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Introduction


This book has been written for students studying the Cambridge IGCSE™, IGCSE (9–1) and O Level Accounting syllabuses (0452/0985/7707) for examination from 2027. It provides all the knowledge, understanding and skills you need while studying the course, together with up-to-date examples of applications of accounting in the real world.

This book will support you throughout the course by following the structure of the syllabus. Each chapter starts with the learning objectives to be covered in that chapter and ends with a checklist summarising the important points covered.

The key concepts are broken down into manageable sections, with key terms and concepts highlighted to help you understand the key aspects of accounting. Templates and examples of the key accounting documents are provided and Worked examples walk you through key calculations and procedures. Activities and Think about it reflection tasks help you to check what you’ve just learned throughout each chapter.

Each chapter ends with practice questions and chapter review questions to help you consolidate what you’ve learned throughout the chapter and to prepare you for assessment.


How to use this book

To make your study of Accounting as rewarding and successful as possible, this textbook, which is endorsed for the Cambridge Pathway, offers the following important features:


Organisation and learning objectives

Chapter titles and chapter section headings match the headings in the syllabus. Each chapter starts with the learning objectives from the syllabus to be covered in that chapter and ends with a checklist summarising the important points covered.



Approach

The subject material is written in an informative yet lively way that allows you to gain a complete understanding of each topic.



Testing knowledge

Activities, practice questions and chapter review questions are included to test learning. The practice questions include some past paper questions, identified with an acknowledgement line at the end of the question that references the paper in which they originally appeared, while the other practice questions are author-written questions.
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Exam preparation and technique


Revision

You should be able to perform to the best of your ability if you:


	•  ensure that you have worked through all of the activities and practice questions in this book

	•  revise thoroughly before your examinations – allow plenty of time for this and avoid leaving it until the last minute.



You can also help yourself greatly if you take the following steps:


	•  Obtain a copy of the syllabus. You could use the syllabus content as a checklist for your revision. You should also be able to obtain past examination papers.

	•  Make sure that you know the number and length of each of the examination papers you will have to sit. The style and nature of the questions often differ between papers so you must be quite clear about the type of questions likely to appear on each paper. All questions are compulsory.



For Cambridge IGCSE, IGCSE (9–1) and O Level Accounting the examination papers are:




	 
	Length
	Type of paper
	Type of questions
	Number of marks





	Paper 1
	1 hour 30 minutes
	Multiple-choice questions
	40 questions based on all syllabus content
	40 marks (30%)



	Paper 2
	1 hour 45 minutes
	Structured written paper
	5 questions based on all syllabus content
	100 marks (70%)





The information in this section is based on the Cambridge International Education syllabus. You should always refer to the appropriate syllabus document for the year of examination to confirm the details and for more information. The syllabus document is available on the website: www.cambridgeinternational.org



Key command words you need to know:




	Advise
	Write down a suggested course of action in a given situation



	Analyse
	Examine in detail to show meaning, identify elements and the relationship between them



	Calculate
	Work out from given facts, figures or information



	Compare
	Identify/comment on similarities and/or differences



	Define
	Give precise meaning



	Demonstrate
	Show how or give an example



	Describe
	State the points of a topic/given characteristics and main features



	Discuss
	Write about issue(s) or topic(s) in depth in a structured way



	Evaluate
	Judge or calculate the quality, importance, amount or value of something



	Explain
	Set out purposes or reasons/make the relationships between things clear/say why and/or how and support with relevant evidence



	Give
	Produce an answer from a given source or recall/memory



	Identify
	Name/select/recognise



	Justify
	Support a case with evidence/argument



	Prepare
	Present information in a suitable format



	State
	Express in clear terms



	Suggest
	Apply knowledge and understanding to situations where there are a range of valid responses in order to make proposals/put forward considerations







Finally…

Accounting is integral to daily life, enabling businesses, organisations and individuals to manage their finances effectively. It helps us understand where financial information comes from, what it means and how it can be used to make informed decisions.

This edition introduces new chapters on ethical considerations, technology and sustainability, reflecting modern accounting practices. Automation is reshaping the accountants’ work, making them more efficient rather than redundant. Many chapters have been updated to emphasise the role of technology in modern accounting practices.

