TOPIC FIVE: 
THE ACCOUNTING EQUATION AND THE DOUBLE ENTRY SYSTEM
(A) THE ACCOUNTING EQUATION AND THE BALANCE SHEET (FINANCIAL POSITION)
The accounting equation is an equation that is used to express the relationship between assets, liabilities and equity (Capital). It is the elementary presentation of balance sheet showing the relationship between the assets, liabilities and equity.
Therefore, the balance sheet of a business enterprise which is the statement of the financial position of that business at a given date is based on this q\equation. This means that when the balance sheet balances, the accounting equation has been satisfied
The equation is explained by saying that if a business is to start operating, then it will need resources (Assets), which may all or partially be supplied by the owner

If all resources are supplied by the owner, then 
Assets = Owners Equity
If the resources are supplied by both the owner and other persons, then
Assets = Liabilities + Owner’s equity
Example one 
i. Jolly started business with 18,000,000/= cash at hand and 6,000,000/= cash at bank 
ii. He purchased stock in trade of 6,000,000/= by cheque.
iii. He purchased more stock in trade of 26,000,000/= on credit.
iv. The business bought a motor vehicle of 8,000,000/= by cheque.
v. The business secured a long term bank loan of 20,000,000/= which was deposited on the business bank account.
vi. Sold goods for cash worth 3,000,000/=. The goods had a cost of 5,000,000
vii. Sold goods on credit worth 8,000,000/=. The cost of the goods was 16,200,000
viii. The business withdrew 2,000,0000/= for daily business operations,
ix. Drawings amounted to 500,000/= cash.
Required
Assuming these are the only transactions for a given period, show the accounting equation and the   elementary statement of financial position.



Example two
Kinawa started sports show in August 2021 with the following transactions
i. She started business with 30,000= in the bank and 36,000= cash at hand.
ii. She bought a building and furniture for use in the business from betty. She paid 16,000= for the building and promised to pay the balance of 18,000= at a later date. She paid 4,000= for the furniture. All payments made were by cheque.
iii. She purchased goods worth 6,000= from Richard and brothers, paying 4,000= by cheque and 2,000= by cash
iv.  She purchased a van of 16,000= from peace paying 75% of the cost by cash and promised 	to pay the balance later.
v. She sold 1/3 of the goods at 1,900= on credit
Required: show the impact of each of the above transactions on accounting equation

Note - A profit increases the equity of the business while a loss & drawings decrease equity
· Opening capital plus profit = closing capital
· [bookmark: _GoBack]Or Opening capital plus profit – drawings = Closing capital

(B) DOUBLE ENTRY ACCOUNTING SYSTEM
Ref: The main types of business transactions – purchases, sales, payments, receipts, returns, discounts, drawings. (All these have effects on the performance and position of an entity)
When business transactions take place, they are recorded into a set of accounts. (A place in the ledgers where all the information concerning particular assets, liabilities, expenses, incomes or capital is recorded). These accounts are termed as ledger accounts because they are found in books called ledgers
Each account is shown on a separate page in the ledgers.  The double entry system divides each page into two halves.  The left hand side of each page is called the debt side while the right hand side is called the credit side.
Under the double entry system, a transaction must be recorded twice i.e. in two accounts or books.  Following the principle that for every debit entry, there must be a corresponding credit entry of the same transaction amount.

NB:  T – Account to illustrate the above.  (In manual accounting system)
	OR; Account with running balances (In computerized Accounting system)

CLASSIFICATION OF ACCOUNTS WITH THEIR DESCRIPTION
1- Personal accounts - These are accounts that contain the name of businesses, persons or firms.  In a ledger, there are three types of personal accounts.
a- Capital account - This account records the transaction between the proprietor and the business. (It record amounts withdrawn or invested by the owner in the business)
b- Creditors account – Records credit transactions between the business and the creditors
The persons to whom money is owed by the business are called creditors.  
The goods purchased on credit basis from the supplier create a liability to the business and therefore the amount owing to creditors is recorded in their personal accounts.
c- Debtors account -– Records credit transactions between the business and the debtors.
The persons from whom money is claimed by the business are called debtors.  
The goods sold on credit basis to the customers create an asset to the business and therefore the amount claimable from the customers is recorded in their personal 
2- Impersonal accounts – Accounts which do not contain the name of any person or business.  They are of two kinds.
a- Real account - These accounts record only tangible items. (I.e. things that we can see, touch and or move) 
The accounts for assets like land and buildings, plant and machinery, motor vehicles, furniture and fitting and cash are real accounts.
b- Nominal accounts -  These accounts record intangible items (I.e. transactions for which we have nothing tangible to show e.g. Accounts for purchases, sales, rent, wages and salaries, electricity, printing and stationery etc are nominal accounts.

