Week Three Lecture Notes

THE DOUNLE ENTRY SYSTEM AND PREPARATION OF THE BOOKS OF ACCOUNT
THE DOUBLE ENTRY BOOKKEEPING SYSTEM

It is a recording system in which there is dual recording of transactions. Under a double recording entry bookkeeping system, a transaction must be recorded twice i.e. In two accounts or books. The principle or rule of double entry states that for every debit entry there must be a corresponding credit entry and for every credit entry there must be a corresponding debit entry. For each transaction total debts a must be equal to total credits. Double entry rule is very important in accounting. Failure to conform to the rule of the double entry will mean that the accounts including the balance sheet will not balance.

Debit and Credit  
Under double entry system accounts are debited and credited. It is important at this time to understand what these words mean. Debit or credits are means of increasing or decreasing an account. They replace plus or minus in arithmetic. Depending on the nature or type of an account, debiting or crediting could mean increasing or decreasing it.

 An account is recorded in a summarized form and in a chronological order of transactions that took place in an organization. An account is abbreviated as A/C. it is a heading under which related transactions are brought together ie. Different transactions are classified into their respective accounts.

In manual accounting system, accounts are recorded in T-form eg

                                           Cash A/C

                              Debit                     Credit

It is conventional that the left hand side of an account is the debit side while the left hand side is the credit side. The words debit and credit may not have to be reflected in the account because it is common knowledge that the left hand side is debit and the right hand side is credit.

In computerized accounting system, an account is written with a running balance as shown below:

	Date
	Particulars 
	Debit 
	Credit 
	Balance

	
	
	
	
	


The following table is useful in understanding double entry

	Types of account
	Increase
	Decrease
	Normal balance

	Assets
	Debit (Dr)
	Credit (Cr)
	Debit (DR)

	Liability
	Cr


	Dr


	Cr



	Capital and reserves
	Cr


	Dr


	Cr



	Income/revenue
	Cr


	Dr


	Cr



	Expenses
	Dr


	Cr


	Dr




                         Any asset A/C Eg. Bank A/C
                           Increase                                 Decrease 

                                 +                                           -

                  Any Liability A/C Eg. Creditors A/C

                 Decrease                                 Increase

·                                         +

                        Capital or Reserve A/C

                   Decrease                                    Increase

·                                            +

Any Income or Revenue A/C eg. Sales A/C
                  Decrease                         Increase 

                   -                                            +


Any expense A/C e.g. Salaries A/C


                Increase
Decrease 

    
-
+

Examples

1.    Sold goods for cash 8,000,000/=


Sales which is revenue increased by 8,000,000 and cash which is an asset also increased by

8,000,000. Since cash an asset increased its debited and since sales which is revenue increased its credited. The double entry recording will appear as follows;  
                                         CASH A/C


         Sales          8,000,000

   
                    Sales A/C

                                                       Cash   8,000,000

Example 

2.     Bought furniture for 5,000,000/= paying by cheque.

Furniture which is an asset increased while Bank which also an asset decreased because a cheque was written to pay for the furniture. As observed in the above table when an asset increases its debited and when its decreases its credited. Therefore furniture account is debited and Bank account is credited. The double entry for the above will appear as follows.

                                         Furniture A/C


    Bank                    5,000,000

                                            Bank A/C


                                                        Furniture       5,000,000

Example

3.    Bought goods in trade for 3,000,000/= on credit

Expenditure on purchases increased while liabilities also increased. The purchases account which is expenditure is debited while the creditor’s account which is a liability account credited since it also increased.

                                                    Purchases A/C

                    Creditors            3,000,000

                                                  Creditor’s A/C           

                                                                   Purchases            3,000,000

Example 

4.        Part payment of 1,000,000/= cash was made to the creditor

The creditors account which is a liability account reduced he/she was paid. Cash which is an asset account also reduced.  According to the above table, the creditors account is debited while the cash account is credited.

                                                Creditor’s A/C
Cash                        1,000,000         Purchases        3,000,000 

                                              Cash A/C
         Sales                         8,000,000      Creditors                 1,000,000

In addition to the above table which is useful in understanding the double entry, another way of knowing what to debit or credit is by ascertaining the account which has lost and one which has received. The gaining account or receiving account is debited while the loosing or giving account is credited. This method is limited to real accounts, it does not apply to normal accounts such as revenue, purchases capital etc.

Example 

 5.      Tom was paid 2,000,000/= cash

Tom is the receiving account while cash is the loosing account. Tom’s account is debited while the cash account is credited.
                                                            Cash A/C
               Sales                        8,000,000    Creditors               1,000,000

                                                                    Tom                      2,000,000

                                                    Tom’s A/C
                   Cash                      2,000,000

Example 

6.    Some furniture which was bought was sold at accost of 3,000,000/=

Both furniture and cash are assets; cash has gained while furniture has lost.  Cash account is debited while the furniture account is credited.

