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Learning objectives
By the end of this topic, you will be able to;
Demonstrate the accounting equation
Define the elements of the accounting equation
Draw up simple balance sheets after different transactions have occurred

Introduction
The accounting equation is the primary result of the dual effect/ double entry system. At its simplest, the equation might be stated as;
Ownings = Owings
Assets = Liabilities + Capital

 A statement of financial position (also called a balance sheet) shows the financial position of an entity at a particular date. It includes all assets, liabilities and equity of an entity at a point in time.

Assets
An asset is a present economic resource controlled by the entity as a result of past events. 
· An economic resource has the potential to produce economic benefits.
· An entity controls an asset if can be used to obtain economic benefits.
· Assets are categorized into two non-current assets and current assets (to be discussed in class).
Liabilities
A liability is a present obligation of the entity to transfer an economic resource as a result of past events. 
· An obligation is a duty that cannot be avoided by an entity. 
· Liabilities include payables that are amounts owed to a supplier for goods bought on credit, loans payable to banks (or other lenders), a bank overdraft.
· They categorized into two long term liabilities and current liabilities 




Equity (capital)
Equity is the residual interest in the assets of the entity after deducting all its liabilities.
· Equity is the amount invested in a business by the owner and is the amount a business owes to the owner. 
· Equity is also called capital.
· Owners’ equity = Assets –Liabilities 


Illustration 
Mukasa is a sole trader who set up his business in Kisenyi. The following were the transactions that took place in the month of January. Amounts are in UGX
i) Started business with cash of 10,000,000and cash at bank of 20,000,000
ii) Purchased stock of goods on credit of 3,000,000
iii) Bought a Motor vehicle for business operations using the cash at bank of 2,000,000
iv) Sold goods to James for 600,000cash which had cost him 500,000
v) Paid the shopkeeper 50,000cash as salary
vi) Bought more stock of goods for 500,000 cash
vii) Used business cash of 300,000 to buy for his wife and children Christmas clothes

Required Construct an accounting equation for each of the transactions above and extract prepare a simple balance sheet at the end.

i)
	Assets            =
	Liabilities
	+  Owners equity

	Bank         20,000,000
	---------------
	Capital         30,000,000

	Cash          10,000,000
	
	

	                  30,000,000
	
	                     30,000,000







ii)
	Assets            =
	Liabilities
	+  Owners equity

	Stock         3,000,000
	Trade creditors 3,000,000
	Capital         30,000,000

	Bank         20,000,000
	
	

	Cash          10,000,000
	
	

	                  33,000,000
	
	                     33,000,000



iii)
	Assets            =
	Liabilities
	+  Owners equity

	M/vehicle  2,000,000
	
	

	Stock         3,000,000
	Trade creditors 3,000,000
	Capital         30,000,000

	Bank         18,000,000
	
	

	Cash          10,000,000
	
	

	                  33,000,000
	
	                     33,000,000



iv)
	Assets            =
	Liabilities
	+  Owners equity

	M/vehicle  2,000,000
	
	

	Stock         2,500,000
	Trade creditors 3,000,000
	Capital         30,000,000

	Bank         18,000,000
	
	Profit              100,000

	Cash          10,600,000
	
	

	                  33,100,000
	
	                     33,100,000



v)
	Assets            =
	Liabilities
	+  Owners equity

	M/vehicle  2,000,000
	
	

	Stock         2,500,000
	Trade creditors 3,000,000
	Capital         30,000,000

	Bank         18,000,000
	
	Profit              50,000

	Cash          10,550,000
	
	

	                  33,050,000
	
	                     33,050,000



vi)
	Assets            =
	Liabilities
	+  Owners equity

	M/vehicle  2,000,000
	
	

	Stock         3,000,000
	Trade creditors 3,000,000
	Capital         30,000,000

	Bank         18,000,000
	
	Profit              50,000

	Cash          10,050,000
	
	

	                  33,050,000
	
	                     33,050,000


vii)
	Assets            =
	Liabilities
	+  Owners equity

	M/vehicle  2,000,000
	
	

	Stock         3,000,000
	Trade creditors 3,000,000
	Capital         30,000,000

	Bank         18,000,000
	
	Profit              50,000

	Cash          9,750,000
	
	Drawings      (300,000)

