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Accounting Equation


What is it?	The accounting equation is Assets - Liabilities = Equity.
                        
	The rest of this Topic Guide will explain the meaning and significance of the accounting equation.  When you understand the accounting equation, you understand the main principle of accounting. The accounting equation should always balance. 

Definitions	A transaction is an exchange, usually involving money, between one organisation and another organisation or person.

An equation means two things that equal each other. In this case, the accounting equation: Assets - Liabilities = Equity

Income is what is earned in the running the organisation. This includes grants received by the organisation.

	Expenses are costs incurred in running the organisation.
	
	
Meaning of the accounting equation
A – L =  E, is really about what the organisation owns and who owns it. (This equation also forms one of the main accounting reports called the Balance Sheet.

Elements of the accounting equation
Assets are things of value - what the organisation owns.

	Liabilities are what the business owes - the organisation’s debts.


	Equity is the difference between the assets and liabilities. It can also be explained as the net worth of the organisation; the members’ stake in the organisation; and the value of the owners’ interest in the organisation. Whenever a surplus occurs, it is added to the equity. If there is a deficit (loss), this reduces equity.


	Every transaction has two effects (double entry system) a debit and credit, and transactions are recorded in the books, then sorted (posted) into ledger accounts.



Debits and credits 
There are five different types of ledger accounts: assets, liabilities, equity, income and expenses.  

	Asset accounts are debit accounts.


	Liabilities and equity are credit accounts.


	In terms of the accounting equation, income and expenses are part of equity. When the organisation earns income, it increases the net worth of the organisation - so it increases equity.  When the organisation incurs expenses, they decrease the net worth of the organisation - so they decrease equity. 


Therefore, income accounts are credit accounts and expense accounts are debit accounts. 

	Income and expenses make up the other really important financial report, called the Income and Expenditure Statement (or Statement of Financial Activity).



What are debit and credit accounts?
A debit account is a ledger account where an increase goes on the debit or left-hand side and a decrease in that account goes on the credit or right-hand side.


Example:

We buy a motor vehicle for $10,000 cash.  This transaction has two effects:
1.	It increases motor vehicles’ worth by $10,000.
2.	It decreases money in the bank by $10,000.

Motor vehicles are things of value to the business so they are assets.  

The asset has increased. Assets are debit accounts so the entry goes on the debit side of the Motor Vehicles ledger account.

The Cash at Bank is of value to the business so it is an asset.  The asset has decreased.  Assets are debit accounts so if it decreases, the entry goes on the credit side of the Cash at Bank Account in the ledger.






What does a ledger account look like?

Ledger accounts are either shown as:

Example 1

    
‘T’ accounts where the debits are to the left of the “T” and credits are to the right of the “T” 

Name of Ledger Account


Debit side

Credit side


Example 2


Name of Ledger Account

Details of transaction
Debit Entry
Credit Entry
Account Balance









Trial Balance 
The Trial Balance is a report that shows the balances of all ledger accounts. The total of all the debits should always equal the total of all the credits, i.e. Debits = Credits. If you want to know more, refer to the Trial Balance Topic Guide.

Financial Statements
The financial statements are the final part of the accounting story.

	From the Trial Balance, the ledger accounts are sorted into two statements which are the two most important reports produced by the organisation. These are:


	The Statement of Income and Expenditure (sometimes called Statement of Financial Activity) shows the income less expenses over a period of time, i.e. the surplus (profit) or deficit (loss) of the organisation.



	The Balance Sheet (sometimes called Statement of Financial Position) lists the assets (what the organisation owns) compared to the liabilities (what the organisation owes) and the equity (the members’ stake in the organisation).  This report shows the value of the organisation at a point in time.


The Accounting story can be summarised in the following diagram.


The Accounting Story 

Your organisation undertakes a transaction as part of its business. This may be writing a cheque to pay an amount owing or receiving some money.





The bookkeeper records that transaction into your books either by entering it into the computer or into the manual books.	
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The computer (or bookkeeper) will sort the transactions and ‘post to the ledger’.




The Trial Balance lists the balances of all the ledger accounts and shows that the debit balances equal the credit balances.
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From the Trial Balance, the financial statements are prepared.  The income and expense accounts are used to prepare the Statement of Income and Expenditure and the asset, liability and equity accounts are used to prepare the Balance Sheet.



Related documents
Bookkeeping and Chart of Accounts Topic Guide
Trial Balance Topic Guide


