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About the Author 
 

 I never wanted to write about accounting. I definitely didn’t want to teach. I attended college to 

get a bachelor’s degree in accounting because it was a good choice for a job. When I graduated there was 

no job so I decided to double-down and get a master’s degree. It was either that or start paying my loans.  

 That worked-out and I found a great job at one of the best accounting firms. Unfortunately, that 

job was short-lived. But I had already became a CPA so I soon found another job. As a matter of fact, any 

time a good opportunity came up or I needed to move-on for some reason, I found a job. I realized that 

accounting was a great career choice.  

 One day a friend asked me to teach an accounting course. I expected it would be a one-time 

situation. However, as soon as I stepped into the classroom, I realized that was what I was meant to do. I 

started shifting my career to become a full-time instructor. I found a position at a university. I also found 

additional work with online colleges. I went back to school one more time to get a doctorate to enhance 

my teaching opportunities.  

 It didn’t take long for me to realize that accounting was a course that many students struggle. At 

first, I couldn’t understand why students found accounting such a challenge. Then it occurred to me that 

I also struggled. Looking back and being honest with myself, accounting didn’t come easy. Looking at my 

undergraduate transcript I was reminded how many classes I squeaked through often not understanding 

most of what the instructor had been trying to teach me. 

 Accounting is misunderstood. Without the proper context, students often perceive accounting as 

something separate from business. An offshoot of the company instead of a reflection of the organization.  

 I changed my teaching approach. I have been continued improving my teaching techniques for 

over a decade, but I want to reach more students. So, I began AccountingHound.com aptly named for my 

affection for all the dogs I have had the pleasure to know over the years. Through Accounting Hound, I 

make video lectures, build courses, write books and workbooks. I try to reach as many students as possible 

to provide a different take on learning accounting.  

I am glad my work has found you. I hope that you benefit from it! 

Eric Knight, DBA, CPA, CGMA 

Eric Knight   
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Preface 
 

 If a person needs to know if she is healthy, she can go to a doctor to have a review of her health. 

The doctor will run tests and provide a report based on various factors used to measure a typical person’s 

health. This report can be useful for evaluating what she has been doing and planning for her future. If a 

person is interested in evaluating the health of a business, she can review the reports provided by the 

financial statements. The financial statements are created through the financial accounting function of 

the business. The accountants collect the business activity over time and provide reports that provide the 

reader with information on the profitability and value of that business. 

 Financial statements are very useful for any business person. If a person is interested in investing 

in a business the financial statements will help that person analyze the business to determine if it is a good 

investment. If a bank or lender is considering lending the business money, the banker needs to determine 

the risk of that loan. This can be surmised to some degree with the financial statements. Managers use 

the financial statements to determine if they are on the right track and plan their strategy to build up the 

financials to show the business is strong and that they are good managers. There are many other people 

and institutions that also might want to review the financials for many business reasons.  

 The financials impact business professionals and owners of small businesses. As a business 

professional, you should not depend just on accountants to help you understand your businesses’ 

strength and wellbeing. As the expert in your field, you are better able to understand what needs to be 

done to build your business than the accountants. For this reason alone, this book can benefit you. Hiring 

accountants to help provide reports is fine but no accountant can take the place of your own business 

knowledge.  

 I’ve been an accountant and an accounting educator for decades. I know the power a business 

person has when he or she can evaluate a business using financial statements. I want to empower others 
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with this information, so I have developed AccountingHound.com as a website and social media platform 

to help others benefit from understanding accounting.  

 The type of accounting discussed here is specific to financial accounting which includes the 

bookkeeping and other activities used to create the balance sheet and income statement. This book will 

not cover other fields in accounting such as tax, auditing, governmental, or managerial accounting. Here 

you will learn about the financial accounting cycle.  

 This is a great beginning level book from which to build for multiple purposes including becoming 

a book keeper, preparing your own books as a small business owner, or as a small business owner wanting 

to better understand the reports you get from accounting. Often managers need to present the business 

performance using financial statements to banks or investors. Overall, this is an excellent course to use as 

you build your overall knowledge as a business professional.  

  

http://www.accountinghound.com/
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Chapter 1: Introduction 
 

 To help you accomplish your goal of learning accounting, I will use familiar examples from real 

world small business cases. I have chosen four (4) businesses to use as examples to follow throughout this 

course. The four choices were based on common small business types that include some service and some 

product sales. 

 The first business is Tall Grass Yard Service with Jerry. He is an excellent example of a small service 

business that can be applied to most service operations. 

 Then we will look at Fred who owns Cool Beans Coffee Kiosk. This is an example of a business that 

is a restaurant service type. This business is could be applied to any restaurant or food service where food 

or drinks are prepared for the public. Catering business owners would fall in this type of business 

operation. 

