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Accounting Equation
In every balance sheet, the total figure for assets always equals the total for liabilities and owner’s equity. This equality
between the total assets and the total of liabilities plus owner’s equity is one reason for calling this statement of financial
position, a balance sheet. The equality of the two sides of the balance sheet comes from the fact that these two sides are
merely two views of the same business property.
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The listing of assets represents what the business owned and the listing of liabilities and owner’s equity shows who
supplied these resources to the business and how much each group supplied. All the assets owned by a business have
been supplied to it by the creditors or by the owner itself. Therefore, the total claims of the creditors plus the claims of
the owner equal the total assets of the business.
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The equality of assets and of the claims of the creditors and the owner is expressed in the equation:

Liabilities + Owner’s equity = Assets
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A balance sheet is simply a detailed statement of this equation. Because creditors have preferential rights to the assets, it
is customary to place liabilities before owner’s equity in the accounting equation and on the balance sheet.
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Transactions and the Accounting Equation
All business transactions can effect the accounting equation and they can be stated in terms of the resulting change in
the three basic elements of the equation, no matter how complex those transactions are. The effect of these changes on
the accounting equation can be described by examining the transactions of XYZ Service Company. Transactions are for
the month of December as you see below:
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1. Invested $ 10.000 in cash.
2. Paid $ 800 for cash.
3. Purchased equipment on account, $3,000.
4. Rendered services to customers for each $ 1,500.
5. Borrowed $ 700 from a bank on a note payable.
6. Rendered cleaning services to customers on account, $ 2.000.
7. Paid monthly expenses: salaries $ 500; utilities $ 300; and telephone $ 100.
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The table below shows the effects of each of transaction on the accounting equation. The amounts listed on the balance
sheet of XYZ Service Company are taken from the final line of this table. Note that the equality of the two sides of the

equation was maintained throughout the recording of the transactions.
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equity Owner’s + Liabilities = Assets
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Although we can prepare an income statement and a balance sheet from the last line of the above table, accountants do
it in a systematic way. They use two books to record these transactions in first. One is a journal and the other is called
ledger. To record transactions of a business to these two books, we need to be familiar first with them and be aware of

rules of debit and credit. We will cover this subject in the next lesson.
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