	                  32,750,000
	
	                     32,750,000


   
               Mukasa’s Balance Sheet as at………

	 Non Current Assets                        
	Equity  and liabilities                   

	Motor vehicle        2,000,000                 
	Capital                                   30,000,000        

	Current assets                                 
	Profit                                            50,000                                                        

	Stock                     3,000,000                   
	less drawings                            (300,000) 

	Bank                    18,000,000                  
	Current liabilities

	Cash                      9,750,000                                               
	Trade creditors                         3,000,000

	Total Assets        32,750,000                                           
	 Total Equity & Liabilities      32 ,750,00




Exercise
Mukwano is a businessperson dealing in general merchandise .Below is the transactions for the month of January .Show the accounting equation and the balance sheet for the transactions below.
i) He started business with a lorry of 30,000,000and cash at bank of 20,000,000.
ii) A motor vehicle of 10,000,000 was bought on credit  from Lonhro ltd
iii) He bought inventory of 6,000,000 using a cheque
iv) Bought furniture of 4,200,000 from Hwan Sung on credit
v) He used his salary to buy a shirt of 80,000
vi) He sold 2/3 of the inventory for 3,000,000 cash
vii) Secured a DFCU loan of 5,000,000, which was deposited on his bank account to be paid within one year.
viii) Paid Hwan sung 2,200,000 cash
ix) Paid utilities of 800,000 by cheque
x) He used the business debit card to withdraw 1,000,000 for buying a mobile phone for his girl friend. 







Double-Entry accounting

Learning objectives
By the end of this topic, you will be able to;
· Demonstrate the concept of double entry and how it follows the rules of the basic accounting equation.
· Record transactions following the double entry rule
· Extract a simple trial balance and balance sheet.

Introduction
The double entry system of accounting recognizes the fact that every business transaction has two effects; that of the business ‘receiving’ (+), and that of the business ‘giving’ (-). This principle forms the basis of accounting.

The basic unit of double entry system is the account.
Accounts are a separate record that is kept of the increase and decrease in each asset, each liability, and each aspect of owner’s equity.
Accounts Standard Form 
· Account title and number are located at the top and identify each account as an asset, liability, or aspect of owner’s equity.
· Debit side – left side
· Credit side – right side
The debit side and the credit side of an account contain the following columns:
· Date column – record date of transaction
· Item column – record description, if necessary
· P.R/folio column – record posting reference
· Debit or credit column – record amount

                                                    T- Accounts:
· Simplified version of the standard form of account
· Looks like the capital letter T.
· Contains title, debit and credit side

Title of Account
                                         Debit side        Credit side
Left side	Right side

Debits and credits
The left side of any account is the debit side, and the right side is the credit side.
· To debit an account is to enter an amount on the left, or debit side.
· To credit an account is to enter an amount on the right, or credit side. Debit and credit 
· Dr 	used for debit
· Cr 	used for credit.
The rule of debit and credit are based on the location of assets, liabilities, and owner’s equity. 

The table below summarizes the items that are represented by debits and credits.
	A debit entry represents
1) An increase in the value of an asset 
Or
2) A decrease in the amount of a liability
Or
3) An item of expenditure
	A credit entry represents
1) A decrease in the value of an asset
Or
2) An increase in the amount of a liability
Or
3) An item of income




Consider the T- accounts below;


  Assets						Liabilities
  Dr	Any asset        Cr				Dr 	Any Liability 		Cr     
Increase		Decrease			Decrease			Increase
 +			-				-				+

Capital
Dr 	Capital 	Cr     
Decrease		Increase
-			+

Expenses						Revenue/ Income
 Dr	Expense    	 Cr				Dr 	Revenue/Income	Cr     
Increase		Decrease			Decrease			Increase
 +			-				-				+

Illustration
a) Ali Musa starts a travel agency with an investment of UGX25, 000 in cash. The owner’s investment increases the assets cash by UGX25, 000. Assets accounts are debited to record an increase. Thus, the cash account must be debited for UGX25, 000. 
                                             
b) Ali Musa buys a computer and other office equipment for the business for UGX 9, 000 on credit. The asset office equipment increased by UGX9, 000 and Asset accounts are debited to record an increase. Thus, the office equipment account must be debited for UGX9, 000. The liability accounts payable increases by UGX9, 000. Liability accounts are credited to record an increase. Thus, the accounts payable account must be credited for UGX9, 000. 