 Then we’ll look at a manufacturing business that sells products that are made. Doreen will be our 

example business owner and her company is Sunrise Jewelry. Finally, we will consider Cindy and her 

Sunglasses Shack. She will provide an excellent example for small retail businesses that sell products that 

are not made by the company.  
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Chapter 2: Accounts 
 

 Before getting started, it’ll be useful to understand some key accounting concepts. There are two 

concepts you will need to know before you can begin using journal entries. First, we will discuss the idea 

of a Transaction. Transactions are just business activities but not every activity will make it on to the 

accounting reports. Therefore, understanding what kind of activities are used in accounting is necessary. 

Then you will learn the concept of an Account. Many people assume they understand this term; however, 

we are using this term for purposes of accounting. Often the word account is used for other reasons and 

may mean something else to you. Trying to begin accounting activities before first understanding the 

concept of a transaction and the concept of an account will probably lead to confusion and frustration. 

These two concepts in particular are crucial to comprehend before moving forward into more complex 

areas.  

 Let’s dig deeper into the concept of a “Transaction”. A transaction is an economic event in your 

business. But to put the term in a simpler definition, think of a transaction as something that happens in 

the business that will impact the flow of money at some point in time. The impact might have happened 

in the past, in the present, or is expected to happen in the future. An example of a transaction would be 

selling your product. If Cindy sells a pair of sunglasses, she has a transaction. The sale will lead to a 

customer paying her at some point.  

 Not all things that happen are transactions. For example, hiring a new employee is not a 

transaction because the employer does not owe the employee yet. However, after the employee works 

for any length of time then that will become a transaction. 

 In the illustration Cindy opens the store. Even though that is a business activity, it will not become 

a transaction for accounting purposes. This is because the act of opening the store does not directly lead 



8 
 
 

to a flow of money. Only after a sale is completed that a flow of money could occur. So just opening the 

store will not be used by the accountants as a transaction.  

  Immediately after employees start working that we begin to owe them for their time. That means 

at some point in the near future we need to pay them. That is an example of a transaction that we must 

record as an accounting transaction. The act of working for us will directly lead to a transfer of money in 

the near term. Another business activity is checking email. This is an important task but it does not directly 

lead to a flow of money, so no accounting transaction to record.  

 Next, we have to pay for a trade show. This is a direct flow of money immediately and therefore 

leads to a transaction that you need to record. Then, the owner makes a list. You might guess that this 

will not result in an accounting transaction. There is no flow of money so no transaction. A sale to a 

customer, will however, lead to a flow of money directly because of the sale. The money may not come 

to us right away. Sometimes customers pay over time. But it is still a transaction because the customers 

will at some point in the future pay us directly because of that sale. Finally, we have the payment of bills 

by the manager. This will directly impact the money in our business and is definitely a transaction that 

you will record in the accounting system. 
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 Another crucial term to understand before you begin to work on the books is the term Account. 

An account is just a category that you make to organize the different transactions that we decided will be 

accounting transactions. So, when employees clock-in or the manager pays for the trade show fees, we 

need to organize those transactions into categories. The categories are called accounts. Similar activities 

need to be grouped together. We group them into accounts. For our employees that we owe wages for 

working for us, we will group that transaction into an account called “Wages payable”. A payable just 

means we owe. In this case we owe wages and call the account wages payable.  

 Consider the example of selling sunglasses to customers. Each sale is a transaction and therefore 

as similar transactions they will get grouped together in an account called “Sales”.  

 Do not confuse the word “account” with other non-accounting uses of the word. Other fields, for 

example also use the term account but it means something different. For example, a bank account or a 

credit card account are different from what accountants mean by the term. It is better as a new 

accountant that you don’t confuse the term as it is used in accounting with the word as it is used in the 

field of banking. Same word, but different meaning. For us, the term account will mean a category of 

transactions. 

 By organizing the transactions in categories, it makes it much easier to develop reports and 

understand how the business is doing. It makes it easier to find information, such as total sales or the total 
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expenses such as utility bills. To further simplify finding information we use a “General Ledger”. The 

general ledger is a summary of each of the accounts in one place. 
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Chapter 3: Financial Statements 
 

 The purpose of financial accounting is to provide reports so that whoever uses them will have a 

better understanding of the health of the business. The reports used in accounting are called “Financial 

Statements”. The financial statements provide information that we derive from the accounts, which we 

explained were categories containing similar transactions. The accounts are further organized into a 

report which help other people, either inside the business or outside the business, gain an understanding 

of how the business is doing.  

 There are two basic financial statements, the Balance Sheet and Income Statement. Those are not 

the only financial statements, but they are the two most important. These two reports provide us with 

the basis for any other report and are the foundation for analyzing a business.  

 Each account fits in either the balance sheet or income statement. An account cannot be used in 

both. For example, the revenue account which shows the transactions from the sale of sunglasses to 

clients is an income statement account. The revenue account can only be in the income statement. It can 

never change to be a balance sheet account. The cash account is in the balance sheet. Cash will never be 

in the income statement. No account can ever switch over from the balance sheet to the income 

statement or vice versa; an account can only belong to a balance sheet or an income statement but not 

to both. 

