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n Chapter 2, you learned how to calculate the financial position of a com-

pany and to present it using a balance sheet. You found that assets, liabilities,

and equity were constantly changing. In this chapter, you will begin a process
to track these changes.

3.1» Business Transactions

On any given day, many events occur that cause the financial position of a busi-
ness to change. Each of these events is called a business transaction which
may be defined as a financial event that causes a change in financial position.

For example, suppose the business buys a truck for which it pays $20 000
cash. This event is a transaction because it causes the financial position of the
business to change. There would be an increase in assets of 320 000 in the item
Trucks. There would also be a decrease of $20 000 in the asset Cash.

Suppose that the business owes $7000 to City Finance and makes a pay-
ment of 31000 against the debt. This event is also a transaction that causes
the financial position to change. The amount in liabilities owed to City Finance
would be reduced by $1000. In assets, the cash on hand would be reduced by
$1000.

On the other hand, suppose that the city plumbing inspector inspects the
building and leaves a letter suggesting some improvements. This is not a busi-
ness transaction because no assets or liabilities have changed as a result of the
activity.
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Source Documents

When an asset, liability, or equity item is recorded for accounting purposes,
a business paper or document is required to verify the dollar amount. The
business paper is called a source document. It is the original record of the
transaction—which is why it is called the source—and it provides accounting
personnel with the information they need to process the transaction properly.
Examples of source documents include hydro bills, telephone hills, cheque
copies, store receipts, cash register summaries, and eredit card slips. They pro-
vide proof of payment, proof of purchase, and reference. Depending on the size
of the business, source documents may move from person to person and from
department to department. They are eventually filed because owners, manag-
ers, auditors, and others may want to ask questions. In Chapter 6, a full discus-
sion is devoted to source documents, with illustrations. For now, remember

1. accounting entries are made from business papers known as source
documents

2. source documents are kept on file for reference purposes and are proof of
transactions

Accounting Standards—The Objectivity Principle

Objectivity is a long-standing accounting principle related to source documents.
The objectivity principle requires that a business’s accounting be recorded on
the basis of clear, verifiable evidence. This principle means that different people
looking at the evidence will arrive at the same values for the transaction. Sim-
ply put, this means that transactions will be recorded on fact, not on personal
opinion or feelings.
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Objectivity Principle: accounting data should be verifiable.

All accounting transactions must be supported by business papers
called source documents.

Source Documents: business forms (papers) that give evidence of
business transactions on a certain date.

The source document for a transaction is almost always the best ohjective
evidence available. For example, the best objective evidence for the purchase of
a new desk used in the business is the hill received from the retailer. The source
document shows the amount agreed to by the buver and the seller, who are usu-
ally independent of each other.
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SECTION 3.1 REVIEW QUESTIONS (page 59)
1. A business transaction is a financial event that causes a change in financial posilion.

2. Answers will vary. An example of a transaction could be a new office desk that is purchased

and paid for in cash.

8. Answers will vary. An example of an event that is not a transaction could be the owner

examining some new compuler equipment that is demonstrated by a salesperson.

4. A sourece document is the original record of a transaction thai provides the accounting

department with the information it needs related to the transaction.
5. Examples of source documents include hydro bills, telephone bills, cheque copies, store
receipts, cash register tapes, and credit card slips.

6. After the accounting entries have been completed, the source documents are filed for future
reference.

7. The objectivity principle states that accounting will be recorded on the basis of objective

evidence. This means that transactions will be recorded based on facts not on personal
opinions or feelings. For example, the best objective evidence for the cost of cellphone use is
the bill from the cellphone company.
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SECTION 3.1 EXERCISES (page 59)

Exercise |, p. 59

A,
B.
C.
D.

transaction

transaction

not a transaction

transaction

Exercise 2, p. 59

A.

B.
C.
D.

transaction

not a transaction

nol a transaction

transaction

Exercise 3, p. 60

CSoRre

Campbell & Associales issued the bill.

