
Learning objectives

RECORDING BUSINESS 
TRANSACTIONS2

AFTER READING CHAPTER 1, you have a basic understanding of what 
financial statements are. But how do you create them for the business you 
work for? How do large companies like JB Hi-Fi, Qantas and Woolworths 
report to their investors? How do they discharge their broader 
accountability to the wider Australian public? Such firms have to capture 
all the financial events that occur over time so that they can produce 
general financial reports for a wide variety of users. Although the 
accountability of small firms is more limited than that of large firms, the 
basic systems of recording transactions that have a financial impact on the 
business are essentially the same.

In Chapter 1, we saw how Sheena Bright of Smart Touch Learning recorded 
her firm’s business transactions in terms of the accounting equation. That 
procedure works well for a handful of transactions, but it’s not very efficient 
if your business generates a lot of transactions. In this chapter you will learn 
a more efficient way to capture business transactions. As you will see, this 
chapter is a critical foundation for learning accounting. Throughout this and 
the next two chapters, we continue to illustrate accounting procedures with 
service businesses such as Smart Touch. However, all businesses use the 
same basic accounting procedures we illustrate in these chapters.

LO 1 Explain accounts as they relate to the 
accounting equation, and describe 
common accounts

LO 2 Define debits, credits and normal 
account balances using double-entry 
accounting and T-accounts

LO 3 Record transactions in the journal 

LO 4 Post transactions from the journal to 
the ledger 

LO 5 Prepare the trial balance from the 
T-accounts

SMART TOUCH LEARNING 
Balance sheet

as at 30 June 2016

Assets Liabilities

Current assets: Current liabilities:

Cash $ 4 800 Accounts payable $ 48 700

Accounts receivable 2 600 Salary payable 900

Inventory 30 500 Interest payable 100

Supplies 600 Unearned service revenue 400

Prepaid rent 2 000 Total current liabilities 50 100

Total current assets $ 40 500 Non-current liabilities:

Non-current assets: Loans payable 20 000

Furniture $18 000 Total liabilities 70 100

Less: Accumulated depreciation—furniture 300 17 700

Building 48 000

Less: Accumulated depreciation—building 200 47 800 Owners’ equity

Total non-current assets 65 500 Sheena Bright, capital 35 900

Total assets $106 000 Total liabilities and owners’ equity $106 000

How do the activities of the 
business affect what it OWES?

How do the activities of the 
business affect what it OWNS?

How do the activities of the business affect its NET WORTH?
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2.1 THE ACCOUNT, THE LEDGER AND THE JOURNAL

The basic summary device of accounting is the account. An account is the detailed record of all 
the changes that have occurred in a particular asset, liability or owners’ equity during a period. As 
we saw in Chapter 1, business transactions cause the changes.

Accountants record transactions first in a journal. The journal is the chronological record of 
the transactions. Accountants then copy the data to the accounts in a record called the ledger. A list 
of all the ledger accounts, along with their balances, is called a trial balance.

The following diagram summarises the accounting processes covered in this chapter.

Explain accounts as 
they relate to the 

accounting equation, 
and describe 

common accounts

LO 1

When businesses use accounting software such as MYOB Accounting, some elements are 
performed automatically. However, it is essential that you understand the procedures that 
accounting software implements. Otherwise, if and when something goes wrong you won’t be able 
to understand and correct what has happened.

Take a moment to become familiar with these important terms. You will be using them over and 
over again.
❚	 Account: the detailed record of the changes in a particular asset liability or owners’ equity.
❚	 Journal: the chronological record of transactions.
❚	 Ledger: the record holding all the accounts.
❚	 Trial balance: the list of all the accounts with their balances.
Accounts are grouped in three broad categories, according to the accounting equation:

Assets = Liabilities + Owners’ equity

Assets
Colloquially, assets are something the business owns that has value. A more precise definition used 
by accountants is that an asset is a resource controlled by an entity as a result of past events that is 
expected to provide economic benefits to the accounting entity in the future. Most firms use the 
following asset accounts.

Prepare the
trial balance

Record
transactions

in the journal
Copy to the

ledger

Cash The Cash account shows the cash effects of a business’s transactions. It includes bank 
account balances, currency, coins and cheques. Successful businesses such as Woolworths 
usually have plenty of cash. Cash is the most pressing need of start-up businesses such as 
Smart Touch Learning.

Accounts receivable A business may sell its goods or services in exchange for a promise of a 
future cash receipt. Such sales are made on credit. The Accounts receivable account contains these 
amounts. Accounts receivable is the right to receive cash in the near future. Most sales in Australia 
and in other countries are made on accounts receivable. Other terms also commonly used to 
describe accounts receivable are ‘debtors’ and ‘trade debtors’.