c) Ali Musa buys offices supplies for the business for UGX300 in cash. The assets office supplies are debited to record an increase. Thus, the office supplies account must be debited with UGX300. The asset office supplies increases by UGX300. Assets accounts are debited to record an increase. Thus, the office supplies account must be debited for UGX300.
        			

d) Ali Musa pays UGX3000 of the amount her business owes for office equipment previously brought on credit.  The liability payable decreases by UGX3000. Thus, the account payable must be debited for UGX3000. The asset cash decreases by UGX3000. Assets accounts are credited to record a decrease. Thus, the cash account must be credited for UGX3000. 



Exercise

1. Show the following transactions, as they are entered in the double entry system

a) Sold goods for cash UGX 8,000
b) Bought Furniture for UGX 5,000 and paid by cheque
c) Bought goods in trade for UGX 3,000 on credit
d) Part payment of UGX 1,000 cash was made to a creditor
e) Tom was paid UGX 2,000 cash
f) Some furniture, which had cost UGX 3,000, sold for cash at cost.

2. Show the following transactions, as they are entered in the double entry system

a) Bought goods in trade for UGX 7,000 on credit
b) Sold goods for UGX 5,000 cash
c) Sold goods on credit for UGX 2,000
d) Paid Salaries UGX 2,000 cash
e) Bought Goods UGX 3,000 cash
f) Sold goods UGX 6,000 by cheque
g) Paid creditors UGX 3,000 by cheque

















The preparation of books of account

Learning objectives
By the end of the topic, you will be able to;
· Accounting cycle 
· Classify accounts
· Explain the subsidiary books and sources of accounting information
· Post and balance off accounts
· Enter transactions using the double entry system
· Prepare a trial balance.

 
The accounting cycle.
 The accounting cycle refers to the sequence in which data is recorded and processed until the financial statements are extracted.

The accounting cycle has the following stages:
i. Occurrence and documentation When transaction has occurred, the relevant documents are prepared. These include invoices, receipts; good received notes, payment vouchers, delivery notes, local purchase order etc.
ii. Journalizing of the transactions Information from documents is recorded in the journals. Journals are also referred to as the books of original entry. Examples of journals are the general journal, sales daybook, purchases daybook etc.
iii. Posting the transactions from the journals to the ledgers
Then we record the business transactions in the respective ledger accounts. Post the information from the journals to the ledgers. Ledgers include; general ledgers and subsidiary ledgers. Ledgers are books in which transactions concerning a particular account are summarized. Balance off the ledger accounts are at the end of the accounting period.
iv. Preparation of the trial balance 
Extract from the ledger balances, the trial balance. The trial balance is a list of debit and credit balances extracted from the ledgers. If the double entry rule is not complied with, the totals of the debit and credit columns will be not equal
v. Adjustments of accounts  
Adjustment of some accounts is need before the preparation of the financial statements. The major adjustments include provision for bad debts, provision for depreciation, incomes and expenses. You make these adjustments in the work sheet. After incorporating the adjustments in the trial balance, the financial statements are prepared. 
vi. Preparing the financial statements
Financial statements are the outputs of recording organization transactions. The financial statements include the Income statement, Balance sheet, and Cash-flow statement, Statement of changes in equity and Notes to the financial statements. Nominal accounts shown in the trial balance are taken to the income statement. Net profit is added to the capital figure brought forward and any drawings are deducted to find the adjusted capital figure. These adjustments take place in the balance sheet. The remaining balances in the trial balance are taken to the balance sheet


Subsidiary books of accounts.
These are books of original entry. We post the transactions recorded in the subsidiary books to the ledger accounts at the end of every month and in case of some transactions, only total amounts are posted. The books used to record all transactions of a particular category prior to posting to the ledgers are the books known as subsidiary books or books of prime entry. They include;
The purchase daybook or journal; this book records the details of all goods purchased on credit. We write up the purchases daybook is from the incoming invoices. 

Sales daybook or journal; this book records the details and amounts of all goods sold on credit. We write up the sales daybook from the outgoing invoices.