This book is an accessible introduction to accounting, simplifying complex concepts for beginners. It breaks down intricate ideas into clear, understandable chapters. This equips you with the knowledge and skills to navigate financial systems confidently.

Whether exploring the basics or preparing for exams, this book has you covered, laying down a strong foundation for a successful future in business and finance.


Endorsement statement

Endorsement indicates that a resource has passed Cambridge International Education’s rigorous quality-assurance process and is suitable to support the delivery of their syllabus. However, endorsed resources are not the only suitable materials available to support teaching and learning, and are not essential to achieve the qualification. For the full list of endorsed resources to support this syllabus, visit www.cambridgeinternational.org/endorsed-resources

Any example answers to questions taken from past question papers, practice questions, accompanying marks and mark schemes included in this resource have been written by the authors and are for guidance only. They do not replicate examination papers. In examinations the way marks are awarded may be different. Any references to assessment and/or assessment preparation are the publisher’s interpretation of the syllabus requirements. Examiners will not use endorsed resources as a source of material for any assessment set by Cambridge International Education.

While the publishers have made every attempt to ensure that advice on the qualification and its assessment is accurate, the official syllabus, specimen assessment materials and any associated assessment guidance materials produced by the awarding body are the only authoritative source of information and should always be referred to for definitive guidance.

Our approach is to provide teachers with access to a wide range of high-quality resources that suit different styles and types of teaching and learning.

For more information about the endorsement process, please visit www.cambridgeinternational.org/endorsed-resources








SECTION 1 The fundamentals of accounting


Chapters


	1  The purpose of accounting

	2  The accounting equation



This section introduces you to accounting, its purpose and its important role in business and finance. Accounting is also the foundation on which modern-day record keeping – the double entry system – is based. This section explains how book-keeping is different from accounting and the accounting equation.
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1 The purpose of accounting
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By the end of this chapter, you will understand:


	•  the difference between book-keeping and accounting

	•  the purpose of measuring business profit and loss

	•  the role of accounting in providing information for monitoring progress and decision making.
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The difference between book-keeping and accounting

Book-keeping primarily focuses on creating and maintaining accurate accounting records. It involves the detailed recording of all the financial transactions that occur over a business period. Every transaction of economic value should be recorded, otherwise it could get forgotten and omitted. Book-keeping is important as it ensures that the records of all financial transactions that a business has undertaken are accurate, up to date and comprehensive.

While book-keeping collects, records and classifies financial data, accounting goes beyond book-keeping by summarising, analysing and interpreting this data to support decision making. Accountants use book-keeping records to prepare financial statements at regular intervals. These statements are then analysed and interpreted to aid decision making.



[image: ]

Key terms

Book-keeping involves the systematic recording and organising of a business’s financial transactions.

Accounting focuses on analysing, interpreting and summarising financial data using information recorded and gathered through book-keeping. It creates reports such as statements of profit or loss and statements of financial position to help decision making.

Financial data refers to any aspect of a business that can be measured in monetary terms, for example, sold goods for $400 cash.

Financial statements comprise a statement of profit or loss and a statement of financial position.
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Definition of accounting

Accounting is a process of:


	a  collecting and recording financial data

	b  classifying financial data

	c  summarising financial data

	d  analysing financial data

	e  interpreting financial data

	f  communicating financial data.



Let us now examine each step of the accounting process more closely.


	a  Collecting and recording financial data: Every business needs to collect and record financial data. The data comes from the daily transactions a business undertakes, for example, selling goods to Amigo for $400 on credit. The financial data that would be recorded from this transaction would be an increase in the total sales and an increase in the amount owed by customers to the business.

	b  Classifying financial data: After the financial data has been recorded, it is classified into assets or liabilities, income or expenses. To continue with the previous example, an increase in total sales would be classified as ‘revenue’ and an increase in the amount owed by customers would be an asset called ‘trade receivables’.

	c  Summarising financial data: Once financial data has been recorded and classified, it is summarised for the benefit of the people interested in the business – often referred to as interested parties. One example of a summary is the statement of profit or loss, which calculates a business’ profit or loss.

	d  Analysing financial data: Analysing means examining something in detail to explain and interpret it. For example, on their own, figures in the statement of profit or loss are not as useful as analysis using these figures and accounting ratios (see Chapter 21). The analysis allows comparisons between years and between competing businesses, for instance. Based on these comparisons, important decisions can be made and business strategies can be planned.