Is ‘owning’ different from ‘controlling’ in the definition of an asset? Can you think of examples 
where there is a difference? Is there any difference between something having ‘value’ and something providing 
‘future benefits’?

STOP&THINK
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Bills receivable A business may sell its goods or services in exchange for a bill of exchange, 
which is a written pledge that the customer will pay a fixed amount of money by a certain date. The 
Bills receivable account is a record of the bills of exchange the business expects to collect in cash. 
A bill receivable offers more security for collection than an account receivable and is a right to 
receive cash and interest in the future.

Inventories A business that sells goods usually has some unsold items ‘in stock’ or ‘on hand’ at 
the end of its accounting period. These items are called inventories and the account that records 
them is the Inventories account. Sometimes a business buys items such as stationery or other 
consumables that aren’t directly used in the production of goods for resale to customers—that is, 
as part of non-operating, overhead expenses. If these are on hand at the end of the accounting 
period, their cost is sometimes identified as supplies.

Prepaid expenses A business often pays certain expenses in advance. Prepaid expenses are 
assets because the business avoids having to pay cash in the future for the specified expense. The 
ledger usually holds a separate asset account for each prepaid expense. Prepaid rent and Prepaid 
insurance are examples of prepaid expenses accounts.

Land The Land account is a record of the cost or value of the land a business controls and uses 
in its operations. Land held for sale is accounted for separately.

Buildings The cost or value of a business’s buildings—office, warehouse, garage and the 
like— appears in the Buildings account. Pure e-businesses often need little in the way of 
buildings because of their electronic nature. Conventional businesses, on the other hand, 
typically own or control buildings in many locations. Buildings held for sale are separate assets, 
accounted for as investments.

Plant and equipment A business has a separate asset account for each type of equipment— 
Office equipment and Store equipment, for example. The cost is often contained in these accounts.

We will discuss other asset categories and accounts as needed. For example, many businesses have 
an Investments account for their investments in the shares and debentures of other companies. 
Other categories include intangibles assets, which contains costs relating to assets that don’t have 
physical form, such as licences.

Liabilities
We usually think of a liability as a sum of money being owed to someone. Although this is correct, 
accountants define the term more precisely in their standards. A liability is defined in AASB 137, 
Provisions, Contingent Liabilities and Contingent Assets, as ‘a present obligation of the entity 
arising from past events, the settlement of which is expected to result in an outflow from the entity 
of resources embodying economic benefits’.

CONNECT TO: Accounting standards
Definitions such as this one of assets are scattered around different Australian accounting standards 
and have been gathered together in a glossary of defined terms, which is updated regularly by the 
AASB. You can refer to this document below when we introduce more accounting terms. It can be 
accessed at <http://www.aasb.gov.au/Pronouncements/glossary-of-defined-terms.aspx>. The defined 
terms are given in alphabetical order, so they are easy to locate, along with the references to the 
underlying accounting standard.

Conceptual accounting definitions of the most important terms used in Australian financial statements 
are given in the AASB’s Framework for the Preparation and Presentation of Financial Statements. This 
assists in the formulation and interpretation of specific Australian accounting standards but doesn’t 
override them. 
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A business generally has fewer liability accounts than asset accounts because its liabilities can 
be summarised under relatively few categories. A provision is a special type of liability that is 
uncertain in timing and amount.

Accounts payable Accounts payable is the opposite of the Accounts receivable account. The 
promise to pay off a purchase made on credit—that is, a purchase other than a cash purchase—is 
an account payable. An account payable is an obligation to pay cash in the near future. Virtually 
all companies have accounts payable. Another term commonly used for accounts payable is 
‘trade creditors’.

Bills payable The Bills payable account is the opposite of the Bills receivable account. Bills 
payable represents the amounts that the business must pay because it signed bills of exchange to 
borrow money or to purchase goods or services. Bills payable is an obligation to pay cash and 
interest in the future.

Accrued liabilities An accrued liability is a liability for an expense that hasn’t been 
invoiced or revenues that have been received but not yet earned and which haven’t been 
recorded as an accounts payable or an accounts receivable. Accrued liability accounts are 
added as needed. Taxes payable, Interest payable and Salary payable are accounts that contain 
accrued items in many businesses.

Owners’ equity
The financial estimate of owners’ claims to the value in a business is called owners’ equity. This is 
the ‘residual’ interest in the assets of an entity after deducting all liabilities. Owners’ equity is 
usually split into separate accounts depending on the ownership structure adopted.

Capital The Capital account shows the owners’ claim to the net assets of the business. After total 
liabilities are subtracted from total assets, the remainder is the owners’ equity—often referred to as 
‘capital’ in a sole proprietorship or partnership. When Sheena Bright started her Smart Touch 
business, the amounts she invested were recorded in her Capital account. From that point on, until 
she ceases business, the Capital balance equals her investments in the business plus its profit, 
minus losses and owner drawings.

