What is the ACCOUNTING EQUATION?
The accounting equation can best be stated as an equation.

ASSETS  = LIABILITY + OWNERS EQUITY

Note:  For a partnership the words “partnership equity” takes the place of owner's equity.  For a corporation the words “stockholders equity” takes the place of owner's equity.
Terms:  

ASSETS are the resources (cash, accounts receivable, inventory, equipment, etc…) that are technically owned by the business to be used by the business.

LIABILITIES are debits of the business.  Just like the bumper sticker, “I owe, I owe so off to work I go.”

OWNER’S EQUITY is the net worth or what is left over after all the debts are paid and it belongs to the owners.

The relationship of the accounts in the equation can best be visualized as a sea-saw.  Remember when as a child on the playground we played on the sea-saw.  One person would get on each side and we would go up and down, up and down until we would try to balance the sea-saw.   One person may slide up, one slide back, or put one foot on, or both feet on the sea-saw.  We may get another person to sit on one end.  The end result is that we would balance the sea-saw.
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That is what we do with the accounting equation, except the accounting equation must always remain in balance.  So using the picture, if you add (weight) to one side, then to stay in balance you must add weight to the opposite side.  If you subtract (weight) from one side, then to stay in balance you must subtract weight from the opposite side.
Example 1:  Owner invests cash of $25,000 in his new business then:



ASSETS
=
LIABILITIES

+ 
OWNER’S EQUITY



Cash











$25,000
=

$0

+

$25,000

Example 2:  Purchase of computer for $1,500, then:

Cash

Equipment

Liabilities


     Owner’s Equity


$25,000


=

$0

+

$25,000

-  1,500
+ 1,500
=

$0

+


----------
----------


----



-----------

$23,500
+ 1,500
=

$0

+

$25,000
With this transaction you have simply traded an asset called cash ($1,500) for an asset called equipment ($1,500).  The accounting equation stays in balance.

Example 3:  Borrow $10,000 for a vehicle, then

Cash

Equipment
Vehicle

Liabilities
     Owner’s Equity


$25,000




=

$0
+
$25,000

-  1,500
+ 1,500


=

$0
+

----------
----------




----

-----------

$23,500
+ 1,500


=

$0
+
$25,000





+10,000
=
   +10,000
+

-----------
----------
------------

-------------

----------$23,500
+ 1,500
+10,000
=
  +10,000
+
$25,000

As you can see the accounting equation stays in balance.  You added $10,000 worth of assets (vehicle) but you also added $10,000 of debt (liabilities).

Example 4:  Paid $500 for office rent.
Cash

Equipment
Vehicle

Liabilities
     Owner’s Equity


$25,000




=

$0
+
$25,000

-  1,500
+ 1,500


=

$0
+

----------
----------




----

-----------

$23,500
+ 1,500


=

$0
+
$25,000





+10,000
=
   +10,000
+

-----------
----------
------------

-------------

----------$23,500
+ 1,500
+10,000
=
  +10,000
+
$25,000

-     500




=



-     500 Rent 

-----------
----------
------------

-------------

----------

$23,000
+ 1,500
+10,000
=
  +10,000
+
$24,500

Again the accounting equation stays in balance.  The asset called Cash is reduced by $500 and Owner’s Equity is reduced by $500.  Expenses reduce Owner’s Equity and Income increases the Owner’s Equity.

