Week Two Lecture Notes

THE ACCOUNTING EQUATION
The accounting equation is the most important equation in accounting and underpins the entire recording system. Accurately recorded transactions in a financial accounting system must conform to the accounting equation. The preparation of the balance sheet is based on the accounting equation. When the balance sheet balances it implies that the accounting equation has been satisfied. It is recognition of the dual aspect of accounting. The balance sheet is a detailed presentation of items making up the accounting equation. Detailed treatment of the balance sheet will be done in the subsequent chapters.
The accounting equation and indeed the balances sheet defined the relationship between assets, liabilities and owners equity. They show assets owned by an organization and claims against those assets (owning = ownings). The claims include, owners equity, which is the owners claim and liabilities which are claims by non-owners who extended credit to the organization. Alternatively, the accounting equation and therefore the balance sheet show the organization’s assets and how the acquisition of those assets was financed or paid for.

The accounting equation is stated as follows:

ASSETS = LIABILITIES+OWNER’S EQUITY 
Before examination the accounting equation in detailed, it is pertinent to have an understanding of the variables making it.
ASSETS
They are resources owned by the organization that aid in the income generation process or facilitate operations. Anything of economic value owned by an organization or individual is an asset. For business organizations, assets create more assets (wealth). For non-profit making organizations assets are required for smooth flow of under takings or activities. For accounting records assets are restricted to “things” and not human beings though humans beings are also assets. The human asset is more important than physical assets or resources. However issues surrounding the presentation of human assets in the balance sheet are still being examined. Many be in the future even the human resources will be disclose as assets in the balance sheet.

TYPES OF ASSETS
Assets are broadly categorized into two, current assets and fixed assets.

CURRENT ASSETS

These are short term assets which have a useful life of only one financial year ie current assets benefits the organization for only one financial year. At the end of the financial/ accounting year current assets are expected to be exhausted or used up. However, sometimes current assets are carried forward to the subsequent financial years as balances carried forward. Example of current assets include, stock/ inventory , debtors/ accounts receivable, cash at hand, cash at bank, prepaid expenses etc.

FIXED ASSETS

They are long term assets that can be used or benefit the organization for many financial/ accounting years. Their useful lives extend beyond one financial year. Some fixed assets last for two, five, ten etc financial year and others have infinite useful lives. Examples of fixed assets include, land, buildings, motor vehicles and other automobiles, furniture and fittings etc.

The distinction between current assets and fixed assets is one financial year. Those that last beyond one financial year are called fixed assets while those which do not last for more than one financial year are called current assets.

Besides the above mentioned assets an organization may have intangible assets such as good will, trademarks, patents etc which are difficult to value for balance sheet purposes. There are also financial assets such as investment in shares (stocks)

LIABILITIES

They are obligations that are to be discharged or repaid. If an organization needs to purchase assets but cannot afford on its own, it has to borrow in order to acquire assets. If is borrows, then liabilities arise.

Types of Liabilities

Like assets, liabilities are also categorized into, current liabilities and long term liabilities 

Current Liabilities 
They are expected to mature and be discharged within the year of incurring. They have no grace periods because they require settlement within the financial year. Examples include: trade creditors/ accounts payable, bank overdrafts, accrued expenses, incomes received in advance/ prepaid incomes, one year short term bank loans and other creditors falling due within one financial year.

Long term Liabilities 
These are obligations that require settlement anytime after one financial year. They have a grace period of at least one financial year or more. They can be repaid after two, five, ten, twenty or even more years. They bear interest which depends on the period and amount of involved or other terms. Examples of long term liabilities include, long term bank loans, bonds, debentures etc. 
OWNER’S EQUITY

They are owner’s funds or resources invested by the owner/s in the organization. They are claims of the owners of the business. For a company, owner’s equity is composed of ordinary share capital, preference share capital (although sometimes treated as long term liability), reserves e.g retained earnings/ profits etc.  For a sole trader, owner’s equity =capital+ net profit- drawings.

If the assets of the organization were financed solely by owner’s funds, then the accounting equation becomes, ASSETS=OWNER’S EQUITY. However, it is very rare for an expanding business to acquire all the assets that it acquires from the resources supplied by shareholders or proprietors (owner’s equity). Businesses have to borrow in order to acquire necessary funds for expansion. 
Therefore the complete accounting equation is:-

ASSETS = LIABILITIES+OWNER’S EQUITY 

ILLUSTRATIONS ON CONSTRUCTION OF THE ACCOUNTING EQUATION

Illustration One

John started his business with cash of 25,000,000/=

Accounting Equation

Assets                              =      Liabilities       + Owner’s Equity

Cash 25,000,000             =       -                      + Capital 25,000,000 

NOTE: 

The business got an asset called cash from its owner and the owner’s investment in that business is called capital.
Illustration two
From the cash resources he purchases a lorry for 15,000,000/=

Accounting Equation
 Assets                                 =                     Liabilities                        + Owner’s Equity

Lorry   15,000,000      

Cash   10,000,000               =                          -                                 + Capital               25,000,000

          25,000,000                =                         -                                                             25,000,000

Note: The business obtained another asset called the lorry and the asset called cash reduces by 15,000,000/= since it was used to pay for the lorry. Capital remains unchanged.

