnishings; are reported at their cost minus the amounts already
sent to the income statemen! &s Depreciation Expense. The result is that a building's market
value may actually have increaced since it was acquired, but the amount on the balance sheet
has been consistently reduced as the cuntant moved some of its cost to Depreciation
Expense on the income statement in order (0 2chieve the matching principle.

Another asset, Office Equipment, may have & fair market value that is much smaller than the
carrying amount reported on tfie balarce shect. (Accountants view depreciation as an
allocation process—allocating the cos! to expernse in order to match the costs with the
revenues generated by the asset. Accountants do not consider depreciation to be a valuation
process.) The asset Land is not depreciated. so it will appear at its original cost even if the land
is now worth one hundred times wiore than 115 cost.
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Short-term (current) asset amounts are likely to be close to their market values, since they
tend to "turn over" in relatively short periods of time.

Marilyn cautions Joe that the balance sheet reports only the assets acquired and only at the
cost reported in the transaction. This means that a company's reputation—as excellent as it
might be—will not be listed &= an as&et. It also means that Jeff Bezos will not appear as an
asset on Amazon.com’s balarce shect: Nike's logo will not appear as an asset on its balance
sheet; etc. Joe is surprised to hear thig, since in his opinion these items are perhaps the most
valuable things those companies have. Marilyn tells Joe that he has just learned an important
lesson that he should remember when reading a balance sheet.

Balance Sheet — Liabilities and Stockholders’ Equity

(B) Liabilities

The balance sheet reports Direct Delivery's liabilities as of the date noted in the heading of the
balance sheet. Liabilities are obligations of the company; they are amounts owed to others as
of the balance sheet date. Marilvn qives Joe some examples of liabilities: the loan he received
from his aunt (Notes Payablc or Loan Fayable), the interest on the loan he owes to his aunt
(Interest Payable), the amount he owes to the supply store for items purchased on credit
(Accounts Payable), the wages he owes an employee but hasn't yet paid to him (Wages
Payable).

Another liability is money received in aavarce of actually earning the money. For example,
suppose that Direct Delivery enters into 2n 2greement with one of its customers stipulating that
the customer prepays $600 in return for tne delivery of 30 parcels every month for 6 months.
Assume Direct Delivery receivec tnat $600 payment on December 1 for deliveries to be made
between December 1 and May >ry has a cash receipt of $600 on December 1,
but it does not have revenues of $600 at this point. It will have revenues only when it earns
them by delivering the parcels. On December 1, Direct Delivery will show that its asset Cash
increased by $600, but it will also ha show that it has a liability of $600. (It has the liability
to deliver $600 of parcels within & riionths, or return the money.)

The liability account involved in e 8600 received on December 1 is Unearned Revenue. Each
month, as the 30 parcels are delivered, Lirect Delivery will be earning $100, and as a resullt,
each month $100 moves from the account Uiricarned Revenue to Service Revenues. Each
month Direct Delivery's liability decreases by $100 as it fulfills the agreement by delivering
parcels and each month its revenues o1 e income statement increase by $100.

(C) Stockholders' Equity
If the company is a corporation, tne third section of a corporation's balance sheet is
Stockholders' Equity. (If the company is a sole proprietorship, it is referred to as Owner's
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Equity.) The amount of Stockholders' Equity is exactly the difference between the asset
amounts and the liability amounts. As a result accountants often refer to Stockholders' Equity
as the difference (or residual) of assets minus liabilities. Stockholders' Equity is also the "book
value" of the corporation.

Since the corporation's asse'= are shown at cost or lower (and not at their market values) it is
important that you do not ascociate 1112 reporicd amount of Stockholders' Equity with the
market value of the corporation. (Hence, it is a poor choice of words to refer to Stockholders'
Equity as the corporation's "net worth".) To find the market value of a corporation, you should
obtain the services of a professional familiar with valuing businesses.

Within the Stockholders' Equity section you may see accounts such as Common Stock, Paid-in
Capital in Excess of Par Value-Common Stock. Preferred Stock, Retained Earnings, and
Current Year's Net Income.

The account Common Stock wi!l be increased when the corporation issues shares of stock in
exchange for cash (or some othier ascet). Another account Retained Earnings will increase
when the corporation earns = profit. There will be a decrease when the corporation has a net
loss. This means that revenues will automatically cause an increase in Stockholders' Equity
and expenses will automatically cause a decrease in Stockholders' Equity. This illustrates a
link between a company's b come statement.