	e  Interpreting financial data: The interested parties need to interpret the data once it has been analysed. Interpreting means deciding what the intended meaning of something is. For example, a manager will use information from the analysis of figures in the statement of profit or loss to make important decisions. If the business has been consistently profitable over the past few years, it may decide to expand its operations (see more in Chapter 22).

	f  Communicating financial data: The summarised data is then made available to the accounting users, also called the interested parties. For example, in the case of limited companies (see Chapter 17), shareholders can use the information to monitor how well their investment is doing.
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Key terms

Interested parties are all those people or groups of people with a special interest in a business. They may be internal or external to the business, such as prospective investors, the government, trade payables and managers.

Statement of profit or loss is used to calculate the profit made by a business. Along with the statement of financial position, it makes up the financial statements of a business.
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Think about it!

What if a business has valuable, highly trained employees? The employees are not part of the ‘financial data’ and therefore get overlooked. Do you agree? If you agree, how important is this omission?
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Think about it!

Ian scored 10 marks in his accounting test while Yagmur scored 50 marks in her test. Who performed better? Yagmur may have done better. However, Ian’s test had a maximum mark of 10, while Yagmur’s test had a maximum mark of 100. Converted to a percentage, we can see that Ian has done better with a 100 per cent score, while Yagmur only scored 50 per cent. This shows us that stand-alone figures do not give us all the important information. In this example, the figures need to be converted into ratios or percentages to fully make sense.

Work with a partner to answer the following questions:


	•  Ian Toys made a profit of $50 000 and Yagmur Toys made a profit of $150 000. Which business is more profitable?

	•  Do you have enough information to answer this question? If not, what additional information do you need?
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Think about it!

In pairs, decide who would interpret the financial data of a soft drinks company.
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Activity 1


	1  State whether or not each item is financial data:

	a  Cash that a customer pays for services received

	b  Well-trained employees

	c  A government tax proposal on fizzy drinks

	d  The purchase of a motor van

	e  The sale of equipment

	f  The location of a restaurant which brings in more customers than its competitors

	g  Good suppliers who deliver quality goods on time.




	2  Copy and complete the table below and place a tick ([image: ]) in the appropriate column to indicate what each activity represents.






	 
	Classifying financial data
	Interpreting financial data
	Communicating financial data





	Deciding whether an item in a business transaction is an asset or a liability
	 
	 
	 



	Publishing the statement of profit or loss on the business website
	 
	 
	 



	Measuring the performance of a business using ratios
	 
	 
	 



	Deciding whether an item in a business transaction is an income or an expense
	 
	 
	 



	Measuring the cash position of a business using ratios
	 
	 
	 



	Sending the financial statements of a business to shareholders by email
	 
	 
	 





[image: ]






Role of technology in book-keeping and accounting

Technology has made book-keeping and accounting easier and faster. Accounting software automates the recording, organisation and calculation of financial data. This reduces errors and saves time compared to manual methods.



Purpose of accounting

The purpose of accounting is to provide important financial information that helps interested parties to monitor progress. Managers can use financial data to analyse a business’ opportunities and challenges.

Accounting also helps with good decision making. For example, if profits have been falling, the statement of profit or loss reveals the reasons for this. Perhaps expenses have increased. In this case, managers must decide which expenses must be decreased and how.

Accounting can also inform interested parties what a business is worth. The statement of financial position (see Chapter 2) provides information about the business’ assets, liabilities and owner’s equity.
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Key info

The purpose of accounting is to take financial data and convert it to a form that can be used for good decision making.
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Purpose of measuring business profit and loss

One of the main aims of a business is to make a profit. Businesses should be able to measure this profit so that it can then be compared with the profits of previous years. If profit falls, owners and managers will try to find ways to decrease expenses or increase revenue. Because the statement of profit or loss records the various expenses incurred, managers can analyse them to look for cost-cutting measures.

If a business consistently makes a good profit, managers may want to grow it by expanding its operations into other markets or increasing the product range.

Business profit can also be used to compare with a competitor’s profit. Suppose a business makes a good profit but not as much as its competitors. This gives managers a reason to reduce expenses or increase revenue to improve profitability. They could also increase income by advertising more widely, for example.

