ACCT 100 – PROFESSOR FARINA

LECTURE NOTES

Chapter 3: The Double Entry Framework 

Let me emphasize the following point: a full understanding of this chapter is absolutely necessary for your success in this course. The contents of this chapter will provide the building blocks for the foundation of this and all future accounting courses you take. It is very important that you commit the time necessary for a full understanding of this chapter.

Chapter 3: an overview

This chapter will expand on what we learned in Chapter 2.  In Chapter 2, we analyzed transactions by determining (1) the accounts used in recording the transaction, and (2) whether the accounts should be increased (+) or decreased (-). We recorded the transaction under the proper account name in a worksheet. We then ensured that the equation was in balance after the transaction was recorded.

To use the worksheet in Ch. 2 to record the transactions most businesses engage in would be cumbersome and inefficient. In this chapter, we will have an idea what real businesses use to record transactions. This knowledge will serve as a prerequisite to the next chapter.

Additionally, we still need formalized, standard reports for owners, managers, creditors and others as to how the business performed and how it stands presently. These reports are called financial statements. We will use the same financial statements discussed in Chapter 2. The source for the account names and balances will now be the T accounts, rather than the worksheet used in Chapter 2. 
T accounts and Debits and Credits

T accounts replace the columnar headings of the worksheet we used in Ch. 2. 
A T account looks like a large letter T. Each account name (Cash, Fees Income, etc.) will have its own T account. Each T account has a debit side and a credit side. The debit refers to the left side of the T account, and the credit refers to the right side of the T account.

       Name of Account



	Debit
	Credit

	
	 

	
	 

	
	 

	
	 


We will use debits and credits in place of plus and minus to record transactions. What may prove to be confusing is that sometimes debit means increase, but other times debit means decrease. The following summarizes the rules of debit and credit:
	Category
	Examples of Accounts
	Effect of transaction on account
	Debit
	Credit

	ASSETS
	Cash, Accounts Receivable, Equipment
	Increase
	X
	

	
	
	Decrease
	
	X

	
	
	
	
	

	LIABILITIES
	Accounts Payable
	Increase
	
	X

	
	
	Decrease
	X
	

	
	
	
	
	

	OWNER’S EQUITY
	Owner, Capital
	Increase
	
	X

	
	
	Decrease
	X
	

	
	Owner, Drawing
	Increase
	X
	

	
	
	Decrease
	
	X

	
	
	
	
	

	REVENUES
	Fees Income
	Increase
	
	X

	
	
	Decrease
	X
	

	
	
	
	
	

	EXPENSES
	Utilities Expense, Salaries Expense, Rent Expense
	Increase
	X
	

	
	
	Decrease
	
	X


In other words, if we want to increase Cash, we will place the amount on the debit side of the Cash T account. Why?  Because cash is an asset, and all assets are increased on the debit side. What if we wanted to increase Fees Income? We would place the amount of the transaction on the credit side of Fees Income. Why? Because Fees Income is a revenue account, and all revenue accounts are increased on the credit side. 
Please keep in mind this is a system of recording transactions. It is not philosophical but routine, like stopping at a red traffic light and going on a green traffic light. My advice is to just learn this system and not over think it. 
Normal Balances
The phrase “normal balance” refers to the expected balance, debit or credit, of a particular account at the end of the accounting period. The normal balance of an account will always be the same as the account’s increase, or plus, side. The table below summarizes the normal balances of each category of account.
	Category
	Normal Balance

	Assets
	Debit

	Liabilities
	Credit

	Owner, Capital
	Credit

	Owner, Drawing
	Debit

	Revenues
	Credit

	Expenses
	Debit


Let’s look at a guided example of how to record transactions in T-accounts:
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=A1vwl3TGrgthhsyusRnBnbJ
Balancing the T account
Many T accounts will have both debit and credit “entries” (numbers in them). To find the ending balance of the T account, add the debit side, and then add the credit side. Place the difference between the total debit side and total credit side on the side with the larger balance. 

The balance should be on the “plus” side of the particular T account (its “normal balance”).  For example, we increase Cash by debiting the Cash account. Its normal balance, then, is on the debit side. The normal balance for any account is its “plus” side.
Here is a guided example of how to determine the balance of a T-account:
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=14L2i5FJFTJxxneO7DBvFLk
The Trial Balance

To ensure that no obvious errors were made in entering amounts into the T accounts and in calculating the final balance of each T account, we need to prepare a Trial Balance. The purpose of preparing a trial balance is to make sure the total debits equal the total credits. 
The trial balance will catch the following errors:

· Anytime your debit side entry did not equal the credit side entry when recording a transaction.
· Adding errors when determining the final balance of the T account.
· Leaving out one side of a transaction in the T accounts.
· A “slide” error on one side of the transaction but not the other (for example, writing “$1,000” as “$100”); and, 

· A “transposition” error on one side the transaction but not the other (for example, writing “$96” as “$69”).

If your trial balance does not balance when doing homework, try the following:

· Re-add the debit and credit columns.

· Check the transfer of balances from the T accounts to the Trial Balance.

· Re-add each of the T account totals.

· Ensure all debit entries have a corresponding, equal credit entry or entries.
Here’s a guided example on preparing a trial balance and an income statement. It uses the same numbers as in the previous guided example.
https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=21UmOJtzrmauZmTX7I1jX2E
For a review on preparing a statement of owner’s equity and a balance sheet, check out the guided example below. 

https://media.gaspar.mheducation.com/GASPARPlayer/play.html?id=65A5D4sLZlK20sLBPhZtO0Y
The Chart of Accounts

A chart of accounts is a list of all accounts used by a business. It is simply a numbering system, based on the type of account. A typical system would be:

Account Number

Classification of Accounts
100-199


Assets

200-299


Liabilities

300-399


Owner’s Equity

400-499


Revenue

500-599


Expense

As an example, what would be a good number for the Cash account? Could it be 201? No---Cash is an asset, and most companies assign it account number 101. 

Permanent and Temporary Accounts

The asset, liability and Owner, Capital accounts are called “permanent accounts” as their balances carry over to the following year. The revenue, expense and Owner, Drawing accounts are closed, or “zeroed out,” at the end of the year and are called temporary accounts. We will work on this further in Chapter 6.
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