 Let’s begin with an understanding of what kind of information is provided in the balance sheet. A 

balance sheet provides information on what the business has available for managers to use as well as how 

those resources were acquired such as by a loan or from someone investing in the business.  

 Every business has resources that are used to run the business. For example, if you own a yard 

service you need yard equipment as a key resource to do the work. The balance sheet shows what 
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resources are available. The balance sheet also shows how the business acquired the resources. The 

balance sheet will indicate if the yard equipment was provided from investments of money into the 

business or if the business took a loan to buy the equipment. If for example, you get your Aunt May to 

invest money in your business and you use that money to buy a new mower, the balance sheet will show 

that information. If you decided to take a loan to buy the mower, then the balance sheet will show that 

too. The difference between an investor and a loan is that the investor is an owner. If Aunt May invested 

money, she is an owner and subject to have a say in how the business is run. If you get a loan you will 

have to pay the money back but the bank is not an owner of the business. The balance sheet shows all 

that and more. You can see why it is a useful tool. 

 The income statement provides information on how profitable the business is for a period of time. 

The revenue from sales is provided in the income statement and then expenses are subtracted revealing 

the net income (profit) or net loss. In accounting we don’t use the term profit but instead we use “net 

income” or “net loss”. As the managers of the yard service cut the clients’ grass, they are gaining revenue. 

There will be expenses, such as gasoline for the mower and wages for the workers. The income statement 

shows the revenue and subtracts the expenses to reveal profitability of the business. Most people in 

business agree that profitability is an important part of keeping a business running for the long run. You 

can see why the income statement is also an important tool. 

 Let’s consider the balance sheet for another business, Cool Beans the coffee kiosk. The balance 

sheet will show the assets which are resources the business has to run a coffee business. A coffee kiosk 

will need some cash, inventory, coffee makers, tables and other equipment.  

 The balance sheet also provides the liabilities of the business. The liabilities are what the business 

owes. The obligations of the business are all liabilities. Cool Beans would owe employees for wages that 

have not been paid. Loans are obligations that must be paid back. In accounting these loans show up on 
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the balance sheet in accounts called the “account payable” or “note payable”. Those are just accounting 

terms for loans. Since loans have to be paid back, they are obligations of the business and so go in the 

liabilities section. 

 Finally, the balance sheet provides the equity. Equity is how much was invested in the business. 

If the owner, Fred, invested $6,800 into the business to get it started, that would be the equity. 

 

 Although all businesses have assets, liabilities, and equity. Each business has its own type of asset. 

For example, equipment might be needed for Cool Beans to make coffee but the equipment at Sunrise 

Jewelry is different because it used for making jewelry. 

 There may be assets you find in one business but those assets are not needed in other businesses. 

For example, Southwest Airlines has airplanes as a major asset on the balance sheet. Obviously neither 

the coffee business or jewelry business will need airplanes! The balance sheet reflects the business! 
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 The other financial statement is the Income Statement. This report will show the profit the 

business has earned for a period of time, such as a month. The income statement starts with the revenue 

that Cool Beans earned from sales of coffee. Then it subtracts the expenses incurred that month.  

 Cool beans needs to use coffee beans when making coffee (obviously). Using up the ingredient, 

coffee, is known as the cost of goods sold.  

 Other examples of expenses for Cool Beans are the need to pay for utilities, insurance, and 

marketing used during that month. These expenses along with the rest are subtracted to reveal the profit 

which accountants call net income. If the expenses were more than the revenue it would be a net loss. 

 It important to note that although all businesses have expenses, the expenses will depend on the 

type of business. Sunrise Jewelry might also have wage expenses but they are for the jewelry employees 

rather than the baristas of the coffee shop. 

 A coffee shop might have an account called supplies just like the jewelry shop but the supplies 

will be different. Also, one company might have an account that the other does not. For example, the 
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jewelry shop might have expenses for traveling to trade shows. However, the coffee business might not 

have any travel. The financial statements will reflect the type of business activities that occur. 
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Chapter 4: A Closer Look at the Balance Sheet 
 

 In business, the balance sheet is important. We use it to understand what the business is worth. 

You can think of it as a report that provides a value of the business. Who cares about the value of the 

business? Actually, lots of people. Two important examples include investors and creditors. If managers 

want to raise money through investment the investors, or potential investors, will consider what kind of 

resources are available. Creditors are also interested in the balance sheet because it can help them 

determine the risk of lending the business money. The lenders can then follow the balance sheet over 

time to see if the business is participating in risky activities that could harm the ability to repay the loan. 

 Although those are the primary users of the balance sheet there are many others. Human 

resources, worker unions, regulatory agencies, or tax agencies are common users of the balance sheet. 

Even the management will use the balance sheet to help make decisions and to assess the strength of the 

organization.  

 The balance sheet is built around what is known as “the accounting equation”. The accounting 

equation is: Assets = Liabilities + Equity 

 Let’s consider these concepts individually. The assets of a business are what the business has 

available in the form of resources. The most common resource is cash. Businesses usually have cash in a 

bank used to pay bills and wages. No matter what kind of business, it probably has some amount of cash 

available.  