Statement of Cash Flows g

The third financial statement that Joc ineeds to understand is the Statement of Cash Flows.
This statement shows how Direct Deliveny's cash amount has changed during the time interval
shown in the heading of the statement. Joe wiii be able to see at a glance the cash generated
and used by his company's operating activities, its investing activities, and its financing
activities. Much of the information on this finaricial statement will come from Direct Delivery's
balance sheets and income statemenis.

The three financial reports thiat Marilyn iniroduced to Joe—the income statement, the balance

sheet, and the statement of cash ficy apresent one segment of the valuable output that
good accounting software can generate icr biusiness owners.
Marilyn now explains to Joe the basics iting started with recording his transactions.
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Double Entry System

The field of accounting—both the olcer manual systems and today's basic accounting
software—is based on the 500-year-old accounting procedure known as double entry. Double
entry is a simple yet powerful concep!: each end every one of a company's transactions will
result in an amount recordec into at /cast two of the accounts in the accounting system.

The Chart of Accounts

To begin the process of setting up Joe's accounting system, he will need to make a detailed
listing of all the names of the accounts that Direct Delivery, Inc. might find useful for reporting
transactions. This detailed listing is referred to as a chart of accounts. (Accounting software
often provides sample charts of ts f rious types of businesses.)

As he enters his transactions, Joe will find that the chart of accounts will help him select the
two (or more) accounts that are involved. Once Joe's business begins, he may find that he
needs to add more account names to (he chart of accounts, or delete account names that are
never used. Joe can tailor hic chart of 2ccounts so that it best sorts and reports the
transactions of his business.

Because of the double entry sysieiii aii 0i irect Delivery's transactions will involve a
combination of two or more accounts from the balance sheet and/or the income statement.
Marilyn lists out some samp! ts that Joe will probably need to include on his chart of
accounts:

Balance Sheet accounts

e Asset accounts (Examn'ec: Cash, Accounts Receivable, Supplies, Equipment)
» Liability accounts (Exam yable, Accounts Payable, Wages Payable)
» Stockholders' Equity accounts (Examples: Common Stock, Retained Earnings)

Income Statement accounts

» Revenue accounts (Examples: Service Revenues, Investment Revenues)
o Expense accounts (Exarrip W:ges Expense, Rent Expense, Depreciation Expense)

To help Joe really understand how this works, Marilyn illustrates the double entry with some
sample transactions that Joe wiii likely encournter.
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Sample Transactions #1

Sample Transaction #1

On December 1, 2009 Joe siarts his business Direct Delivery, Inc. The first transaction that
Joe will record for his compary is his personal investment of $20,000 in exchange for 5,000
shares of Direct Delivery's ¢ ;t Delivery's accounting system will show an
increase in its account Cash from zero to $20,000, and an increase in its stockholders' equity
account Common Stock by $20,000. Both of thiese accounts are balance sheet accounts.
There are no revenues because no delivery fecs were earned by the company, and there were
Nno expenses.

After Joe enters this transac y's balance sheet will look like this:
virect Delivery, Inc.

alance Sheet
Dccember 1, 2009

Assets lities & Stockholders' Equity
Cash $ 20,000 Liabilities
<holders' Equity
. B Common Stock $ 20,000
Total Assets $20,00u Total Liabilities & Stockholders' Equity $ 20,000

Marilyn asks Joe if he can scc thial tic salance sheet is just that—in balance. Joe looks at the
total of $20,000 on the asset side, and looks at the $20,000 on the right side, and says yes, of
course, he can see that it is indeed in bala

Marilyn shows Joe something callcd the basic accounting equation, which, she explains, is
really the same concept as thie balance sheet, it's just presented in an equation format:

Assets = Liabilites + Sicckholders' (or Owner's) Equity
$20,000 = $0 $20,000

The accounting equation (arnd the balance shect) should always be in balance.
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Debits and Credits

Did the first sample transaction follow the double entry system and affect two or more accounts?
Joe looks at the balance shect again and answers yes, both Cash and Common Stock were
affected by the transaction.

Marilyn introduces the next basic accounting concept: the double entry system requires that
the same dollar amount of the transaction must be entered on both the left side of one account,
and on the right side of another account. Instead of the word left, accountants use the word
debit, and instead of the word right, accountants use the word credit. (The terms debit and
credit are derived from Latin terms used 500 years ago.)

Here’s a Tip

Debit means left.
Credit means right.

Joe asks Marilyn how he will know which accou nts he should debit—meaning he should enter
the numbers on the left side o1 one accouni—and which accounts he should credit—meaning
he should enter the numbers on the right side of another account. Marilyn points back to the
basic accounting equation and iells Joe that it e memorizes this simple equation, it will be
easier to understand the debils and credits.

Here’s a Tip

Memorizing the simple a g will help you learn the debit
and credit rules for entering amounts into the accounting records.