The financial statements also help to measure a business’ ability to pay the highest returns to its owners relative to its competitors.
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Think about it!

Would you compare a vegetable vendor’s accounts with an appliance retailer? Give reasons for your answer.
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Activity 2

Read the following case study and then answer the questions below:

Amrita is a baker who is opening her first shop. To keep records of her transactions, she plans to employ a book-keeper.


	1  Explain why it is important for Amrita to keep financial records of her business transactions.

	2  Explain why a book-keeper may be willing to work for a lower salary than an accountant.

	3  Advise Amrita whether she should employ a book-keeper or an accountant. Give reasons for your answer.
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Role of accounting in monitoring progress and decision making


Users of accounting information – interested parties

Every business has interested parties. Interested parties are the people or firms who use the accounting information to monitor the progress of the business. This helps them to make important economic decisions. Examples of interested parties are:


	•  Owner(s) of a business: They will want to know how well their investment in the business is doing. Is the business profitable enough? The owner(s) will also want to know their business’ net worth.

	•  Prospective investors: They like to know how well their investment will do in the future by studying present and past accounting records of the business they intend to invest in. Good profitability and increasing net worth are vital signs that a business will be a good investment.
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Study tip

If a question asks you to list three interested parties, read the context in which the question is asked and choose the most relevant of the five interested parties listed here. If a business is a sole trader business, for example, that does not want to expand, then it will not have any prospective owners.
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	•  Bank manager: A bank manager will ask for and use past and present accounting records before granting a loan or an overdraft. A business may not have enough money or cash flow to pay the interest which could be the reason why a bank does not grant a loan. Also, if a business has a lot of existing long-term loans, banks will not be very willing to lend them money.

	•  Trade payables (creditors): Many transactions are on a credit basis. This means that payments are made sometime after the transaction has taken place. As a result, a business could have several people or businesses that it owes money to, called trade payables. Suppliers and other business lenders will want to know whether they will be paid on time. Financial statements give them this information.

	•  The government: The government likes to know what profit a business has made to calculate the tax the business has to pay.
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Key term

Trade payables represent businesses or individuals to whom money is due for services or goods supplied to the business.
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Figure 1.1 The purpose of accounting
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Activity 3


	1  Explain why financial information needs to be communicated to the interested parties of a business. List at least four interested parties in your answer.

	2  Amenco is a limited company which sells clothes. It has been in business for ten years. Most of its customers pay by cash or with a credit card. However, its suppliers allow one month’s credit. Apart from trade payables, the business owes its bank for a loan it took five years ago. Amenco must pay tax on the business’ profit as a limited company. List at least four interested parties of Amenco.
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Practice questions


	1  What is accounting?

	A  A chore

	B  A process

	C  A system

	D  A task
[1]





	2  Which is the correct order for the steps in the accounting process?

	A  Collecting, summarising, analysing, interpreting, communicating

	B  Collecting, summarising, interpreting, communicating, analysing

	C  Summarising, collecting, analysing, communicating, interpreting

	D  Summarising, collecting, interpreting, analysing, communicating
[1]





	3  Which value is not included in financial data?

	A  The excellent location of a café which has a high volume of foot traffic

	B  The payment of an invoice totalling $400

	C  The sales for the month of June of $5000

	D  The value of a motor vehicle that a company owns
[1]





	4  Which statement is true?

	A  Accounting is part of book-keeping.

	B  Accounting requires the skills of an expert accountant.

	C  Book-keeping includes activities such as analysing and interpreting financial data.

	D  Book-keeping requires the skills of an expert accountant.
[1]





	5  What is not a purpose of measuring business profit or loss?

	A  To compare a business’ profit with the profits of its competitors.

	B  To compare a business’ profit with those of any other business.

	C  To take steps to reduce losses.

	D  To compare the current year’s profit with last year’s profit.
[1]





	6  Arjun Patel is a sole trader. The following people are interested in the accounts of his business: Arjun Patel (owner), potential partner, loan trade payable, bank manager and trade payables.
Complete the following table to show which people would be especially interested in the different features of the accounting records of the business. Each of the five interested parties listed above should not appear in the table more than twice.