 Besides cash, many assets will depend on the type of business. For a yard service, the managers 

will need lawnmowers, rakes and a truck or trailer. However, a coffee shop probably doesn’t need a truck. 

Maybe instead there are coffee makers on the balance sheet to show resources that are available. 
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 How were these resources purchased? Perhaps the resources were purchased through a bank 

loan. Loans are obligations the business must pay later. In accounting we call obligations, “liabilities”. 

There are different obligations that might occur. For example, if the employees worked last week but have 

not been paid yet. That would be an example of an obligation that the business has to the employees. In 

accounting obligations are called liabilities. 

 Another option managers might use to gain access to resources is to utilize money from someone 

that has invested in the business. Let’s say Jerry used his personal money to start the yard service. He is 

an investor. That money makes up the “equity” of the business. Equity doesn’t have to come from Jerry, 

it can come from outsiders too. For example, if Jerry asks Mike if he is interested in becoming an investor 

and Mike agrees then Mike would be contributing equity. That money could be used to buy more 

equipment or expand the service. 

 One thing to remember about equity is that it is different from a loan. A loan MUST be paid back. 

Equity is NOT paid back. However, the people who have equity are owners. So, if there is any profit in the 

business, those owners may get a cut, depending on the situation. 

 Remember, a balance sheet offers a look at the value of the resources of the business at a point 

in time. So, for example at the end of the day on December 31st the business had a certain amount of 

resources, a certain amount of debt, and had a certain amount of investment as equity, that balance sheet 

shows the value at a point in time. Like a photograph shows a situation at a point in time. 
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Chapter 5: Let’s Just Focus on Assets 
 

  It is important to understand the concept of assets before moving forward into the accounting 

process. The simplest explanation of an asset is: the stuff the business has available. But there is really 

more to assets than just that. Assets are resources or ‘stuff’ that managers need to run the business. For 

example, most yard services need lawnmowers. So, it is common to see that type of equipment on a lawn 

service balance sheet as an asset. Although, most yard services have assets that are similar, each balance 

sheet will have slight differences based on how the managers have decided to run that business. Maybe 

one yard service has trucks and another has trailers. 

 It is also important to note that balance sheets for businesses in different industries will usually 

look very different. A jewelry business has an inventory of jewelry with relatively little equipment. The 

jewelry business may own a building from which to sell the jewelry. The yard service may not have 

inventory but instead will have significant equipment purchases. The yard service may not need a building 

but may instead rent a storage facility. 

 Some assets are on all balance sheets no matter who manages the business and no matter what 

industry. Cash is an example of an asset found on every balance sheet. This is because managers need 

cash to pay bills and payroll. However, the amount of cash is really determined by the managers and the 

type of industry. A yard service may not need much cash on hand since they mainly pay for supplies and 

wages. However, an airline may need a great deal of cash to pay for the massive amounts of fuel used to 

run an airline. 
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Chapter 6: Let’s Focus on Liabilities 
 

 Taking a closer look at liabilities, let’s discuss what they are, where they come from, and how 

managers can use liabilities to run the business. I mentioned before that a liability in accounting is an 

obligation that the business owes to an outside party. The obligations are on the right side of the 

accounting equation: 

 Assets = Liabilities + Equity 

 The liabilities are one of the methods that managers can use to obtain resources such as cash, 

equipment or any other asset. For example, if a truck (an asset) is obtained by the lawn service through 

the use of a loan. The loan is a liability because the managers must pay the loan back when it is due. 

 Another obligation could include other people that we owe for their labor. If we have some 

workers at our coffee kiosk that worked last week to serve customers then we owe them for that work. 

Perhaps they are paid $10 an hour. If they worked 20 hours, we owe $200 in wages. That is an example 

of a liability called wages payable. 

 Another time we might run into a liability occurs when we are paid in advance of work we are 

hired to do. Perhaps our coffee kiosk is paid to provide coffee to a conference next week. We have already 

received the cash but we have yet to fulfill our end of the bargain. We have an obligation to provide the 

coffee. That is a liability we call unearned revenue because we have not earned the revenue yet. Unearned 

revenue may occur in other businesses too. Consider a situation of the lawn service getting paid in 

advance to cut the client’s yard but it starts to rain and the job must be postponed. Since the client has 

already paid the manager the lawn service now owes a service. That is a liability in accounting. 

 Another example of unearned revenue is if we are paid in advance for a product. Perhaps we are 

paid to make or order a wedding ring at our jewelry store. The payment is collected from the client in 
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advance. The client is then owed a product at this point. That is a case of unearned revenue from product 

sales.  
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Chapter 7: Now Let’s Focus on Equity 

 Equity is also found on the right side of the accounting equation along with the liabilities. Equity 

is an often-misunderstood term in business. You should become familiar with equity as it is used in 

accounting to make financial statements. 