Let's take a look at the accounting equalion again:

Assets = Liabiiiic Stockholders' (or Owner's) Equity

Just as assets are on the left Sicle (or delit sicde) of the accounting equation, the asset
accounts in the general ledger have their balainces on the left side. To increase an asset
account's balance, you put more on ihe left sice of the asset account. In accounting jargon,
you debit the asset account. o decrcase an 2sset account balance you credit the account,
that is, you enter the amount on the right sid
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Just as liabilities and stockholders' equity are on the right side (or credit side) of the accounting
equation, the liability and equity accounts in the general ledger have their balances on the right
side. To increase the balance in a liability or stockholders' equity account, you put more on the
right side of the account. In @ccounting jargon. yvou credit the liability or the equity account. To
decrease a liability or equity. you debii the account, that is, you enter the amount on the left
side of the account.

As with all rules, there are exceplions, bu lyn's reference to the accounting equation may
help you to learn whether an account should be debited or credited.

Since many transactions involve cash, Marilyn suggests that Joe memorize how the Cash
account is affected when a transaction involves cash: if Direct Delivery receives cash, the
Cash account is debited; when Direct Delivery pays cash, the Cash account is credited.

Here’s a Tip

When a company receives cash, the Cash account is debited.
When the company pays cash, the Cash account is credited.

Marilyn refers to the example i December 1. Cince Direct Delivery received $20,000 in cash
from Joe in exchange for 5,000 chares of common stock, one of the accounts for this
transaction is Cash. Since cash was received, the Cash account will be debited.

In keeping with double entry, two (or ¢) accounts need to be involved. Because the first
account (Cash) was debited. the sccond account needs to be credited. All Joe needs to do is
find the right account to crec second account is Common Stock. Common
stock is part of stockholders' equity, which is on the right side of the accounting equation. As a
result, it should have a credit balance, and ta iiicrease its balance the account needs to be
credited.

Accountants indicate accounis and amounts using the following format:

Account Name Debit Credit

- ]
Cash 20,000

Cormmon S1ock 20,000

Accountants usually first show the account and amount to be debited. On the next line, the
account to be credited is indei nd the @mount appears further to the right than the debit
amount shown in the line above. This entry format is referred to as a general journal entry.
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(With the decrease in the price of computers and accounting software, it is rare to find a small
business still using a manual system and making entries by hand. Accounting software has
made the process of recording transactions so much easier that the general journal is rarely
needed. In fact, entries are ¢'ien genecrated aliiomatically when a check or sales invoice is
prepared.)

Sample Transactions #2 - #3

Sample Transaction #2

Marilyn illustrates for Joe a second transaction. On December 2, Direct Delivery purchases a
used delivery van for $14,000 by writing a check for $14,000. The two accounts involved are
Cash and Vehicles (or Delivery cquipment). When the check is written, the accounting
software will automatically make the eniry into these two accounts.

Marilyn explains to Joe what is happering within the software. Since the company pays
$14,000, the Cash account i tants consider the checking account to be
Cash, and the TIP you learned is that when cash is paid, you credit Cash.) So we know that
the Cash account will be credited for $14,000 and we know the other account will have to be
debited for $14,000. We nee \ \ yest account to debit. In this case we choose
Vehicles (or Delivery Equipmeiil) and the entry is:

Account Name Debit Credit

. _a e ]
Vehicles 14,000

Cash 14,000

The balance sheet will look like thi (cr the vehicle transaction is recorded:

Direc! Delivery, Inc.
Zalance Sheet
Decemiber 2, 2009

Assets Liabilities & Stockholders' Equity
Cash $ 6,000 Liabllities
Vehicles 14,000  Stockholders' Equity
y Common Stock $ 20,000
Total Assets $ 20,000 iotal Liabilities & Stockholders' Equity $ 20,000
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The balance sheet and the accounting equation remain in balance:

Assets - Liabilites + Stockholders' (or Owner's) Equity
$20,000 $C + 20,000

As you can see in the balance sheet, the asse! Cash decreased by $14,000 and another asset
Vehicles increased by $14,000. Liabililies anc stockholders' equity were not involved and did
not change.

Sample Transaction #3

The third sample transactiori also Gccuis oii uecember 2 when Joe contacts an insurance
agent regarding insurance coverage for the vehicle Direct Delivery just purchased. The agent
informs him that $1,200 will pre ‘nsurance protection for the next six months. Joe
immediately writes a check for $1,200 and mails it in.

Let's consider this transacticr. Using couble entry, we know there must be a minimum of two
accounts involved—one (or 1ore) of tha accounts must be debited, and one (or more) must be
credited.