Drawings Drawings is a term most frequently associated with proprietorship and partnership 
accounting, when you will usually encounter a separate account of this name. If Sheena Bright 
withdraws cash or other assets from her business for personal use, the business’s assets and owners’ 
equity decrease. The amounts taken out of the business appear in a separate account titled ‘Sheena 
Bright, drawings’. The Drawings account therefore shows a decrease in owners’ equity and is 
transferred at the end of each accounting period to be deducted from the balance of the Capital 
account. In the case of companies, withdrawals are represented by dividends paid or payable to 
shareholders and appear, as with Drawings, in the statement of changes in equity.

Income Income increases owners’ equity. Income created by delivering goods or services to 
customers and income from dividends, interest, royalties and rent is recorded in revenue accounts. 
The ledger contains as many revenue accounts as needed. Smart Touch needs a Service revenue 
account for amounts earned by providing learning services to clients. If a business lends money to 
an outsider, it will need an Interest revenue account for the interest earned on the loan. If the 
business rents a building to a tenant, it will need a Rent revenue account. In some businesses, 
income may include gains other than revenues. However, unless otherwise stated, you should 
assume in this book that revenue equates to income.

Expenses Expenses use up assets or create liabilities in the course of operating a business. 
Expenses have the opposite effect to revenues; they decrease owners’ equity. A business needs a 
separate expense account for each type of expense, such as Salary expense, Rent expense, 
Advertising expense, and Electricity and gas expense. Businesses of all sizes strive to manage 
their expenses in order to improve profit—whether they are large firms such as Woolworths or 
small businesses such as Smart Touch.
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Exhibit 2-1 shows how asset, liability and owners’ equity accounts can be grouped in the 
ledger.

Chart of accounts
The ledger contains the business’s accounts grouped under these headings:
1 Balance sheet accounts: Assets, Liabilities and Owners’ equity
2 Income statement accounts: Revenues and Expenses.

Organisations have a chart of accounts to list all the accounts they use, along with their account 
numbers. These account numbers are used as references that help in tracking transactions as they 
are processed through the accounting system.

Accounts are identified by account numbers with two or more digits. Assets are often numbered 
beginning with 1, liabilities with 2, owners’ equity with 3, revenues with 4, and expenses with 5. 
The second, third and higher digits in an account number indicate the position of the individual 
account within the category. For example, Cash may be account number 101, which is the first 
asset account. Accounts receivable may be account number 111, the second asset account. Accounts 
payable may be number 201, the first liability account. All accounts are numbered using this 
system. Businesses with many accounts use lengthy account numbers.

The chart of accounts for Smart Touch appears in Exhibit 2-2. Notice the gap in account 
numbers between 111 and 141. Bright realises that at some later date she may need to add another 
category of receivables—for example, Bills receivable, which she might number 121.

CONNECT TO: Accounting standards
Revenues are defined in AASB 118 as ‘the gross inflow of economic benefits during an accounting period 
in the course of ordinary activities of an entity . . . other than increases relating to contributions from 
equity participants’. 

From 1 January 2017, AASB 118 is replaced by AASB 15. The latter defines revenue broadly as requiring 
entities to recognise revenue to depict the transfer of goods or services to customers in amounts that 
reflect the consideration (that is, payment) to which the entity expects to be entitled in exchange for 
those goods or services.

Present thinking by the accounting profession can be found on the AASB’s website.

EXHIBIT 2-1

The ledger 
(asset, liability 
and owners’ 
equity accounts)

Individual asset accounts

All the individual
accounts combined
make up the ledger.

Individual owners’ equity accounts

Individual liability accounts
Ledger

Cash

Accounts
payable

Sheena
Bright,
capital
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Define debits, 
credits and normal 
account balances 

using double-entry 
accounting and 

T-accounts

LO 2

EXHIBIT 2-2

chart of 
accounts—smart 
Touch Learning

BALANCE SHEET ACCOUNTS:

ASSETS LIABILITIES OWNERS’ EQUITY

101 Cash 201 Accounts payable 301 Sheena Bright, capital  

111 Accounts receivable 231 Bills payable 311 Sheena Bright, drawings

141 Office supplies

151 Office furniture

191 Land

INCOME STATEMENT ACCOUNTS (PART OF OWNERS’ EQUITY): 

REVENUES EXPENSES

401 Service revenue 501 Rent expense

502 Salary expense

503 Electricity and gas expense

2.2 DEBITS, CREDITS AND DOUBLE-ENTRY ACCOUNTING

Accounting is based on a double-entry system, which records the dual effects of a business 
transaction. Each transaction affects at least two accounts. For example, Sheena Bright’s $30 000 
cash investment in Smart Touch increased both the Cash account and the Capital account of the 
business. To record only the increase in the entity’s cash without recording the increase in its 
owners’ equity would be an incomplete accounting.

