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1-0300.00 BASICS OF ACCOUNTING
Basicfinancial statements presentinformation concerning an organization’s financial position on a certain date,
changes in that position and results of operations during a period ending on that date. Financial statements
presenting the financial position at a certain date are called balance sheets, and statements reflecting changes
in that position and results of operations during a period ending on that date are called operating statements.
1-0300.10 BALANCE SHEET
The financial position information presented on the balance sheetindicates what an organization owns, what it
owes, and the difference which is a measure of its net worth. These elements of financial position and their
relationship to each other are summarized mathematically in the basic accounting equation:

OWNED - OWED = NET WORTH
In accounting terminology, things that are owned are called assets, things that are owed are called liabilities,
and net worth is usually referred to as equity. By applying this terminology, we can restate the accounting
equation as follows:

OWNED - OWED = NET WORTH

ASSETS - LIABILITIES = EQUITY (FUND BALANCE OR RETAINED EARNINGS)

Toillustrate, assume that an organization has cash in the bank of $6,000 and owes $5,000. What is its equity?
Since assets (what is owned) less liabilities (what is owed) equals equity -

ASSETS - LIABILITIES = EQUITY
$6,000 - $5,000 = $1,000

Try another one: assume that another organization has $200,000 in the bank, but it owes salaries to employees
in the amount of $175,000.

What is its equity? Since equity equals assets minus liabilities, then -
ASSETS - LIABILITIES = EQUITY

$200,000 - $175,000

EQUITY

$25,000

EQUITY

June 2004 Principles of Finance 1-0300-1



1-0300.10 BALANCE SHEET (Cont’d)

Assume, now, that we know the value of liabilities and equity. Can we determine the value of assets? In the
preceding example, we state that assets - liabilities = equity. Using the same amounts for equity and liabilities
we would have:

ASSETS - LIABILITIES = EQUITY
ASSETS - $175,000 = $25,000
or
ASSETS =  LIABILITIES + EQUITY
ASSETS =  $175,000 + $25,000

Thus, we derive that the value of assets is $200,000.

We have now stated the accounting equation two ways:

1. ASSETS - LIABILITIES = EQUITY
$200,000 - $175,000 = $25,000
2. ASSETS =  LIABILITIES + EQUITY
$200,000 =  $175,000 + $25,000

The accounting equation can be added to or subtracted from as long as the same amountis added or subtracted
on both sides of the equation. It is important to remember that the equation must always be in balance.

Current Assets and Liabilities

Assets and liabilities are further classified according to their degree of permanency. Assets which are likely to
be used up, or converted into cash, within the next year (cash, investments, most receivables, inventories, etc.)
are called current assets. Longer lived assets, land, buildings, equipment, etc., are called fixed assets.
Similarly, liabilities payable within one year are called current liabilities and those payable in more than one year
are called long-term liabilities. The difference between current assets and currentliabilities is called net current
assets. Itis a measure of an organization’s liquidity. These elements of an organization’s liquid financial
position and their relationships to each other can be summarized by the basic accounting equation as follows:

CURRENTASSETS - CURRENT LIABILITIES=NET CURRENTASSETS

To be considered financially healthy, an organization must meet both liquidity (sufficient net current assets) and
solvency (sufficient equity) tests.
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1-0300.20 OPERATING STATEMENT
Results of operations can be measured and reported in several different ways.
Cash Receipts and Disbursements

Cash receipts are increases in cash; cash disbursements are decreases in cash. The statement of cash
receipts and disbursements is an operating statement which summarizes cash flows during a period.

Revenues and Expenditures - Governmental Fund Types

Revenues are additions to assets which do not incur an obligation and do not represent exchanges of
property for money. Expenditures are charges incurred whether paid or unpaid, which are presumed to
benefit the current fiscal year. A statement of revenues and expenditures, therefore, summarizes the
receiving and spending activities of an organization during a period.

Revenues and Expenses - Proprietary Fund Types

Revenues are increases in equity and expenses are decreases in equity. The principal way in which
expenses differ from expenditures is that expenses include the cost of using fixed assets over time
(depreciation expense), even though the expenditures for those costs may not be reflected in current financial
activity. A statement of revenues and expenses summarizes the effect which an organization’s financial
operations during a period have had on its equity.

Commercial vs. Governmental Accounting

In our free enterprise system, business organizations are permitted significant discretion in choosing how to
spend their resources. Further, since business organizations exist primarily to earn profits, accounting
standards governing their behavior place minimal emphasis on spending activities and focus almost
exclusively on the extent to which operations have maintained or added to net worth, or equity.

Americans as taxpayers, on the other hand, are not nearly so inclined to allow their governments similar
discretion in deciding how to spend public monies. Further, earning a profit is at best a secondary objective
even for functions of government with profit-producing activities. Americans have not, therefore, found
business accounting standards particularly useful for evaluating their government’s financial activities and
have turned instead to an accounting system which emphasizes the control of spending. This is done through
the establishment of budgets and the preparation of reports which show the extent of compliance with the
budget. The legal authority to spend in a governmental organization is the approved budget or the
appropriation.

