ACCT 100  – PROFESSOR FARINA

LECTURE NOTES

Chapter 2: Analyzing Business Transactions
Chapter 2: an overview

As we discussed in Chapter 1, accountants provide information to several parties. A summary of the types of information, and the recipients of the information, was presented as follows:

WHAT TYPES OF INFORMATION?

· Whether or not the business is profitable.

· What items the business owns (assets).

· How much the business owes other people (liabilities).

· What was spent on certain costs (expenses).

· How much is owed for income taxes.

· How the future of the business may look (budgeting).

WHO RECEIVES THIS INFORMATION?


· Owners of the business: sole proprietorship (one owner); partnership (more than one owner); corporation (stockholders).

· Managers.

· Creditors (lenders, vendors).

· Governmental agencies (for example, the IRS).

Now, we need to discuss how accountants generate this information. The following, on the next page, summarizes the basics: 

HOW DO ACCOUNTANTS GENERATE THIS INFORMATION?

Accountants record business transactions—exchanges between two parties.

These transactions are recorded into one or more categories of accounts:

1. ASSETS: Items owned by a business.

Examples of asset accounts: Cash, Accounts Receivable (amounts owed by customers), Equipment, Supplies.

2. LIABILITIES: Amounts owed to others.

Examples of liability accounts: Accounts Payable, Wages Payable.

3.  OWNER’S EQUITY: The net worth of the business.

Examples of equity accounts: Owner, Capital and Owner, Drawing.

4. REVENUES: Amounts earned by providing services or selling products 

to customers. Revenue is also called “Income.”
Examples of revenue accounts: Fees Income, Income from Services.

5. EXPENSES: Costs incurred to generate revenues.

Examples of expense accounts: Salaries Expense, Utilities Expense.

In this chapter, we will use a columnar worksheet, such as the one on page 34 of our text, to record transactions. 

The Fundamental Accounting Equation
A basic truth in accounting is that the firm’s total assets must equal the sum of its liabilities and owner’s equity. This is called the fundamental accounting equation, and is expressed as:



Assets = Liabilities + Owner’s Equity
Therefore, if its assets total $20,000, and liabilities are $12,000, what is the Owner’s Equity? It would be $8,000 ($20,000 - $12,000). 

Now let’s look at a “guided example” to illustrate these concepts. 
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=C5aav00xiBymClRD1vu9ZnE


The Expanded Fundamental Accounting Equation
Notice that the fundamental accounting equation above does not take into consideration the “Revenues” or “Expenses” categories of accounts. An expanded accounting equation would be: 

Assets = Liabilities + Owner’s Capital + Revenues – Expenses
Owner’s Capital represents the investment by the owner in the business. If the owner takes cash from the business for personal use, it is referred to as a “withdrawal.” Note that withdrawals are not considered an expense of the business, as they are for the owner’s personal use, and not for business use. Here is a guided example on recording transactions:
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=A6eZtwJyXKP5Vz8fI3uJ7JQ
Financial Statements
The financial statements are reports prepared for the owner and possibly outside parties, such as banks, governmental agencies and others. They communicate information. The numbers for the financial statements come from the bottom totals of the worksheet used to record transactions discussed above. The names of the financial statements, information communicated, and basic style is as follows:
	Name of statement
	What it communicates
	Basic style

	Income Statement
	Profitability or loss, over a period of time. (For example, the month ended January 31, 20XX.)
	Revenues
$XXX

Expenses              XX

Net income       $     X
(Net Loss if expenses are higher than revenues.)

	Statement of



Owner’s Equity
	Changes in equity over the period of time covered by the income statement. (For example, the month ended January 31, 20XX.)
	Owner, Capital, January 1    $XX

Net income         $XX

Less withdrawals    X

Increase in capital                      X

Owner, Capital, January 31   $XX

	Balance Sheet
	The financial condition (strength) of the firm, at a point in time. (For example, January 31.)
	Assets = Liabilities + Owner’s Equity


Again, the information above is a good way to learn the concepts behind these three financial statements. The actual statements are more detailed and have rules concerning their preparation. Examples of actual financial statements are contained in the textbook. Use these examples as guidelines when you prepare financial statements.

Here is a guided example on preparing an income statement:

https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=E3p36MdpyE7IyeYdxlEmTPV
Here is a guided example on preparing a statement of owner’s equity and a balance sheet:
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=A7B8v5A8COJFlq0Xwev0WCV
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