[6]







	Features of the accounting records
	Interested parties





	Whether the business can pay interest when it is due
	1____________
2____________



	The market value of the assets that the business owns
	1____________
2____________



	Whether the business is profitable
	1____________
2____________



	Whether the business has enough cash available
	1____________
2____________
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Chapter review questions


	1  State what is meant by the term ‘accounting‘.

	2  Explain the difference between book-keeping and accounting.

	3  State the purpose of accounting.

	4  State one purpose of measuring business profit or loss.

	5  Complete the sentences below using the following words:
recording; book-keeping; financial; classifying; owners; interpreting; trade payables; analysing; decision making; bankers; communicating.


	a   ________ is concerned with the maintenance of accounting records.

	b   ________,________, ________, ________, ________ and ________ make up the process that is called accounting.

	c  ________, ________ and ________ are possible interested parties in a business.

	d  The purpose of accounting is to take ________ data and convert it to a form that can be used for good ________ ________.




	6  List at least three interested parties of an internet provider and explain why accounting is important to each of them.

	7  Copy and complete the following table by entering ‘true’ or ‘false’ for each statement.






	Statement
	True/False





	
	1  There is no difference between accounting and book-keeping.


	 



	
	2  Accounting is only carried out at the end of a financial year.


	 



	
	3  Managers can use financial data to define and analyse a business’ opportunities and challenges.


	 



	
	4  The statement of financial position is used to calculate the profit of a business.


	 



	
	5  Business profit is often compared with a competitor’s profit.
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Revision checklist

In this chapter, you have learned:


	[image: ]  the definition of accounting

	[image: ]  the purpose of accounting

	[image: ]  the difference between book-keeping and accounting

	[image: ]  the purpose of measuring business profit and loss

	[image: ]  the difference between financial data and non-financial data

	[image: ]  the importance of accounting to a business and its interested parties.
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2 The accounting equation




[image: ]

By the end of this chapter, you will understand:


	•  assets, liabilities and owner’s equity

	•  the accounting equation

	•  how to apply the accounting equation.
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Assets, liabilities and owner’s equity

Accounting records of a business will often start with the owner supplying resources, such as cash and motor vehicles. From an accounting point of view, the owner is regarded as a separate entity from the business. Therefore, when the owner supplies a business with resources, the business now owes the owner for these resources. This is the owner’s equity and is represented by resources of monetary value (or assets) that the business now owns. The business benefits from the ownership of assets by using them to generate income.
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Key terms

Owner’s equity, in accounting, is usually what the business owes the owner. It can refer to funds the owner raises to fund a business idea.

Assets are resources of monetary value that a business owns or is owed to the business. Examples of assets are cash, motor vehicles, trade receivables and property.

Liabilities are amounts that the business owes people for resources supplied to the business. Examples of liabilities are trade payables, overdrafts and loans.

Accounting equation is a formula used to illustrate the relationship between the assets, liabilities and owner’s equity of a business. It shows that all the assets of a business are provided or funded either by the owner, the trade payables or other lenders of the business.
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We can show this in the form of an equation:

Owner’s equity (resources supplied by the owner) = Assets (resources owned by the business)

People other than the owner (for instance, a bank) often supply resources to the business. These are the liabilities of a business. A liability is a debt or obligation owed to lenders or suppliers.



The accounting equation

When the business acquires a liability, the equation is altered to:

Owner’s equity = Assets – Liabilities

This is called the accounting equation.

As this is an equation, both sides should have the same value. This makes sense as one side of the equation represents the value of the owner’s investment in the business, and the other side represents the net value of assets owned by the business after meeting its liabilities.

If we modify the equation:

Assets = Owner’s equity + Liabilities

OR

Liabilities = Assets – Owner’s equity

This equation, the accounting foundation, shows that all the assets are financed with the money invested by the owner or the money received from borrowings.
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Key info

Resources owned by the business = resources supplied to the business.
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Study tip

Remember, the equation merely states:

What the business owns = what the business owes.
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Study tip

If two of the three components of the accounting equation are given, you can use the equation to calculate the third.
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Activity 1


	1  Define owner’s equity.

	2  Define liability.

	3  Explain why ‘owner’s equity is a liability.’

	4  Complete the following table:






	 
	Assets
	Liabilities
	Owner’s equity





	a
	7 000
	      ?
	5 000



	b
	      ?
	1 350
	2 450



	c
	2 670
	  500
	      ?



	d
	8 000
	      ?
	3 780



	e
	      ?
	1 900
	4 100
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The application of the accounting equation

Every economic or business event will have a dual effect on the accounting equation. This can be seen in the statement of financial position, which reflects the accounting equation. One side of the equation represents all the assets, and the other represents the liabilities and owner’s equity. Both sides should be equal.