Purchases return book or returns outwards journal; this book records the details and amounts of goods returned to the creditors. We write up the returns out ward daybook is written up from the incoming credit notes 

Sales return book or return inwards journal; this books records the details and amounts of goods returned by the debtors. We write up the return in wards daybook from the outgoing credit notes. 
Petty cash book; this book records the small cash receipts or payments. This books are also used to analyse the expenses the expenses paid in cash
Journal or diary; the journal is that daybook in which we can record the details of any transaction that cannot be recorded in any other subsidiary book. We call all other books of original entry the division of journal for recording specific type of transactions. The main uses of the journal are the following.
· To record purchases or sales of assets
· To correct the errors
· To record opening and closing entries
· Writing off of bad debts; etc

 



A) General journal 
We can also use this journal for all types of transactions with two money columns (debit side and credit side), although in the diagram above we have said it used to record other types of transaction other than those specifically identified with other journals.

	Date 
	Account details 
	Folio
	Debit (Dr)
	Credit (Cr)


Illustration to be discussed from class 

Illustration
The following were the transactions of XYZ ltd for the month of January
i) On January 1st XYZ ltd started business with cash of UGX 2,000,000 and money at the bank of UGX 3,000,000
ii)  3rd Jan Purchased goods for UGX 600,000 cash
iii)  6th Jan Bought a Motor vehicle for UGX 1,500,000 by cheque
iv)  7th Jan Sold goods for UGX 300,000 cash.
v) 15th Jan Purchased more goods on credit from TK ltd worth UGX 500,000
vi) 20th Jan obtained a bank loan of UGX 3,000,000 cash.
vii) 23rd Jan Sold goods for UGX 200,000 on credit to Mary
viii) 25th Jan Mary paid UGX 80,000 cash.
ix) 26th Jan Sold goods on credit to Peter for UGX 100,000.
x) 29th Jan purchased goods from John on credit for UGX 300,000
Required Enter the above transactions in the General Journal.

GENERAL JOURNAL FOR THE MONTH OF JANUARY
	Date
	Account title &  explanations
	LP/Folio
	Debit 
	Credit

	1st  Jan
	Cash A/C                                                           
Bank A/C
 Capital A/C
For starting the business
	01
02
03
	2,000,000
3,000,000
	

5,000,000

	3rd 
	Purchases A/C
     Cash A/C
Being purchase of goods using cash
	04
01
	600,000
	
600,000

	6th 
	Motor vehicle A/C
     Bank   A/C 
Being for purchase of a motor vehicle using cash
	05
02
	1,500,000
	
1,500,000

	7th 
	Cash A/C
     Sales A/C
Being sale of goods for cash
	01
06
	300,000
	
300,000

	15th 
	Purchases A/C
      TK Ltd A/C (Creditors)
For purchase of goods from TK Ltd on credit
	04
11
	500,000
	
500,000

	20th 
	Cash A/C
    Loan A/C
Being a loan obtained
	01
08
	3,000,000
	
3,000,000

	23rd                 
	Mary A/C (Debtor ‘s A/c)
     Sales A/C
To record sale of  goods on credit to Mary
	09
06
	200,000
	
200,000

	25th 
	Cash A/C
     Mary A/C (Debtor s A/c)
To record receipt of cash
	01
09
	80,000
	
80,000

	26th 
	Peter A/C (Debtor’s A/C)
     Sales A/C
To record sold of goods to Peter on credit
	09
06
	100,000
	
100,000

	29th 
	Purchases A/C
     John A/C (Creditor’s A/C)
To record purchase of  goods from John on credit
	04
07
	300,000
	
300,000

	
	
	
	11,080,000
	11,080,000



B) Sales day book (sales journal)
In almost all businesses sales will be made on credit. The sales day book is used for recording the credit sales. The sales day book contains the following:

	Date
	Name of customer
	Invoice number
	Folio
	amount


Illustration
The company sold goods on credit to the following people.
On May 1st sold goods to Jackie of 400,000 and the invoice number was 011
On May 4th sold goods to James of 300,000, invoice number 016
On 7th sold goods to Peter 700,000, invoice number 018
On 10th sold goods to Meyer 500,000 invoice number 020
Required: Prepare a Sales daybook