1-0310.00 FUND ACCOUNTING

Often, different functions of a governmental activity require different kinds of controls. To accommodate this
need, separate funds are established to account separately for resources affected by different types of spending
restrictions. Separate funds are required when unique reporting requirements exist. This process is referred
toas fund accounting. Fund accounting allows a government to account for part of its activities using business
accounting standards and the rest using governmental accounting standards.
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1-0310.00 FUND ACCOUNTING (Cont’d)
Three categories of funds are used:

+ Governmental funds

* Proprietary funds

* Fiduciaryfunds
Governmental Funds
Governmental funds are used to account for governmental activities financed primarily from taxes and state
and federal appropriations. They are accounted for using governmental accounting standards. Therefore,
they generally report only current assets and current liabilities on their balance sheets and their primary
operating statement is the statement of revenues and expenditures. Their equity consists of the accounts
called fund balance and reserves. The relationship between a governmental fund’s statement of revenues

and expenditures and its balance sheet can be indicated using the accounting equation as follows:

FUND BALANCE EQUITY + REVENUES - EXPENDITURES FUND BALANCE EQUITY
(At Start of Year) (During Year) (During Year) (At End of Year)

35,000 + 175,000 - 180,000

30,000

Another equation would be:

EQUITY = ASSETS - LIABILITIES
(At End of Year) (At End of Year) (At End of Year)
30,000 = 150,000 - 120,000

Proprietary Funds

Proprietary funds are used to account for operations that are financed and operated in a manner similar to
private business enterprises and/or where the intent is that they be financed primarily from user charges.
They are accounted for using business accounting standards. Therefore, their primary operating statement
is the statement of revenues and expenses and their equity consists of separate invested monies (called
contributed capital) and earned monies (called retained earnings).

The fact that the statement of revenues and expenses reflects changes during the year in fund equity is indicated
in the previous accounting equation.
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1-0310.00 FUND ACCOUNTING (Cont’d)
Fiduciary Funds

Fiduciary funds are used to account for activities undertaken by a government on behalf of, or in a fiduciary
capacity for, some other persons or groups. Fiduciary funds are accounted for as either proprietary or
governmental. Nonexpendable trust and pension trust funds are treated like governmental funds. Agency
funds are purely custodial (assets exactly equal liabilities and, hence, equity is always zero) and thus do not
involve measurement of results of operations.

1-0310.10 RELATIONSHIP OF BALANCE SHEET AND OPERATING STATEMENT

Itis possible to demonstrate the effect of financial transactions on the accounts by using the accounting equation.
Amounts can be added to or subtracted from the equation as long as equal amounts are applied to both sides.
The equation must always be in balance; its equality must be maintained.

Certain types of transactions affect only assets and liabilities and hence only the balance sheet. Three such
transactions are illustrated below:

1. An asset can be increased and another asset decreased an equal amount. For example, a
district purchases $5,000 of investments (asset) and disburses cash (asset). The asset
account “Investment” has been increased but the asset account “Cash” has been decreased
by the same amount, $5,000. Hence, we still have the same total assets. Thus,

ASSETS = LIABILITIES  + EQUITY
50,000 = 22,000 + 28,000
50,000 = 22,000 + 28,000
2. An asset can be increased and a liability increased an equal amount. For example, a district

borrows $8,000 for the current year (liability) and receives cash (asset). The asset account
“Cash” has been increased and a liability account “Loan Payable” has been increased by the
same amount, $8,000. Now the accounting equation looks like this,

ASSETS = LIABILITIES + EQUITY
50,000 = 22,000 + 28,000
50,000+8,000 = 22,000 + 8,000 + 28,000
58,000 = 30,000 + 28,000
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1-0310.10 RELATIONSHIP OF BALANCE SHEET AND OPERATING STATEMENT (Cont’d)

3. An asset can be decreased and a liability decreased an equal amount. For example, a district
issues checks (asset) totaling $4,000 to vendors, paying off some accounts payable (liability).
The liability account “Accounts Payable” is decreased and the asset account “Cash” is also
decreased by a like amount, $4,000. Thus,

ASSETS = LIABILITIES + EQUITY
50,000 = 22,000 + 28,000
50,000 - 4,000 = 22,000 - 4,000 + 28,000
46,000 = 18,000 + 28,000

There are two other types of transactions that affect equity-revenues and expenditures (or expenses). Revenues
increase equity while expenditures (or expenses) decrease equity. The accounting equation now can be
expanded as follows:

ASSETS = LIABILITIES + (EQUITY + REVENUES - EXPENDITURES)
To illustrate the expanded equation, these examples are given.
1. A district receives approval from the Superintendent of Public Instruction for a State Aid

Claim totaling $9,000. The asset account, “Accounts Receivable,” is increased and the
“Revenue” account is increased.

ASSETS - LIABILITIES = FUNDEQUITY + REVENUES - EXPENDITURES
(AtEnd of Year) (AtEnd of Year) (At Start of Year)  (Duringthe Year) (Duringthe Year)
50,000 - 22,000 = 28,000
50,000 +9,000 - 22,000 = 28,000 + 9,000 - 0
59,000 - 22,000 = 28,000 + 9,000

This transaction increased the Fund Balance $9,000 (by increasing revenues) while maintaining the balance
in the accounting equation.
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1-0310.10 RELATIONSHIP OF BALANCE SHEET AND OPERATING STATEMENT (Cont’d)

2. The district approves invoices for payment amounting to $7,000. Thisincreases “Expenditures”
anditincreases the liability “Accounts Payable.”