On 1 January 2025, Anita Goswell decided to start a business. Her accounting equation will be:
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Key term

The statement of financial position of a business is a statement listing the assets, liabilities and owner’s equity at a specific time. It is one of the financial statements prepared to show what the business owns (assets) and what it owes (equity and liabilities) at the end of the financial year.
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Assets = Owner’s equity + Liabilities

$0 = $0 + $0


	1  Introduction of owner’s equity



On 2 January 2025, Anita opened a bank account for the business named Easy Trading. She deposited $56 000 cash into this account.

Her accounting equation will be:

Assets = Owner’s equity + Liabilities

$56 000 (cash at bank) = $56 000 (owner’s equity = $0 + $56 000) + $0

The statement of financial position will look like this:
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	2  Purchase of an asset – paying by cheque



On 5 January 2025, Anita purchased inventory for $5 000, paying by cheque.
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Key term

Inventory refers to goods that a business purchases for resale or for use in the production process.

[image: ]




Assets = Owner’s equity + Liabilities

$5 000 (inventory) + $51 000 (cash at bank = $56 000 – $5 000) = $56 000 (owner’s equity) + $0

The statement of financial position will look like this:
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	3  Purchase of an asset on credit – a liability is created



On 6 January 2025, Easy Trading bought a motor vehicle on credit for $6 000 from Salient Motors. Salient Motors is now a trade payable (liability) and must be paid back at some later date.

Assets = Owner’s equity + Liabilities

$6 000 (motor vehicle = $0 + $6 000) + $5 000 (inventory) + $51 000 (cash at bank) = $56 000 (owner’s equity) + $6 000 (trade payable = $0 + $6 000)

The statement of financial position will look like this:
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	4  Payment of a liability



On 25 January 2025, Anita paid Salient Motors $5 000 by cheque in part payment of the debt owed.

Assets = Owner’s equity + Liabilities

$6 000 (motor vehicle) + $5 000 (inventory) + $46 000 (cash at bank = $51 000 – $5 000) = $56 000(owner’s equity) + $1 000 (trade payable = $6 000 – $5 000)

The statement of financial position will look like this:
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	5  Sale of an asset for cash



On 29 January 2025, Anita sold inventory for cash of $3 000.

Assets = Owner’s equity + Liabilities

$6 000 (motor vehicle) + $2 000 (inventory = $5 000 – $3 000) + $46 000 (cash at bank) + $3 000 (cash in hand = $0 + $3 000) = $56 000 (owner’s equity) + $1 000 (trade payable)

The statement of financial position will look like this:
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	6  Owner withdraws assets from the business for personal use



On 30 January 2025, Anita withdrew $3 000 from the bank for her personal use.

When owners withdraw resources from the business for personal use, they are called drawings. This is recorded as a decrease in the owner’s equity and the asset withdrawn.
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Key term

Drawings is the term given to the value of assets in cash or inventory withdrawn from a business by the owners for personal use. Drawings reduce the owner’s equity.
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Assets = Owner’s equity + Liabilities

$6 000 (motor vehicle) + $2 000 (inventory) + $43 000 (cash at bank = $46 000 – $3 000) + $3 000 (cash in hand) = $53 000 (owner’s equity – drawings = $56 000 – $3 000) + $1 000 (trade payable)

The statement of financial position will look like this:
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	7  Payment of a business debt by the owner from personal funds



On 31 January 2025, Anita paid Salient Motors $1 000 cash from her personal funds.

This will have the same effect as the owner injecting fresh equity into the business; therefore, the owner’s equity will increase by $1 000.

Assets = Owner’s equity + Liabilities

$6 000 (motor vehicle) + $2 000 (inventory) + $43 000 (cash at bank) + $3 000 (cash in hand) = $54 000 (owner’s equity = $53 000 + $1 000) + $0 (trade payable = $1 000 – $1 000)

The statement of financial position will look like this:
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Here is a summary of the effect of transactions on the assets, liabilities and owner’s equity in an accounting equation:


	•  If an asset increases, a liability or owner’s equity will also increase.