C) PURCHASES DAY BOOK
The purchases daybook is book of original entry for recording goods bought on credit.
The purchases daybook contains the following
 
	Date
	Name of creditor
	Invoice number
	Folio
	Amount


Another illustration 
The company bought the following goods on credit in the month of May
i) On May 3rd bought goods from Stephen for 1,500,000, invoice number 10
ii) On 7th purchased from Brian for 3,000,000, invoice number 14
iii) On 20th purchased from Derrick for 2,000,000, invoice number 18
iv) On 22nd bought goods from Adrian for 700,000, invoice number 20
Required   Record the above transactions in the purchases daybook

RETURNS DAY BOOKS/JOURNALS	
The returns day books record goods, which have been returned to and by the business
These books are:
· Return inwards day book
· Return outwards day book

Return inwards day book/Journal
Return inwards refers to goods which have been sold but have been returned to the business. When the goods are returned and the amounts are refunded, a credit note is issued to the customer. It is called a credit note because the customer’s account will be credited. The returns on the credit notes will be recorded in the:
· The return inwards account
· Sales ledger (Debtors subsidiary ledgers) by crediting the individual customers accounts.

	Date
	Details 
	Credit note number
	Folio 
	Amount 



Illustration 
The following customers returned goods to the company:
i) On 3rd September David returned goods for UGX50,000, credit note number 012
ii) On 8th September Isaac returned goods for UGX80,000, credit note number 019
iii) On 20th September Deborah returned goods for UGX100,000, credit note number 020
Required      Record the above transactions in return in wards daybook

Return outwards account
The return outwards day book records the goods which have returned by the business to its suppliers. When goods are returned, the business issues a debit note to the supplier and gives reasons for their return.
The amounts of the debit note will be recorded thus;
· Return out wards account
· Purchases ledger by debiting in the individual accounts
	Date
	Details 
	Debit note number
	Folio 
	Amount 



Illustration
The company returned goods to the following suppliers
i) On 4th May returned goods to peter of UGX80,000, debit note number 013
ii) On 28th May returned goods to Ivan of UGX130,000, debit note number 015
iii) On 30th May returned goods to Mark of UGX200,000, debit note number 018

Required: Record the above transactions in the return outwards daybook





CASHBOOK

The cashbook is a book of original entry for recording cash and bank transactions. It shows the business receipts and payments. We also classify a cashbook as a ledger. A cashbook can have two columns or three columns.

Two-column cashbook
The two-column cashbook has the bank and cash column both on the debit and credit side. The cashbook therefore is a combination of the bank and the cash account.

                               Format of a two-column cashbook
	Title
	Date
	Particulars 
	Bank 
	Date
	Particulars 
	Cash 
	Bank 

	
	
	
	
	
	
	


Using the illustration of XYZ ltd prepare a 2 column cashbook.
After recording the transactions in the journals, we post them to the ledgers.


Classification of accounts
An account may be defined as a record of transactions of a particular type or with a particular person usually expressed in financial terms and maintained in a ledger. Each page of a ledger is given a heading or title and it is used to record transactions of a similar nature. For example, all sales of goods are recorded on one page and it is known as sales account and so on.
In a ledger, we classify various accounts as under;
	ACCOUNTS
IMPERSONAL ACCOUNTS
PERSONAL ACCOUNTS
NOMINAL ACCOUNTS
REAL ACCOUNTS















We explain these as under;
Personal accounts - These accounts contain the name of a business, person or firm. In a ledger, there may be three types of personal accounts.
Capital account; this account records the transactions between the proprietor and the business. Any amount invested or withdrawn by the proprietor is recorded in this account.
Creditors’ account; the persons to whom money is owed by the business are called creditors. The goods purchased on credit basis from suppliers create a liability of the business. These amounts owing to creditors are recorded in their personal accounts, which are opened separately for each creditor.
Debtors’ account; debtors are the persons owing money to the business. This money is owed to the business against goods sold to the customers on credit basis. A separate account is opened for each debtor.