Since a check is written, we know that ane of the accounts involved is Cash. Since cash was
paid, the Cash account will be crediied. (1 are another look at the last TIP.) While we have not
yet identified the second accouni, what we do know for certain is that the second account will
have to be debited.

At this point we have most of the entry—ail we are missing is the name of the account to be
debited:

Account Name Debit Credit
___________________________________________________________ |
277 1,200
Cash 1,200
We know the transaction involves inisurance, and a quick look through the chart of accounts

reveals two possibilities:

Prepaid Insurance (an 2sset ace ‘aported on the balance sheet) and Insurance
Expense (an expense account reportec on the income statement)

Assets include costs that are not yet expired (1ot yet used up), while expenses are costs that
have expired (have been used up). Since the 1,200 payment is for an expense that will not
expire in its entirety within the nt month. it would be logical to debit the account Prepaid
Insurance. (At the end of each month, when $200 has expired, $200 will be moved from
Prepaid Insurance to Insurance Expense.)
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The entry in the general journal format is:

Accouiit Name Debit Credit

I I N
Prepaic nsurancs 1,200

ash 1,200

After the first three transactions have been recorded, the balance sheet will look like this:

Direct Delivery, Inc.
Ralance Sheet

Decembet 2, 2009
Assets Liabilities & Stockholders' Equity
Cash $ 4,8C Liabilities
Prepaid Insurance 1,20 Stockholders' Equity
Vehicles 14,00 Common Stock $ 20,000
Total Assets $ 20,000 Total Liabilities & Stockholders' Equity $ 20,000

Again, the balance sheet and the accouniing equation are in balance and all of the changes
occurred on the asset/left/debit side of the acccunting equation. Liabilities and Stockholders'
Equity were not affected by the insurance transaction.

Sample Transactions tge®8

Sample Transaction #4

The fourth transaction occurs on December &, when a customer gives Direct Delivery a check
for $10 to deliver two parcels on that day. Because of double entry, we know there must be a
minimum of two accounts involved—one ¢l the accounts must be debited, and one of the
accounts must be credited.

Because Direct Delivery reccived $10, it must debit the account Cash. It must also credit a
second account for $10. The secanc account will be Service Revenues, an income statement
account. The reason Service Revenues is credited is because Direct Delivery must report that
it earned $10 (not because it received $10). Recording revenues when they are earned results
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from a basic accounting principle known as the revenue recognition principle. The following tip
reflects that principle.

Here’s a Tip

Revenues accounts are credited when the company earns a fee
(or sells merchandise) regaidiess Gi wiicuier cash is received at the time.

Here are the two parts of the transaction as they would look in the general journal format:

Accouiit Naine Debit Credit

]
Cash 10

Service Hevenues 10

Sample Transaction #5

Let's assume that on Decemicr 3 the company gets its second customer—a local company
that needs to have 50 parcels delivercd immediately. Joe's price of $250 is very appealing, so
Joe's company is hired to deliver the parceis. The customer tells Joe to submit an invoice for
the $250, and they will pay it within seven cays.

Joe delivers the 50 parcels on Deceamber 2 as agreed, meaning that on December 3 Direct
Delivery has earned $250. Hence the $250 Is reported as revenues on December 3, even
though the company did not receive any cash on that day. The effort needed to complete the
job was done on December 3. (Depositing ific check for $250 in the bank when it arrives seven
days later is not considered to take any cifort.)

Let's identify the two accounic invnlved @nd determine which needs a debit and which needs a
credit.

Because Direct Delivery has earned the fees, one account will be a revenues account, such as
Service Revenues. (If you refer back to st TIP, you will read that revenue accounts—such
as Service Revenues—are ucually credited, imeaning the second account will need to be
debited.)

For personal use by the original purchaser only. Copyright © 2010 AccountingCoach.com. 16



In the general journal format, here's what we have identified so far:

Accouiit Name Debit Credit

I I N
2?7 250

3rvice Fevenue 250

We know that the unnamed account cannot be Cash.

Account Name Debit Credit

&= ]
Accour\h\ DAan~naiv/ahla 250

Service Revenues 250

Again, reporting revenues wiien they are earned results from the basic accounting principle
known as the revenue recognition principle.

Sample Transaction #6

For simplicity, let's assume that the oiily e@xpense incurred by Direct Delivery so far was a fee

to a temporary help agency for a person to ¢l Joe deliver parcels on December 3. The temp
agency fee is $80 and is due by Decamber 12.
If a company does not pay cach | liately, vou cannot credit Cash. But because the

company owes someone the money for its purchase, we say it has an obligation or liability to
pay. Most accounts involved with obligations hiave the word "payable” in their name, and one
of the most frequently used accounts is Accounts Payable. Also keep in mind that expenses
are almost always debited.