Illustration three

He bought stock of goods for 10,000,000/= on credit

Accounting equation

Assets                                      =                  Liability                             +        Owner’s Equity

Lorry  15,000,000                     =    Trade credits 10,000,000               +    Capital    25,000,000

Stock   10,000,000

Cash    10,000,000 

            35,000,000                                                           35, 000,000 

Note: the business owned another asset called stock but also incurred a liability to trade creditors since the stock was bought on credit. Owner’s equity remains unchanged.

 Illustration four

 He sold half of the goods for 6,000,000/= on credit  
 Accounting equation

 Assets                                   =                  Liability                     +                    Owner’s Equity

Lorry 15,000,000

Stock    5,000,000                 =                                                                      Capital 25,000,000                                      

Debtors 6,000,000

Cash   10,000,000                 =         trade creditors 10,000,000                add profits 1,000,000
           36,000,000                                                     10,000,000                                  26,000,000

          36,000,000                                                                                36,000,000              


Note:
 1. The stock sold for 6,000,000/= was bought at a cost of 5,000,000/=, a profit of 1,000,000/=   was made. Profits are added to capital and increases owner’s equity.

2.  Since stock was sold on credit, the business got additional asset called debtors or accounts receivables. Debtors are expected to pay the business at a later date.

Illustration five 
He paid 5,000,000/=   cash to the supplier of the goods on credit (creditors).

Accounting equation                     

Assets                         =                   Liability                           +                      Owner’s Equity

Lorry 15,000,000      =                                                                                   Capital    25,000,000

Stock    5,000,000      =                   Trade creditors 5,000,000                     Add profits 1,000,000
Debtors 6,000,000

Cash     5,000,000                                                     5,000,000                                       26,000,000                                               

            31,000,000                                                                               31,000,000                


NB: Both creditors and cash reduced by 5,000,000/= because creditors were paid cash

Illustration six

 He sold the remaining balance of stock at 5,500,000/=

Assets                               =               Liability            +                                     Owner’s Equity  

Lorry 15,000,000

Debtors 6,000,000          =                                                                                  Capital 25,000,000

Cash    10,500,000         =           Trade Creditors 5,000,000                         Add profits 1,500,000 

            31,500,000         =                                     5,000,000                                           26,500,000


          31,500,000                                                                                        31,500,000


Note: the stock sold had a cost of 5,000,000/= since it was sold at 5,000,000/=, additional profit of 500,000/= was made. Stock now disappears completely since all of it was sold and cash increases by 5,500,000/=

Illustration Seven

He received 4,000,000/= cash from the debtors, paid advertising bills of 1,000,000/= cash and paid accountants his salary 300,000/= cash 

Equation.
Assets                                    =               Liability            +                     Owner’s Equity 


Lorry 15,000,000                                                                                Capital 25,000,000

Debtors 2,000,000                 =       Trade Creditors 500,000          Add profits 200,000           

Cash 13,200,000
          30,200,000                                                         500,000                           25,200,000 

          30,200,000                                                                            30,200,000                    

Note: The payment of advertising bill and accountant’s salary are called expenses and reduced profits from 1,500,000/= to only 200,000/=. The net increase in cash is 2,700,000/= after the above transactions.

Illustration Eight 

Obtained a long –term loan of 10,000,000/= from a bank and deposited it in the bank account.

Accounting Equation

Assets                            =          Liabilities                                    +    Owner’s Equity

Lorry     15,000,000

Debtors  2,000,000

Bank 10,000,000          =        Bank loan          10,000,000                         Capital 25,000,000

Cash    13,200,000        =        Trade creditors    5,000,000                         Add profit 200,000


40,200,000       =
                                  15,000,000

         40,200,000
40,200,000 

Note:
The loan was deposited on the bank account and it is reflected as an asset. Cash at bank is sometimes abbreviated as simply bank. The liabilities also increase by 10,000,000/= because of the loan acquired.

Illustration Nine.

Used 100,000/= of the business cash to campaign for a local election.

Accounting Equation

Assets                           = Liabilities                                  +     Owner’s Equity

Lorry 15,000,000

Debtors 2,000,000                                                                capital 25,000,000

Bank 10,000,000             Bank loan             10,000,000     Add profit 200,000


  25,200,000

Cash 13,000,000         =    Trade creditors      5,000,000    Less drawings 100,000

            40,100,000                                          15,000,000                        25,100,000

         40,100,000
40,100,000

Note: 

Campaigning for a local election is a non-business activity according to the business entity concept. This is called a drawing and reduces the owner’s equity. As observed above, it is substrate from capital and also cash of the business reduces by 100,000/=.

JOHN’S BALANCE SHEET AT THE END OF ALL TRANSACTIONS.

ASSETS 

Fixed assets 

Lorry                                                                           15,000,000

Current assets 

Debtors                                 2,000,000

Bank                                    10,000,000

Cash                                     13,100,000                      25,100,000
Total assets                                                                   40,100,000
LIABILITIES 

Current liabilities        

Trade creditors                                                              5,000,000

Long term liabilities 

Bank loan                                                                    10,000,000        
                                                                                    15,000,000

OWNERS EQUITY                                            

Capital                                                                        25,000,000

Add Profits                                                                    200,000
                                                                                      25,200,000
Less Drawings 
                               100,000

                                                                                       25,100,000

Total liability and owners equity                                  40,100,000
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