 Equity is on the right side of the accounting equation along with liabilities. Remember: 

 Assets = Liabilities + Equity 

 The equation demonstrates that resources in a business, such as equipment, can be obtained by 

either a loan or through investment in the business. Loans, as you know are liability, while the investment 

makes up the equity.  

 To understand equity, consider where an investment comes from. Investment can come from 

outsiders such as individuals or institutions that want to be an owner. Once a person or institution invests 

in a business that person becomes an owner. As an owner, the person will not be paid back for the 

investment like in a loan. However, profits may be shared with the investor/owner. 

 Owners get a say in the business. They have the power to oversee managers so to speak. Of 

course, that will all depend on the specific situation, but that is the general idea. Lenders, such as banks, 

generally do not have a say in the operations but an investor might. That is the reason entrepreneurs are 

careful about who they allow to become investors. 

 Investment may take different forms depending on the way the business is formed. A corporation, 

for example, sells shares of stock called common stock. Common stock is just pieces of ownership. So, if 

you buy a share of Microsoft stock you are an owner. Each share has a small percentage of ownership. 

For example, if a business only had 100 shares of stock and you owned 10 shares you would own 10% of 
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the business. If the stock is traded on a stock exchange, like the New York Stock Exchange, then that 

business is a publicly traded corporation and subject to additional laws. 

 A business doesn’t have to be a corporation to have equity from outside investors. There are many 

different forms of businesses besides corporations. When Cindy decided to start the Sunglasses Shack, 

she invested her own money into the business to start it. Her business was not a corporation but the 

money she invested was still equity, it just wasn’t’ called common stock. 

 Investment of equity does not have to come from outsiders. Sometimes businesses keep profits 

in the business. If a business keeps profits to help the business expand then that is equity but it is called 

something else besides common stock. It is called “retained earnings”. If you think about it the name 

defines itself because the business is retaining its earnings. 

 If profits are distributed to owners that is one option. But if they are kept to grow the business, 

then they are called retained earnings. It is like the business is investing in itself.  
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Chapter 8: Income Statement 
 

 The income statement offers some very important information for managers, owners, investors, 

really anyone with an interest in the business. What the income statement does is offer insight into 

profitability. 

 The income statement will provide the reader with the profit made over a period of time. Usually 

a month, quarter, or year. The income statement begins with the revenue which is derived from sales to 

customers. Then expenses that are incurred that month are subtracted. 

 Although all businesses have revenue, the revenue depends on the type of business. For a lawn 

service, the revenue is from customers that pay for lawn maintenance. Although a coffee kiosk also has 

revenue that revenue is obviously from a different type of customer. 

 Expenses follow revenue on the income statement. Often these accounts are very similar in all 

organizations. For example, most business have utilities expenses. However, once again the type of 
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operations will impact what is reported. For example, the supplies purchased for a lawn service are very 

different from supplies expenses for the sunglass retail outlet. 

 After all expenses are subtracted the remainder is called net income (profit). In accounting we say 

net income or net loss.  
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Chapter 9: Accruals 
 

 The timing of business transactions is often misunderstood and its importance under-appreciated. 

The accrual basis is all about timing. We have already discussed profitability of a business. Owners, 

manager, investors, creditors and many others are interested in the profitability of a business. As we 

learned, the income statement provides that information. The accrual basis is a method for recognizing 

revenue and expenses in a certain time period. 

 Accrual basis is a method for timing revenue and expenses. Revenue in accounting is measured 

when it is earned rather than when the cash is received. For example, let’s say a customer pays for the 

lawn service to cut her grass next week. Although she has given the lawn service cash, the lawn service 

has not earned the money yet. That means there is no revenue. Getting cash does not mean revenue has 

been earned. In the case of the lawn service, there is an obligation to cut the client’s grass next week. That 

makes the receipt of cash before the service is provided a liability. We call this unearned revenue. 

 This can go the other way too. Meaning, what if the lawn service cuts the lawn today and bills the 

client. The client has not yet sent in the cash but the lawn service has earned revenue. Meaning the 

company has earned revenue towards profit even though the cash has not been received. The accrual 

basis does not depend on cash but on when the revenue has been earned. 

 Expenses are another situation in the accrual basis that states that cash does not have to be spent 

to have an expense. Perhaps the jewelry store pays rent on the building they use as a retail space. The 

rent expense is only for the month that has happened. Perhaps the manager of the jewelry store decided 

to pay for the current month of January rent and the next month’s rent for February. The payment of 

January rent is an expense because we are in the month and using that space. However, February has not 

occurred. Therefore, February cannot be an expense yet. The prepayment means that we have a resource, 

namely the space for us to use later. We call that a prepaid expense. That makes the prepayment of a 
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future expense an asset. Prepaid expenses are assets. Only resources used up in the current month can 

be current month expenses. Any cash spent for future use is an asset. 