TeEs

TeEE

transaction

October 02, 2018

not a transaction

transaction

not a transaction

not a transaction

fransaclion

transaction

not a transaction

Smokey Valley Ski Club received the bill.

The bill was issued July 22, 20-.

Campbell and Associales issued the bill because they audiled the records of Smokey Valley

Ski Club and also prepared financial statements for them.

Yes, the bill represenis good objecltive evidence because il originales from a source

independent of the business.
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Exercise 4, p. 60
The Davey Company issued the bill.

Smokey Valley Ski Club received the bill.

The bill was issued December 5, 20-.

The soods were delivered December 5, 20-. They were delivered by CPX

The bill is due for payment 20 days from December 5, 20—, which would be the following
January 4.

mEaRrRe

F. The bill was issued as evidence of the transaction to be used in the accounting records of
both the purchaser and the vendor.

. No, this was not a cash sale transaction. It is a sale on eredit.

H. The bill represenis good objective evidence because if comes from an independent source.

Exercise 5, p. 61
A. The memorandum is not good objective evidence because it does not come from an

independent source.

B. The best objective evidence for this transaction would be the bill from the supplier.
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Equation Analysis Sheet

Your next step in the study of accounting is to learn how various business trans-
actions affect and change the financial position. To begin, look at Figure 3.1, the

simplified balance sheet of Metropolitan Movers of Windsor, Ontario.

METROPOLITAN MOVERS
BALANCE SHEET
SEFTEMBER 29, 20—
Assets Liabilities
Cash $13 500 Accounts Payable
Accounts Receivable — Central Supply $ 1750
—-B. Cava I 300 Bank Loan 18 370
— K. Lincoln 2 500 Total Liabilities $20 120
Equipment 11500
Trucks 24 500 Owner's Equity
|- Hofner, Capiral 33 180
Total Assets $53 300 Total Liabilities and Equity  $53 300

The balance sheet of Metropolitan Movers shows the values of the assets,
liabilities, and equity at the end of the business day on September 29th. As
business transactions occur on September 30th, there will be changes in the
values of aszets, liabilities, and equity. The balance sheet i3 not a suitable type
of record on which to record these changes. Therefore, let us arrange the balance
sheet items in a different manner. We will transfer the assets, liabilities, and
capital from the balance sheet onto what we will call an equation analysis sheet.
An equation analysis sheet is a tool for displaying individual transactions
and the new financial position resulting from each transaction. At this stage
of your accounting studies, the equation analysis sheet is ideal for analyzing
and recording changes in financial position. In Chapter 4, you will modify your

recording methods.

October 02, 2018

432

Figure 3.1

The balance sheet of
Metropolitan Movers

Figure 3.2 shows the balance sheet items for Metropolitan Movers entered
on an equation analyvsis sheet. Note that this arrangement is in the form of the

fundamental accounting equation.

OWMER'S
ASSETS = LIABILITIES + EQUITY
AP
METROPOLITAN AR AR Central  Bank . Hofner,
MOVERS Cash B. Cava K. Lincoln  Equipment Trucks Supply Loan Capiral
Sep 19 Balances 13 500 I 300 2 500 Il 500 24 500 I 750 I8 370 33 180
Figure 3.2

Equation analysis sheet for Metropalitan Movers
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Accounts Receivable and
Accounts Payable may be
abbreviated A/R and AJP

for now. You will learn the

standard format for listing
these terms in Chaprer 8.

October 02, 2018

Updating the Equation Analysis Sheet

Let us now examine how transactions affect financial position.

TransacTion |: Metropolitan Movers pays $1200 cash to reduce

the Bank Loan.

After this payment is made, the financial position shown in Figure 3.2 will no
longer be correct. Two changes are necessary: Cash must be reduced by $1200
and the amount owed to the bank must also be reduced by $1200. These changes
are recorded on the equation analysis sheet shown in Figure 3.3 helow.