ASSETS = LIABILITIES + FUNDEQUITY + REVENUES - EXPENDITURES
(AtEnd of Year) (AtEndof Year) (At Startof Year) (DuringtheYear) (Duringthe Year)

50,000 = 22,000 + 28,000

50,000 = 22,000 + 7,000 + 28,000 + 0 - 7,000

50,000 = 29,000 + 21,000

This transaction decreases the Fund Balance $7,000 (by increasing expenditures) while maintaining the
balance in the accounting equation.

1-0320.00 DEBITS AND CREDITS
As illustrated earlier in this chapter, each financial transaction increases or decreases the district accounts.
Accounting shows these increases or decreases as debits or credits. These terms are sometimes
abbreviated, as follows:

Debit - DR

Credit - CR

You can think of a general ledger account as looking like a “T.” The left side of an account is called the debit
side; the right side is called the credit side.

An Account
Debit Side | Credit Side

A debit will either increase or decrease an account depending upon where that account appears in the
accounting equation. The same thing is true of a credit.

The accounting equation is illustrated to show where debits and credits appear as increases (Inc.) or
decreases (Dec.)

Assets = Liabilities +  Fund Equity + Revenues - Expenditures____
Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit
Inc. Dec. Dec. Inc. Dec. Inc. Dec. Inc. Inc. Dec.
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1-0320.00 DEBITS AND CREDITS (Cont’d)

Since the accounting equation must always be in balance (i.e., ASSETS = LIABILITIES + FUND BALANCE), every
transaction must always be made up of debit amounts equal to the creditamounts posted. Each transaction must
be analyzed individually to determine which accounts are increased and decreased, resulting in specific debits
and credits. The affect of debits and credits on the accounts may be illustrated as follows:

Normal
Account Balance Debit Credit
Assets Debit Increase Decrease
Liabilities Credit Decrease Increase
Fund Equity Credit Decrease Increase
Revenues Credit Decrease Increase
Expenditures Debit Increase Decrease

To further illustrate the use of debits and credits, some examples are presented:

1. Assume that the district began the year with assets of $20,000, no liabilities and a fund equity of
$20,000.

Assets = Liabilities + Fund Equity + Revenues - Expenditures
Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit
Inc. Dec. Dec. Inc. Dec. Inc. Dec. Inc. Inc. Dec.
20,000 = 0o + 20,000
2. The district receives approval of the State aid claim totaling $8,000. This transaction increases

assets and increases revenues by the same amount.

Assets = Liabilities + Fund Balance + Revenues - Expenditures
Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit
Inc. Dec. Dec. Inc. Dec. Inc. Dec. Inc. Inc. Dec.

(1) 20,000 20,000

(2) 8,000 8,000

(T) 28,000 = 0o + 20,000 + 8,000 - 0

3. The district received invoices for expenditures totaling $6,000. This transaction increases
expenditures and increases liabilities.

Assets = Liabilities + Fund Balance + Revenues - Expenditures
Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit
Inc. Dec. Dec. Inc. Dec. Inc. Dec. Inc. Inc. Dec.

(1) 20,000 20,000

(2) 8,000 8,000

(3) 6,000 6,000

(T) 28,000 = 6,000 + 20,000 + 8,000 - 6,000
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1-0320.00 DEBITS AND CREDITS (Cont’d)

4, The district borrowed $9,000 from the bank to cover future operating expenditures. This transaction
increases assets and increases liabilities.

Assets = Liabilities + Fund Balance + Revenues - Expenditures
Debit Credit Debit Credit Debit Credit Debit Credit Debit Credit
Inc. Dec. Dec. Inc. Dec. Inc. Dec. Inc. Inc. Dec.

(1) 20,000 20,000

(2) 8,000 8,000

(3) 6,000 6,000
(4) 9,000 9,000

(T) 37,000 = 15,000 + 20,000 + 8,000 6,000

The accounting equation is still in balance, $37,000 = $15,000 + $22,000 ($20,000 + $8,000 - $6,000). Also
note that each transaction involved credit amounts equal to the debit amount.

Now try analyzing some transactions yourself. Remember:
A debit - increases an asset
- decreases a liability
- decreases fund balance
- decreases revenue
- increases expenditure
A credit - decreases an asset
- increases a liability
- increases fund balance
-increases revenue
- decreases expenditure
Following is a list of nine transactions to be recorded on the cash basis of accounting. Take a separate sheet
of paper, list the number from 1 to 9 and indicate which accounts (assets, liability, fund balance, revenue,
expenditure) are to be debited and which are to be credited. When you have completed your list, check the
answers against those shown below:
1. Tuition is collected.
2. Teacher salaries are paid.
3. Investmentmatures.
4. Money owed to the XYZ Company is paid.

5. Money is borrowed from the bank.

6. Atelephone billis paid.
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