 Another example of accrual method in the expenses is if we use up a resource but have not paid 

cash yet. For example, if the jewelry store uses up electricity in January but does not pay the bill for using 

up the January electricity until February, the expense still goes with the month of January. It does not 

matter when the cash is paid but when the resource is used up. That is what is meant by the accrual basis. 
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Chapter 10: Debits and Credits 
 

 The concept of debits and credits is often the most mysterious and scariest elements of 

accounting. The best way to learn debits and credits is to begin by forgetting any preconceived notions of 

debits and credits. Start your understanding from scratch. If you have heard the terms debit and credit 

before in a job or a credit card, just put that aside for now for the purpose of learning about accounting 

debits and credits. Accounting debit and credit differs from how banks or credit cards use the term.  

 In accounting we will learn to use journal entries. A journal entry is just recording a transaction 

into the system. The system is often called the “books” because before computers a book was used to list 

the transactions. Each transaction had a journal entry to record what happened during that transaction. 

The journal is made up of columns and rows. If the column is a left column it is a debit. If the column is on 

the right it is a credit column. Don’t read any more into that yet. The key is to know when to use the debit 

column and when to use a credit column. Let’s look at a journal to see this in action. 

 A journal is a schedule that records transactions as they occur in time.  

 If managers buy a truck, they record this when it happens using a journal entry. 
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 Looking at the journal you can see there is a column for the date, account used and account 

number. Account numbers are assigned to help reduce confusion. The final two columns are the debit 

and credit column. You can see that the debit column is on the left and the credit column is on the right.  

 Let’s say we decide to purchase a truck. This asset will be used in the business. We need to add 

that asset to the business by increasing the account we use to track our trucks.  

 

 

 Any asset account is increased in value by using the debit column. Since the value of the trucks, 

we have in our business increased we will use the debit column. If we wanted to reduce the value of the 

truck account because we sold one of the trucks, we would NOT use a negative number but instead use 

the credit column. In other words, to increase assets just use the debit column. If we want to reduce any 

asset, we credit that account. 
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 To increase a liability, such as a loan we do the opposite and credit the account with the loan. 

That increases the loan (or any other liability). The same goes for the equity accounts. They follow the 

same pattern as liabilities. For example, if the business sells some stock to raise money, then the equity 

has increased. Equity is means investment in the business and when others buy the stock from us, we get 

are taking them in as an investor. To show this increase in value to equity we credit the stock account. To 

reduce that value, we do the opposite and debit the equity account. 

 The income statement has accounts for recognizing revenue from the sale of products and 

services. If we earned revenue by selling jewelry, we will show that increase in revenue by using the credit 

column. Expenses are increased by using the debit column. If our utility bill is received and we want to 
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show that expense has increased we use the journal and put the amount in the debit column.  

 The big mystery in accounting is that the accounts used to track transactions are increased and 

decreased using debits and credits. Some accounts are increased using debits and some are increased 

using credits. To decrease the account, go the opposite way. Never use a negative to decrease the value 

of an account. We will learn how to do this with examples to various types of transactions. 
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Chapter 11: Journal Entries 
 

 Journal entries are used in accounting to record a transaction that occurs in business. Accounts 

are used to organize the transactions. In order to show the impact of a transaction on an account, we use 

a journal. Journals are schedules that record the transaction in chronological order of occurrence. Let’s 

look at the use of journals to make a journal entry. 

 To understand how to increase or decrease an account using a journal entry, you need to know 

the category of the account. All accounts will fall into either the balance sheet or income statement but 

can never switch and can never be both. For example, cash is always on the balance sheet and can never 

switch to be an income statement account. 

 You may recall that accounts are either on the balance sheet or income statement. All balance 

sheet accounts must be either an asset, liability, or equity account. The accounts can never be more than 

one and they can never switch. For example, the cash account is on the balance sheet and is an asset. 

Cash can never be anything else but an asset. 

 Income Statement accounts must be either a revenue or expense. Income statement accounts 

can never be both and can never switch. Your utility expense account will never become a revenue 

account. It is always an expense. If you know what kind of account you have, you will never have trouble 

learning debits and credits. Consider this example of buying equipment. If you understand that equipment 

is an asset you then know to increase the value of equipment, you use a debit.  

 Let’s say your business never owned land before but decided to buy some land to build a retail 

store. Even if you never made a transaction for land in your past experience you will know how to handle 

the Land Account. Since land is an asset, so the new land account will use a debit to show the business 

now owns land with a certain value.  
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Chapter 12: Journalizing 
 

 Transactions are activities that happen in business. We have already considered some examples 

of transactions. We discussed buying land, buying equipment, and selling our stock among other activities. 

Let’s consider a transaction from a sale of your product. In our business we sell a pair of sunglasses from 

our inventory. How does the business get that sale into the accounting system? By journalizing. Journal 

entries use double entry accounting. We’ll see how this system works in this lesson. 

 A journal entry is recording the transaction in the accounting books or accounting system since 

most accounting work is computerized now. Journal entries have common characteristics. Journal entries 

record each transaction as it occurs, chronologically.  

 Journal entries begin by debiting an account. Journal entries must always use at least two 

accounts so that the accounts that use debits are equal to the accounts that use the credits. 