OWNER'S
ASSETS = LIABILITIES + EQUITY
AP

METROPOLITAN AR AR Central  Bank ). Hofner,
MOVERS Cash B. Cava K. Lincoln  Equipment Trucks Supply Loan Capiral
Sep 29 Balances 13 500 I 300 2 500 Il 500 24 500 I 750 I8 370 33 180
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TransacTionN 2: K. Lincoln, who owes Metropolitan Movers $2500,
pays $1100 in partial payment of the debt.

Can vou figure out the changes to be made on the equation analysis sheet? Try
to do this mentally before looking at Figure 3.4 below.

OWMNER'S
ASSETS = LIABILITIES + EQUITY
AlP
METROPOLITAN AJR AJR Central Bank ]- Hofner,
MOVERS Cash B. Cava K. Lincaln  Equipment Trucks Supply Loan Capital
Sep 29 Balances |3 500 | 300 2 500 Il 500 24 500 | 750 18370 33180
Transaction | | 200 | 200
New Balances 12 300 | 300 2500 Il 500 24 500 | 750 17170 33 180
Trovs 2 +\lcO -
\ oy a0 Moo 1900 S NSO {0 33\
Balana o
/ \_————’—’—Y\J
| —~ I

39 100 > 100



Day 2 - Analyzing Business Transactions (after).notebook October 02, 2018

TransacTioN 3: Equipment costing $1950 is purchased for cash.
-— .

- —_— - -
Again, try to make the changes mentally before looking at the entries recorded
in Figure 3.5 below.

METROPOLITAMN
MOVERS

Sep 29 Balances
Transacrion |
New Balances

Transaction 2
MNew Balances

Trems 3

OWNER'S
ASSETS = LIABILITIES + EQUITY
AlP
AJR AR Central Bank |- Hofner,
Cash B. Cava K. Lincoln  Equipment Trucks Supply Loan Capital
13 500 | 300 2 500 Il 500 24 500 | 750 18 370 33180
1 200 | 200
12 300 I 300 2 500 Il 500 24 500 | 750 17 170 33 180
I 100 | 100
13 400 | 300 | 400 Il 500 24 500 | 750 17170 33180
“So Q)

Belan

wsg oo 400 12450 Msa NSe 1D 3218Y

L/Y\JL/\F\’)

G 100 Sa100

11
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TraNsacTION 4: A pick-up truck is purchased at a cost of $18 000.
Metropolitan Movers pays $10 000 cash and arranges a loan from
its bank to cover the balance of the purchase price.

{(Note: This is considered to be a single transaction. The bank will pay $8000
directly to the truck dealer, who will be paid in full.}) Again, trv to work out the
changes mentally before looking at the equation analysis sheet in Figure 3.6.

OWMNER'S
ASSETS = LIABILITIES + EQUITY
AlP
METROPOLITAN AR AR Central Bank J. Hafner,
MOWERS Cash B. Cava K. Lincoln  Equipment Trucks Supply Loan Capital
Sep 19 Balances |3 500 1 300 2500 Il 500 24 500 | 750 18 370 33 180
Transacrion | I 200 | 200
Wew Balances 12 300 I 300 2 500 Il 500 24 500 | 750 17 170 33 180
Transaction 2 | 100 | 100
New Balances |3 400 I 300 | 400 11 500 24 500 | 750 17170 33 180
Transaction 3 -1 950 | 950
New Balances Il 450 I 300 | 400 13 450 24 500 | 750 17170 33 180
Yons Y —\0C00 +\%000 + B0
B340 H9po[nso 0 33\R0
Bolanes MO 120 W00 ,

60 160 0 10
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TransacTioN 5: Metropolitan Movers completes a storage service
for B. Cava at a price of $1500. A bill is sent to Cava to indicate the
additional amount that is owed.

Work out the changes necessary and compare them with the equation analysis
sheet in Figure 3.7 (on the next page).