Impersonal accounts – The accounts, which do not contain the name of any person or business, are called impersonal accounts. They may be of two kinds;
Real accounts; these relate to tangible items. These are accounts always represent something we can see, touch, or move. The accounts of assets like land and buildings, plant and machinery, motor vehicles, furniture and fittings and cash are real accounts.
Nominal accounts; these relate to tangible items. These accounts record transactions for which we have nothing tangible to show; for example, purchases, rent, sales, wages and salaries, electricity, printing and stationery and so on.

Accounts and the dual concept
The classification of accounts enables us to establish rules for making double entry (we saw double entry principle in operation in Topic 4) in case of different transactions. When faced with any transaction, the following three points must be considered.
1) What two accounts are affected?
2) What type of accounts are they?
3) Which account is to be debited and which one to be credited?
The following figure gives an idea of making double entry in case of different transactions.
	



	ACCOUNTS
Real a/cs
Personal a/cs
Nominal a/cs
DR. Expenses and losses
CR. Incomes and Gains
CR. What goes out
DR. What comes in.
CR. The giver
DR. The receiver








	
	





We divide all the many accounts, which jointly make up the ledger of a business, into these three classes – Real accounts, personal accounts and nominal accounts.


General ledger
It is a ledger for all accounts in an organization. In an organization the general ledger will contain accounts such as cash account, bank account, purchases account etc but on different pages. It is important to note that the general ledger will not contain individual accounts for the debtors and creditors. For example, the account for Mary as a debtor will not appear in the general ledger but the debtors account will appear having information about all the debtors.

Subsidiary ledgers
Businesses have so many customers and suppliers therefore it is necessary to have each individual debtor or creditors account separate to determine each one’s balance.
We call these individual accounts subsidiary ledgers because they support and general ledger controls them.
 
Types of subsidiary ledgers
· Debtors subsidiary ledger
· Creditors subsidiary ledger
· Private ledger 
· Cash book

Debtors’ subsidiary ledger
This is a summary of an individual debtor’s transaction. The general ledger shows information concerning all the debtors but does not bring out the details about each individual debtor. The subsidiary ledger brings out these details. For example, Mary who is a debtor will have transactions concerning her alone summarized in Mary’s account.

Creditors’ subsidiary ledger
This is a summary of individual creditor’s transactions. The general ledger will show information concerning all the creditors but will not details of each individual creditor. In the creditors subsidiary ledger each creditor will have their account.

Posting transactions from the Journals to the Ledgers (to be illustrated from class)
The transfer of transactions from the journals to the ledgers is referred to as posting. The transactions that appear in the debit column of the general journal will be posted to the debit side of the respective ledger.
The transactions that appear in the credit column of the general journal will be posted on the credit side of the respective ledger account.

Posting transactions from the ledgers to the trail balance 
To be discussed in class 

Errors that cannot be detected by the trial balance
Specifically, the following errors do not affect the agreement of the trial balance.

i. Errors of Omission. This is when a transaction is completely omitted from the books of account. For example, if goods were sold Sarah for 300,000 cash but it is not recorded anywhere the trial balance will agree
ii. Errors of Commission; This type of error occurs when the correct amount is entered in wrong people’s account. It is important to note that here double entry is observed. For example, if the company sold goods to Martha Tendo on credit but by mistake Marias Tendo account is debited.
iii. Errors of Original entry. These are errors made on the original documents when a transaction is being recorded. The double entry is observed but the original figure is not correct. For example, goods for 1,500,000 cash are sold but by mistake 5,100,000 is recorded on the receipt, the wrong amount will be transferred to the journal, ledgers and trial balance
iv. Errors of Principle This error occurs when transactions are entered in the wrong types of accounts. For example, a computer (fixed asset) is sold and credited to the sales account the trial balance will agree. Such a transaction is supposed to be recorded in the disposal account
v. Errors of Complete reversal of entries This type of error occurs when correct amounts are recorded on the wrong sides of the account. For example, if a cash sale is made the cash account is supposed to be debited while sales account credited, but the reverse is done by debiting the sales account and the crediting the cash account.
vi. Compensating errors
This occurs when the same error made on the debit is made also on the credit side which implies errors cancel out each other. For example, if the cash account was over debited by 200,000 UGX at the same time the sales account was over credited by the same figure then such errors will cancel out and the trial balance will agree.

We emphasize again that even if the above errors do not affect the agreement of the trial balance, once detected or found out, they must be corrected and must still follow the dual concept.
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