	•  If an asset decreases, a liability or owner’s equity will also decrease.

	•  If an asset rises, another asset involved in the transaction will decrease.

	•  If an asset decreases, another asset involved in the transaction will increase.

	•  If a liability or owner’s equity increases, another liability involved in the transaction will decrease.

	•  If a liability or owner’s equity decreases, another liability involved in the transaction will increase.
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Think about it!

The accounting equation can serve as an error detection tool. Do you agree? Give examples in support of your answer.
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Activity 2

Copy and complete the following table with the words ‘decreases’ or ‘increases’ to show which effect each transaction would have on the assets, liabilities and owner’s equity of a business:




	 
	Transactions
	Assets
	Liabilities
	Owner’s equity





	a
	The owner introduced $45 000 cash into the business bank account
	 
	 
	 



	b
	The business bought goods on credit from Sully & Sons
	 
	 
	 



	c
	Benjamin, a friend of the owner, lent the business $3 000 in cash
	 
	 
	 



	d
	The business sold goods for $500 cash
	 
	 
	 



	e
	The business paid Benjamin $3 000 by cheque
	 
	 
	 



	f
	The business returned $50 of goods to Sully & Sons
	 
	 
	 



	g
	The owner withdrew $400 from the business bank account for personal use
	 
	 
	 



	h
	The business bought a motor vehicle for $4 500, paying by cheque
	 
	 
	 



	i
	The business paid $58 cash to a trade payable
	 
	 
	 





[image: ]





Types of assets

There are two types of assets: current assets and non-current assets. Current assets include cash and other liquid or near-liquid assets. Trade receivables and inventory are some other examples of current assets. If an asset can reasonably be converted into cash within one year, it is a current asset. For example, the value of inventory increases or decreases as it is bought or sold. The value of trade receivables also fluctuates when more goods are sold on credit or trade receivables pay off amounts owing for goods received. The cash at the bank will also change with multiple deposits and withdrawals made during the year.
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Key terms

Current assets can be sold, used up or consumed through the normal workings of a business within a year from the date of the statement of financial position.

Non-current assets are those the business has bought to use for more than a year, such as machinery, motor vehicles and property.

Liquid assets are those assets that can be quickly converted to cash with no loss in value.

Trade receivables are businesses or individuals who have received goods or services from the business on credit, with the understanding that payment is due within the credit period.
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Non-current assets are those purchased to keep them for their entire economic life, which is always more than a year. They are not bought for resale but for use within the business to generate revenue, for example, motor vehicles, machinery and properties.



Types of liabilities

Current liabilities are debts that must be paid within one year. Trade payables are a good example of a current liability. They represent suppliers from whom a good or a service has been purchased. These trade payables are usually expected to be paid within a specified period and are known to give discounts for early payment. Another example of a current liability is a bank overdraft.
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Key terms

Current liabilities are those debts that must be paid within a year from the date of the statement of financial position, for example, trade payables and overdrafts.

Non-current liabilities are debts that do not need to be paid within a year from the date of the statement of financial position, such as a long-term bank loan or lease.
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Non-current liabilities are those amounts owed by a business that are not due to be repaid within 12 months of the statement of financial position date, for example, a long-term bank loan.

Here is a more detailed version of Anita Goswell’s statement of financial position at 30 January 2025:
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Role of digital technology and sustainability in the accounting equation

As shown in an accounting equation, digital technology and sustainability also change the composition of assets, liabilities and equity. Businesses are now investing in digital tools like software, data analytics and sustainable assets such as solar or other renewable energy. These investments improve efficiency and increase the value of the business’ tangible assets. However, the accounting equation implies that an increase in assets is associated with an equivalent increase in liabilities and equity.

Environmental and socially responsible practices improve business ability to perform efficiently. This attracts more investors and boosts business equity from an improved business reputation. However, businesses may also face new obligations like cyber-security challenges and costs to adhere to environmental regulations.
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Activity 3

State whether each item would be classified as an asset or liability.


	a  Property

	b  Machinery

	c  Trade receivables

	d  Trade payables

	e  Overdraft

	f  Cash in hand

	g  Loan from M. Apple (a friend)

	h  Inventory

	i  Motor vehicle

	j  Equipment
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Think about it!