The accounts and amounts toi (he temporary help are:
Account Name Debit Credit
. ___________________________________________________________________________________________________________|
Temporary Help E ) 80
ccounts Hayable 80
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Here’s a Tip

Expenses are (almost) always debited.

Here’s a Tip

If a company does not pay cash right away ‘or an expense or for an asset,
you cannot credit Cash. Because the company owes someone the money for
its purchase, we say it has an obligation or liability to pay. The most likely
liability account involved Jatons is Accounts Payable.

Revenues and expenses appear on the income statement as shown below:

ivery, Inc.
Income Statement
For the Three Davs Ended December 3, 2009

Service Hevenues $ 260
Temporary Help —xpense 80
Net Incon $ 180
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After the entries through December 3 have been recorded, the balance sheet will look like this:

Cirect Delivery, Inc.
Balance Sheet
acember 3, 2009

Assets Liabilities & Stockholders' Equity
Cash $ 4810 Liahilities
Accounts Receivable 250 Accounts Payable $ 80
Prepaid Insurance 1,200 Stockholders' Equity
Vehicles 14,000 Common Stock 20,000
Retained Earnings 180
Total Stockholders' Equity 20,180
Total Assets @ Total Liabilities & Stockholders' Equity $20.260

Notice that the year-to-date net income (bottom line of the income statement) increased
Stockholders' Equity by the same amaount, $180. This connection between the income
statement and balance shee! is iiiipGiiaiii. + Gi one, it keeps the balance sheet and the
accounting equation in balance. cecondly, it demonstrates that revenues will cause the
stockholders' equity to increase and expenses will cause stockholders' equity to decrease.
After the end of the year financial statements zre prepared, you will see that the income

statement accounts (revenue accounis aiid expense accounts) will be closed or zeroed out
and their balances will be trancicired into the Retained Earnings account. This will mean the
revenue and expense accou w year with zero balances—allowing the

company "to keep score" for the new year.

Marilyn suggested that perhaps this inirocuction was enough material for their first meeting.
She wrote out the following notes. sumniarizing for Joe the important points of their discussion:

1. When a company pays ca<!i for something, the company will credit Cash and will
have to debit a second account. AS ing that a company prepares monthly financial
statements—

= |f the amount is used up or wili expire in the current month, the account to be
debited will be @n expeiice account. (Advertising Expense, Rent Expense,
Wages Expense are thice examples.)

= |f the amount is nof used up or does not expire in the current month, the account
to be debited will be an asset account. (Examples are Prepaid Insurance,
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Supplies, Prepaid Rent, Prepaid Advertising, Prepaid Association Dues, Land,
Buildings, and Equipment.)

= If the amount reduces @ company's obligations, the account to be debited will be
a liability account. (Examples include Accounts Payable, Notes Payable, Wages
Payable, and Inierest Fayable.)

2. When a company receives cash, the company will debit Cash and will have to credit
another account. Assuming that a company will prepare monthly financial statements—

= If the amount received is from a cash sale, or for a service that has just been
performed but ! ’ corded, the account to be credited is a revenue
account such as Service Revenues or Fees Earned.

= If the amount res ; an advance payment for a service that has not yet been
performed or earned, the account to be credited is Unearned Revenue.

= If the amount received is a4 payment from a customer for a sale or service
delivered earlier and has alreadv been recorded as revenue, the account to be
credited is Accounlc Hecelvanie.

= If the amount received is the nroceeds from the company signing a promissory
note, the accoun io Ue ciediied is Notes Payable.

= If the amount received Is aii investment of additional money by the owner of the
corporation, a stockholders' equity account such as Common Stock is credited.

3. Revenues are record nues or Sales when the service or sale has
been performed, not when the cash is received. This reflects the basic accounting
principle known as the revenue recognition principle.

4. Expenses are matchec with reveriues or with the period of time shown in the heading of
the income statement, riol i1 the period when the expenses were paid. This reflects the
basic accounting principle know: the matching principle.

5. The financial statemenis also reflecl the basic accounting principle known as the cost
principle. This means @ssets are showi on the balance sheet at their original cost or
less and not at their current valiie. The income statement expenses also reflect the cost
principle. For example. the depreciation expense is based on the original cost of the
asset being depreciatec and 1ot on the current replacement cost.
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Conclusion

Because the material coverec here is considered an introduction to this topic, many
complexities have been omitied. You should @'ways consult with an accounting professional
for assistance with your own specific circumstances.
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