 Let’s look at a couple example transactions for the coffee shop. Our coffee shop barista sells a cup 

of coffee. She has made a sale by providing the customer a cup of coffee at that time and in return the 

customer gives her $7.  
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 Since $7 in cash was received, we need to show our business has $7 more dollars. Cash is an asset 

and to increase assets we must debit the cash account. All accounts must have at least one credit. So, if 

there was a $7 debit there needs to be a credit. Since this was a sale, we need to show we earned some 

revenue. As you recall, revenue is increased by using a credit. So, our journal entry will have a $7 debit for 

cash and a $7 credit to revenue. Notice that debits equal credits. This must ALWAYS be the case, there is 

no exception.  

 Next, the manager of the business buys some supplies for the coffee shop. He goes to the vendor 

and picks up the supplies and pays with cash. Since supplies were obtained, we have more of a resource. 

Supplies are an asset and thus we have more of that asset. So, we use a debit to increase the value of our 

supplies. The manager used up some cash. To reduce the cash as an asset we use a credit. Never use 

negative numbers in a journal entry. You can increase or decrease any account just by using debit or credit 

columns.  

 The office manager received a bill from the utility company for the current month’s electricity. 

She needs to put this in the accounting system. She indicates that the business used utilities by using an 

expense account. Expenses are increased by using a debit. However, she is not ready to send a check just 

yet. So, the business owes an obligation to the utility company. This is called a liability as you might recall. 

To increase a liability, use the credit column.  
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 Finally, before the end of the day the manager hires a new barista. The act of hiring the person 

does not lead to a journal entry. Just by hiring the person we do not owe that person any wages yet. Only 

after that person works for us will we have any obligation. So, for now we don’t need to do any accounting 

journal entries for that person. However, we may have some paper work for the human resources 

department, but nothing yet for accounting. This shows that not everything in a business leads to an 

accounting journal entry. 

 As you can see from our journal entries, the debits always equal credits. You can use more than 

one account debit or credit if necessary, as long as the total debits equal total credits. Also notice that the 

debits always come first for each transaction. You will see that the credit account description is indented 

for presentation purposes.  
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Chapter 13: Posting 
 

  The next step in the accounting cycle is to transfer the entries from the journal into the general 

ledger. This is known as posting. The General Journal, as you recall, is where transactions are recorded 

into the accounting system. The journal entries provide the chronological listing of each transaction as it 

occurs. Each journal entry provides detail on the situation that has occurred at that time. For example, if 

supplies are purchased, the coffee shop now has supplies and has less cash. The journal entry shows an 

increase in the supply’s asset and the use of cash. But what if you need to know the cash balance? The 

journal entry cannot help you because it only indicates the impact to cash of that one transaction. 

 If you want to know the specific details of an account you will need another tool. The General 

Ledger provides a running balance of each account. Every time you enter a transaction as a journal entry, 

that journal entry must be transferred to the general ledger to show the new balance of the accounts 

impacted by the transaction. 

 Once you finish the journal entry, you transfer the information to the general ledger. That transfer 

is known in accounting as “posting”. 
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In the transaction mentioned with supplies, the increase to the supplies account that happens in the 

journal entry, must be transferred to the General Ledger. The general ledger has a page for each account 

to track the balance as new journal entries are recorded. Since the opening balance for supplies was $200, 

when more supplies are purchased the supplies account will increase. Increasing the supplies from $200 

to $400 is provided in the general ledger as a running total in the balance columns.  

  Notice that the journal entries give detail of the transaction of purchasing supplies using cash. 

But based on that one transaction, you would not know the total amount of supplies. However, the 

general ledger provides the different transactions that have occurred in the beginning to the present, 

showing the balance of that account. 

 In our example the cash account would also be impacted by the transaction. 

 

Since cash, in the Cash account, is used to buy supplies, the balance of cash is reduced and a new balance 

of available cash is now provided. 
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 Another tool often employed by accountants is the T-Account. A T-Account is the general ledger 

but in a shortened form. If two accountants are discussing the impact of a transaction on the account, it 

would be cumbersome to write out the entire general ledger. A shorter way to write the account activity 

is to use a simple T shape with the left of the “T” being the debits and the right being the credits.  

As you can see here, the utilities payable account is provided in detail in the general ledger. But if 

you wanted to show the same information, in a shorter, easier to draw format, you could use a T-Account. 

The general ledger is better if you need a formal report but if you are working with a business partner in 

discussing a transaction, it is much faster to jot out a quick “T” and illustrate the impact of a situation. 
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Chapter 14: Trial Balance 
 

 The trial balance is the next step toward getting a set of financial statements. The trial balance is 

a report that is used in our preparations of the balance sheet and income statement. The trial balance 

provides only the ending balance from each account in the general ledger. None of the details of the 

transactions are available in the trial balance. The trial balance is an important step towards getting a set 

of financials statements, including the balance sheet and income statement. 