                                                   Cash A/C
          Sales                      8,000,000                Creditors                  1,000,000

         Furniture                3,000,000                Tom                          2,000,000

                                                        Furniture A/C

            Bank                           5,000,000         Cash                          3,000,000

NB: The same account is not opened more than once for different transactions E.g. All cash related transactions must be made to one cash account. An account is a means of recording related transaction in a chronological order.  

Quick Test 

a) Bought goods for 5,000,000/= on credit

b) Sold goods for 5,000,000/= cash

c) Sold good on credit for 2,000,000/=

d) Paid salaries 2,000,000/= cash

e) Bought goods 3,000,000/= cash

f) Bought goods 6,000,000/= by cheque

g) Paid creditors 3,000,000/= by cheque
Required:
Make double entry records for the above transactions.
Accounting Process or Cycle
This is the process which is followed by accountants and bookkeepers in processing raw financial data into output information in form of financial statements. This process ranges from occurrence and documentation of the transaction upto the production of final accounts or financial statements. It is called a cycle because the same procedure is repeated from one financial year to another. When the financial year ends, books of accounts are closed and financial statements extracted, when the new financial year starts the same books are opened and the same procedure followed. It is therefore a cycle.

This is described as below.

Stage 1: Occurrence and Documentation of business transactions

Business transactions or deals must be concluded first before anything is documented or recorded. When a business transactions occurs the immediate thing to do is to prepare a business document to show evidence of the transaction. It was seen earlier that document are means of accountability. Various parties including the auditor will want to ascertain whether the transaction took place and were authorized by examining the documents. Besides for accountability, documents are also important as sources for generating information to be entered into the books of accounts. The key documents normally prepared are invoices, payment vouchers, receipts, cheques, LPO’s, delivery notes, GRN’s, Bank paying-in slips etc.

Stage 2: Entering transactions into journals:

Journals are books of original or prime entry. They are the first books to which transactions are entered. Information entered into journal is generated from the document described above. There are several types of journals, the major ones include; the general journal/ journal proper, sales journal/ sales day book, purchases journal/ purchases day book and the cash book (the cash book is sometimes taken to be part of the ledger). Details of these journals including their preparation will be treated later. 

Stage 3: Posting of transactions into the ledgers

The information which had been entered in to the journals is posted to the ledger. It’s therefore true to say the journal feeds the ledger. A ledger is a book which contains a collection of accounts. For ease of recording the ledger is sometimes sub divided into subsidiary ledgers.

Stage 4: Preparation of the Trial balance 

At the end of the period normally a month all accounts are closed or balanced off and the trial balance is entrusted. A trial balance is a list of debit and credit balances entrusted from the ledgers. Its purpose is to check the accuracy of double entry ie to check whether double entry was complete and to check whether no arithmetical errors of addition or subtraction were made in the balancing of the ledgers. If the double entry rule was not observed the trial will not balance likewise if arithmetical errors were made it will not balance.

Stage 5:  End of year adjustments and preparation of financial statements /final accounts.

Financial statements /final accounts are prepared from the trial balance. However, before this is done, the trial balance needs to be adjusted at the end of the year in order to make it up-to –date. The major adjustments or provisions made before preparation of final accounts include, provision for depreciation ,provision for bad and doubtful debts, adjustment for prepaid expenses and incomes, accrued expenses and incomes, provision for corporation taxes, appropriations such as provisions for dividends, transfers to reserves etc.
Once the above adjustments have been made financial statements are prepare. The major financial statements include the income statement also called the trading and profits and loss account sometimes abbreviated as the profit and loss account. This account or statement shows the profitability of the business. Another major statement is the balance sheet which shows the assets of the business and the claims against the assets. These claims are the owner’s equity and liabilities. The third major statement is the cash flow statement which shows the source of cash and how it was disburse.  These are the financiers of the assets of the business.

Stage 6: Analysis and interpretation of financial statement.

This is not supposed to be the work of accountant but it is the domain of the financial analyst strictly speaking the work of accountant stops at the preparation of final account or financial statements. However, the accountant can analyze and interpret his statement.

Analyze and interpretation of financial statements makes the financial statements user friendly. Lay people in accounting cannot read the figures in the financial statements and jargon used by accountants. These people need to be told in simple terms whether the business healthily operating in terms of profitability, solvency/ liquidity. Analysis and interpretation of financial statements is majorly done by the use of accounting ratios.