OWMNER'S
ASSETS = LIABILITIES + EQUITY
AP
METROPOLITAN AR AR Central Bank |- Hofrer,
MOVERS Cash B. Cava K. Lincoln  Equipment Trucks Supply Loan Capital
Sep 29 Balances 13 500 I 300 2500 Il 500 24 500 1 750 18370 33 180
Transaction | | 200 | 200
New Balances 12 300 | 300 2500 Il 500 24 500 | 750 17170 33 180
Transaction 2 | 100 I 100
New Balances 13 400 | 300 | 400 |1 500 24 500 I 750 17170 33 180
Transaction 3 -1 950 | 950
MNew Balances 11 450 I 300 | 400 13 450 24 500 I 750 17170 33 180
Transaction 4 —10 000 18 000 8 000
MNew Balances | 450 | 300 | 400 13 450 42 500 | 750 25170 33 180 ‘
Trans O 41500 + 1200
N0 %o
Balane 1450 180D oo 1HW ‘-IaSoo\ HOKD

Understanding changes like the ones in Transaction & is vital to becoming a
good accountant, Transaction 5 may be analvzed as follows:

1. B. Cava owes 31500 more to Metropolitan Movers, Therefore the figure for
Accounts Receivable—B, Cava 1s increased by $1500,

2. No other asset or liability is affected.
3. J. Hofner’s capital is increased by $1500, as explained below.

There are two ways to explain this increase in capital. First, be aware that
Metropolitan Movers is in the business of providing a service to earn profit.
When the service to B. Cava has been completed, the $1500 is legally owed and
a gain has been made. Metropolitan Movers has earned thisqnoney. This gain is
recorded by increasing the capital of the owner, J. Hofner. ReVEHWL

Second, in Section 2.3 you learned that equity is a residual claim. In other
words, the owner gets to claim the “leftovers.” Mathematically, the Total Assets
figure has increased by $1500. Since there are no additional liabilities, the owner
claims this extra $1500, keeping the accounting equation in balance.

% Revtnues rePfeseJ\JV on inCfease Jro ANRE'S

ec\ui
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TransacTioN 6: J. Hofner, the owner, withdraws m for

personal use.

Work out the necessary changes and then check your work against the equation
analysis sheet in Figure 3.8 below.

METROPOLITAMN
MOVERS

Sep 19 Balances
Transaction |
New Balances

Transaction 2
Mew Balances

Transaction 3
New Balances

Transaction 4
MNew Balances

Transaction 5
MNew Balances

s 6

Cash

13 500
-1 200
12 300

[ 100
13 400

—1 950
Il 450

10 000
| 450

| 450

- S060

AR

B. Cava

I 300

I 300

I 300

I 300

I 300

| 500
2 800

ASSETS

AR

K. Lincoln

2500

2500

=1 100

| 400

| 400

1 400

| 400

Equipment
1500

11 500
Il 500
| 950
13 450

13 450

13 450

Trucks

24 500

24 500

24 500

24 500

18 000

42 500

41 500

LIABILITIES
AlP

Cencral Banlk
Supply Loan
| 750 18 370

-1 200
| 750 17 170
| 750 17 170
| 750 17 170

8 000
I 750 25 170
| 750 25 170

OWMNER'S
EQUITY

. Hofner,
Capiral

33 180

33 180
33 180
33 180
33 180

| 500
34 680

~ 00

Balance g5 se00 4o

V2450 Y3seq V1o 29170

In analyzing Transaction 6, observe that

1. Cash is decreased by $500, the amount withdrawn.

2. No other asset or liahility 1s affected.

Eat:

3. Capital 1s decreased by $500. Assets have been withdrawn from the busi-
ness. There is less to claim. Obviously, the creditors’ claims are unaffected
bv the drop in assets. The owner must assume a smaller claim, leaving the
accounting equation in balance.