ACCOUNTS AND DOUBLE ENTRY (The rules of recording transactions)
When faced with any transaction, the following points must be considered.
(i) Which accounts are affected in the transaction, 
(ii) Which account is to be debited or credited


THE RULES OF RECORDING TRANSACTIONS
The rules are divided with the help of accounting equation
1) The rules of recording assets
Since assets are on the left hand side of accounting equation, they will always increase on the left hand side (debit side) while decrease on the right hand side (credit side)
Illustration
2) The rules of recording liabilities
Liabilities are on the right hand side of the accounting equation. Therefore, they increase on the right hand side (credit side) and decrease on the left hand side (debit side)
Illustration

3) The rule of recording capital
Capital is a component of owners’ equity which is on the right hand side of the accounting equation. Therefore, it increases on the right hand side (credit side) and decreases on the left hand side (debit side).
Illustration
4) The rule of recording drawings
Drawings are a component of owner’s equity. However, they have a negative impact on owner’s equity. Therefore, drawings increase on the left hand side (debit side) while they reduce on the credit side.
NB: Owner’s equity may be represented by an asset and therefore making drawings reduce on the asset
Illustration


5) The rule of recording incomes or revenue
Incomes or revenues increase on the right hand side (credit side) while they decrease on the left hand side (debit side). This is because incomes have a positive effect on owner’s equity.
Illustration

6) The rule of recording expenses
When expenses increase, they are debited and when they decrease, they are credited
Illustration


Therefore, the rules are derived from the accounting equation as follow;
	Items			Position in the equation     Rule to record increase or decrease	
1- Assets			Left/Debit side	         Debit to increase and Credit to decrease
2- Liabilities		Right/ Credit side 	         Credit to increase and Debit to decrease
3- Capital			Right/ Credit side	         Credit to increase and Debit to decrease
4- Drawings		Left/Debit side	         Debit to increase and Credit to decrease
5- Incomes/ revenues 	Right/ Credit side	         Credit to increase and Debit to decrease
6- Expenses/ Cost 	Left/Debit side	         Debit to increase and Credit to decrease

Chart of Account balances
Ac account usually has more increases than decreases. Thus the normal balance of an account is the increase side of the account.
	Type of Account
	Increase
	Decrease
	Normal Balance

	Assets
	Debit (Dr.)
	Credit (Cr)
	Debit (Dr.)

	Liability
	Credit (Cr)
	Debit (Dr.)
	Credit (Cr)

	Capital and reserves
	Credit (Cr)
	Debit (Dr.)
	Credit (Cr)

	Income/Revenue
	Credit (Cr)
	Debit (Dr.)
	Credit (Cr)

	Expense/Drawings
	Debit (Dr.)
	Credit (Cr)
	Debit (Dr.)



Note:
Purchases – represent expenditure of goods bought for resale - (Vs fixed assets???)
Sales – represent revenue or income from sale of good earlier bought for sale - (Vs Disposal)
Drawings – funds or assets taken out of business for owners use (Personal expense)
Returns – (Returns inwards/sales returns and returns outwards/purchases returns)


Example – Applying the rules of recording transactions
 Use the transactions in the example below to record the transactions using double entry rule. Ad balance off all the accounts
· Kris started business with 4,500,000/= cash at hand and 1,500,000/= cash at bank 
· He purchased stock in trade of 15,00,000/= by cheque.
· He purchased more stock in trade of 6,500,000/= on credit.
· The business bought a motor vehicle of 2,000,000/= by cheque.
· The business secured a long term bank loan of 5,000,000/= which was deposited on the business bank account.
· Sold good for cash worth 1,500,000/=. 
· Sold goods on credit worth 4,000,000/=. 
· The business paid rent of 150,000/= cash
· The business withdrew 500,0000/= for daily business operations,
· Drawings amounted to 125,000/= cash.


Difference between Capital Expenditure and Revenue Expenditure:
Capital Expenditure 						Revenue Expenditure
1. Incurred on acquisition or improving on 			Incurred in managing day to day
The capacity of non-current assets, like 			activities of the organization and buildings, motor vehicles, equipment etc 			maintaining its assets. E.g. salaries &									 wages, repairs and maintenance etc
2. Gives benefit to the organization over a long        		Benefits an organization over a period	of time							period of one year
3. It is shown as an asset in the statement of 			it is expensed in the statement of
Financial position and the cost will be charged		comprehensive income in the year in to the statement of comprehensive income as depreciation 	which it is incurred
Over the useful life of the asset.
4. It helps to increase the earning capacity of			It helps to maintain the earning  entity over a long time. 					Capacity of the entity over a period 									of one year