 In order to complete the trial balance, the ending general ledger balance, of the Revenue account 

in this case, is transferred into the trial balance. This is done for every account in the business. The trial 

balance should end with debits equaling credits in total.  

 The trial balance was especially useful in the days before automation. The transactions were 

manually entered and then manually posted to the general ledger. But by creating a trial balance, it was 

possible to see if there was an error in the accounting process. They call this check a “control”.  

 Accountants also use the trial balance to review the business to determine if any adjustments are 

needed before the final set of financials are produced. Adjustments are not covered in the scope of this 

book because this is a basic accounting course. Once all balances from every account are transferred from 

the general ledger to the trial balance, we are ready to begin the financial statement preparation.  
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 The final step in the accounting cycle is to complete the financial statements. This is accomplished 

by transferring the balances from our trial balance into the income statement and balance sheet. The 

income statement must be completed first because information in the income statement is needed to 

complete the balance sheet.  

 Transfer the balances from the trial balance in the revenue and expense accounts into the income 

statement. The revenue accounts increase profit or net income. The expenses reduce the net income.  

 Once the accounts are transferred and net income is calculated in the income statement, you will 

complete the Statement of Retained Earnings. Retained Earnings are any profits that are kept in the 

business. The business managers and owners can decide to either keep profit and use it to build the 

business or return it to the owners, sometimes called stockholders.  

 If the managers decide to keep the net income to build the business, that is called Retained 

Earnings. If the managers decide to return the profits to the owners, that is called Dividends. 
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 The Statement of Retained Earnings takes the balance from the previous month and adds the 

current net income. Then the dividends are subtracted to get the new and updated retained earnings.  

 In our example of Cool Beans, the business is brand new so that means the beginning balance is 

$0. However, if the business was around before, the beginning balance would come from the previous 

month.  

 That means that when the month of February is completed for Cool Beans, the beginning retained 

earnings will be $5900. The ending balance from Retained earnings will be used to complete the balance 
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sheet.  

 The balance sheet is completed by taking the accounts that make up assets, liabilities, and equity 

then transferring the balances to the new balance sheet report. First, take the assets. The assets are 

usually the first group and begin with the Cash accounts then continue by running down the trial balance 

until one gets to the liabilities. 

 The first trial balance accounts are made up of assets. They begin with the current assets in order 

of liquidity. These are transferred to the Balance Sheet. Notice that the assets are all debit balances. This 

is because when you increase an asset account you use debits. Although an account like Inventory can 

increase when new inventory is purchased, or decrease when inventory is sold, the account should never 

decrease to the point that it becomes a credit. If that were the case it would be as if we were showing 

negative inventory. That situation would be not be normal. Thus, the normal balance for assets are debit 

balances. 

 The next group of accounts include Liabilities and Equity. These accounts are typically credit 
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balances. That is because to increase a liability in a journal entry, you use the credit side. For example, 

wages payable means that Cool Beans owes some employees for some wages that have occurred before 

pay day. To show we owe more wages payable, a credit is used. When we do pay the employees on pay 

 

day, Cool Beans will use a debit to reduce what the business owes the employees in the account.  

However, Cool Beans will probably never owe the employees a negative paycheck. That would be 

abnormal to say the least! That is why liabilities and equity have a normal balance that is a credit balance.  

 The basic financial statements are completed. With the Income Statement and Balance Sheet, a 

person that is analyzing the business can make a determination on the business profitability as well as the 

kind of resources the business has available. The analyst can also consider the risk of the business by 

looking at how much the business owes in loans. The more the business owes, the greater the risk of being 

unable to make the loan payments. That is a generalization but holds true most of the time. 

 There are other financial statements but they are not covered in this book because the scope of 

the book was to build a basic understanding of the accounting cycle.  
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Conclusion 

 Accounting is a misunderstood business function. Often it is made overly complicated which leads 

to frustration and confusion. The purpose of this short book was to build a foundation of the accounting 

cycle. The goal was to help you understand the basic process of taking business activities from the day-to-

day operations to the financial statement reports. This knowledge can be used immediately by any 

business professional to understand how their business is represented on the financial statements. This 

knowledge can also be used to obtain capital by attracting investors and lenders. By completing this book, 

you are now ready to build on your knowledge of accounting. Visit us at www.accountinghound.com for 

more resources for learning accounting. 

  

http://www.accountinghound.com/
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Additional Resources and Offers 
 

Visit AccountingHound.com for the Accounting Primer course. At the time of this publication the 

Accounting Primer Course is FREE so enroll as soon as you can. 

Also find other courses available from the author including: 

• Accounting Basics 

• QuickBooks Online Rapid Training 

• Managerial Accounting 

• Financial Statement Analysis 

• Depreciation Calculations in Accounting 

http://www.accountinghound.com/
https://www.accountinghound.com/courses/
https://www.accountinghound.com/courses/
https://www.accountinghound.com/courses/
https://www.accountinghound.com/courses/
https://www.accountinghound.com/courses/
https://www.accountinghound.com/courses/