, /\' _ .
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TransacTioN 7: One of the trucks requires an engine adjust-
ment costing $375. The repair is paid for in cash when the truck is

picked up.

October 02, 2018

Work out the necessary changes and then check your work against the equation
analysis sheet in Figure 3.9 below.

METROPOLITAN
MOVERS

Sep 29 Balances
Transaction |
New Balances

Transaction 2
Mew Balances

Transaction 3
Mew Balances
Transaction 4
New Balances

Transaction 5
New Balances

Transaction &
Mew Balances

Cash

13 500
-1 200
12 300

I 100
13 400

-1 950
11450

10000
| 450

| 450

500
950

AR
B. Cava

I 300

I 300

I 300

I 300

I 300

I 500

2 800

1 800

ASSETS
AR
K. Lincoln  Equipment
1 500 Il 500
1 500 Il 500
=1 100

| 400 Il 500
| 950

| 400 13 450

| 400 13 450

| 400 13 450

| 400 13 450

In analyzing Transaction 7, observe that

1. Cash iz decreased by 5375, the amount paid for the repair.

Trucks

24 500

24 500

14 500

24 500

|8 000

42 500

42 500

42 500

LIABILITIES
AlP
Cenrral Bank
Supply Loan
| 750 18 370
-1 200
| 750 17 170
I 750 17 170
| 750 17 170
8 000
| 750 25 170
| 750 25 170
| 750 25 170

OWHNER'S
+ EQUITY

. Hafner,
Capital

33 180

33 180

33 180

33 180

33 180

| 500
34 680

500
34 180

2. No other asset or liability is affected. The value of the truck on the equation
analysis sheet is not increased because the engine received a tune-up.

3. Capital is decreased by $375. Cash paid has decreased the amount of Total
Assets. Since there is a smaller amount of assets to claim, and the creditors’

claims are unaffected, the owner's claim must decrease in response to the
reduction of assets,

4. After the changes are recorded, the accounting equation is still in balance,

15
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Updating the Balance Sheet

October 02, 2018

The figures for an updated balance sheet for Metropolitan Movers are taken
from the last line of the equation analysis sheet. Figure 3.10 below shows the

new balance sheet.

Assets
Cash
Accounts Receivable
—B. Cava
— K. Lineoln
Equipment
Trucks

Total Assets

METROFPOLITAN MOVERS
BALANCE SHEET
SEPTEMBER 30, 20—

$ 575

2 800
1 400
13 450
42 500

$60 725

Liabilities
Accounts Payable
— Central Supply
Bank Loan
Total Liabilities

Qwner’s Equity
J. Hofner, Capital
Total Liabilities and Equity

$ 1750
25 170
$26 920

33 805
$60 725

16
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Summary of Steps in Analyzing a Transaction

The following steps will help you to analyze any transaction:

October 02, 2018

Step | Identify all asset and liability items that must be changed and make all

necessary changes,

When thinking about the transaction, try to be logical and use common

SENse.

= Carefully analvze the information given for any transaction.
+ Classify each item affected as an asset or a liability.

+ Decide whether each item affected 1s to be increased or decreased.

Step 2 See if the owners equity has changed.

Remember the accounting equation. For example, if assets decrease and
there is a corresponding liability decrease, the owner’s equity will not
change. However, if assets decrease and liahilities are unchanged, the
equation must be balanced by a decrease in owner’s equity. Eventually,
yvou will come to recognize whether or not owner’s equity has changed.
Generally, if a business is better off after a transaction, owner’s equity
has increased. Il a business is worse off after a transaction, owner’s

equity has decreased.

Step 3 Make certain that at least two of the individual items have changed.
It is possible for several items—assets, liabilities, or owner’s equity—to

change, but there can never be only one change.

Step 4 Make sure that the eguation is still in balance.

The fundamental accounting equation must be respected: assets must

equal liabilities plus owner’s equity.

17
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Homework
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