‘Every business transaction results in two changes in the statement of financial position.’

Do you agree? Work with a partner to decide your answer.
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Practice questions


	1  What is the accounting equation?

	A  Assets + Liabilities = Owner’s equity

	B  Assets + Owner’s equity = Liabilities

	C  Assets – Liabilities = Owner’s equity

	D  Assets = Liabilities – Owner’s equity
[1]





	2  Which definition is not correct?

	A  A liability is what a business owns

	B  An asset is a resource that a business owns

	C  Owner’s equity is what the business owes the owner

	D  The accounting equation is reflected in the statement of financial position
[1]





	3  A business had the following assets and liabilities on 6 June 2025:
Motor vehicle $5 900; bank loan $6 000; cash at bank $49 000; trade payables $800; inventory $2 100; property $30 000.

What was the value of owner’s equity?


	A  $80 200

	B  $81 200

	C  $81 800

	D  $92 200
[1]





	4  Which statement is correct?

	A  Resources owned by the business = Resources supplied to the business

	B  Resources owned by the business = Resources owed to the business

	C  Resources owned by the business = Resources supplied by the business

	D  What the business supplies = What the business owes
[1]





	5  Which statement is correct?

	A  When the owner deposits money into the business bank accounts, it is called drawings.

	B  When the owner pays a business expense from personal funds, it is called drawings.

	C  When the owner supplies a motor vehicle to the business, it is called drawings.

	D  When the owner withdraws money from the business bank account, it is called drawings.
[1]





	6  Jordon has completed his first year of trading, which ended on 31 August 2025. Using the information below:

	a  calculate the owner’s equity at 31 August 2025
[3]


	b  prepare Jordon’s statement of financial position at 31 August 2025.
[5]
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Chapter review questions


	1  Simran’s accountant prepared a statement of financial position at the end of her first year of trading on 31 December 2025. Simran was not familiar with some of the terms used in this statement.
State the meaning of each of the following terms:


	a  Drawings

	b  Assets

	c  Trade payables

	d  Current liabilities

	e  Non-current assets




	2  Copy and complete the following sentences, choosing from the words below:
assets; equation; accounting; drawings; current liability; non-current asset


	a  A property is an example of a _________.

	b  The statement of financial position reflects the accounting _________.

	c  When the owner withdraws cash from the business bank account for personal use, it is called _________.

	d  Liabilities of a business may increase due to the purchase of _________.

	e  Trade payables is an example of a _________.




	3  Explain why owner’s equity is a type of liability.

	4  The following statements refer to the effect of transactions on the assets, liabilities and owner’s equity in an accounting equation. Copy and complete the following table by entering ‘true’ or ‘false’ for each statement.






	Statement
	True/False





	If an asset increases, a liability and/or owner’s equity will also increase
	 



	If an asset increases, another asset involved in the transaction will also increase
	 



	If an asset decreases, a liability and/or owner’s equity will also decrease
	 



	If a liability or owner’s equity increases, another liability involved in the transaction will increase
	 



	If a liability or owner’s equity decreases, another liability involved in the transaction will increase
	 






	5  Copy and complete the table below and place a tick ([image: ]) against those items which are correctly classified:






	Assets
	[image: ]
	Liabilities
	[image: ]





	Furniture and fixtures
	 
	Trade payables
	 



	Machinery
	 
	Equipment
	 



	Bank loan
	 
	Inventory
	 



	Overdraft
	 
	Trade receivables
	 



	Property
	 
	Cash in hand
	 






	6  Lazarus Trading started business on 1 January 2025. The transactions shown below took place in the first week.
Calculate Lazarus’ (owner’s) equity after all these transactions have taken place. You are not required to prepare a statement of financial position after each transaction.
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Revision checklist

In this chapter, you have learned:


	[image: ]  the meanings of assets, liabilities and owner’s equity

	[image: ]  about the accounting equation

	[image: ]  how to apply the accounting equation

	[image: ]  that every transaction has a dual effect that affects the accounting equation

	[image: ]  to classify assets as current and non-current assets

	[image: ]  to classify liabilities as current and non-current liabilities

	[image: ]  to prepare a simple statement of financial position.
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