Consider a cash purchase of supplies. What are the dual effects of this transaction? The purchase 
(1) decreases cash and (2) increases supplies. A purchase of supplies on credit (1) increases supplies 
and (2) increases accounts payable. All transactions have at least two effects on the entity.

The T-account
A popular account format is called the ‘T-account’ because it takes the form of the capital letter 
‘T’. The vertical line in the T-account divides the account into its left and right sides. The account 
title rests on the horizontal line. For example, the Cash account of a business appears in the 
following T-account format:

Cash

(Left side) (Right side)
Debit Credit

The left side of the account is called the debit side and the right side is called the credit side. 
Those new to the study of accounting are often confused by the words debit and credit. To become 
comfortable using them, remember that:

Debit   = Left side
Credit = Right side

The terms debit and credit are deeply entrenched in business, deriving from the Latin terms 
debitum and creditum, respectively, as used by early writers on accounting such as the 15th-century 
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Italian monk Luca Pacioli. However, the terms debit and credit are just labels and could just as 
easily be called something else. Debit and credit are abbreviated as follows:

Dr. = Debit   Cr. = Credit

Increases and decreases in the accounts
The account category determines how increases and decreases in the account are recorded as debits 
and credits. The pattern of recording debits and credits is based on the accounting equation. For 
any given account, all increases are recorded on one side and all decreases are recorded on the 
other side. The following T-accounts provide a summary:

Assets

Increases are recorded 
on the left (debit) side.

Decreases are recorded 
on the right (credit) side.

Liabilities and owners’ equity

Decreases are recorded 
on the left (debit) side.

Increases are recorded 
on the right (credit) side.

These are the rules of debit and credit.
Computers interpret debits and credits as increases or decreases by account category. For 

example, a computer reads a debit to Cash as an increase to that account and an increase to 
Accounts payable as a credit.

This pattern of recording debits and credits is based on the accounting equation:

Assets = Liabilities + Owners’ equity
Debits = Credits

Assets are on the opposite side of the equation from liabilities and owners’ equity. Therefore, 
increases and decreases in assets are recorded in the opposite manner from those in liabilities and 
owners’ equity. Liabilities and owners’ equity, which are on the same side of the equals sign, are 
treated in the same way. Exhibit 2-3 shows the relationship between the accounting equation and 
the rules of debit and credit.

To illustrate the ideas presented in Exhibit 2-3, reconsider the first transaction from Chapter 1. 
Sheena Bright invested $30 000 in cash to begin Smart Touch. The business received $30 000 cash 
from Sheena Bright which constituted owners’ equity in the business. We are accounting for the 
business entity, Smart Touch. Which accounts of the business are affected? By what amounts? On 
what side (debit or credit)? The answer: the business’s assets and capital increase by $30 000, as 
the following T-accounts show.

 Assets = Liabilities + Owners’ equity

Cash Sheena Bright, capital

Debit for  
 increase, $30 000

Credit for 
 increase, $30 000

The amount remaining in an account is called its balance. Smart Touch’s first transaction gives 
Cash a $30 000 debit balance and Sheena Bright, capital a $30 000 credit balance.

Notice that Assets = Liabilities + Owners’ equity and that total debit amounts = total credit 
amounts. Exhibit 2-4 illustrates the accounting equation and Sheena Bright’s first three 
transactions.
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The second transaction is a $20 000 cash purchase of land. This transaction affects two 
assets: Cash and Land. It decreases (credits) Cash and increases (debits) Land, as shown in 
the T-accounts:

 Assets = Liabilities + Owners’ equity

Cash Sheena Bright, capital

Balance $30 000 Credit for  
 decrease $20 000

Balance $30 000

Balance $10 000

Land

Debit for 
 increase $20 000

Balance $20 000

After this transaction, Cash has a $10 000 debit balance ($30 000 debit amount minus $20 000 
credit amount), Land has a debit balance of $20 000, and Sheena Bright, capital has a $30 000 
credit balance, as shown here and in the middle section of Exhibit 2-4 (labelled ‘Transaction 2’).

Transaction 3 is a $500 purchase of office supplies on credit. This transaction increases the 
asset Office supplies and the liability Accounts payable as shown in the following accounts and in 
the right side of Exhibit 2-4 (labelled ‘Transaction 3’):

EXHIBIT 2-3

The accounting 
equation and the 
rules of debit and 
credit (the effects 
of debits and 
credits on assets, 
liabilities and 
owners’ equity)

Accounting 
equation: ASSETS = LIABILITIES + OWNERS’ EQUITY

Rules of 
debit and 
credit:

Debit Credit Debit Credit Debit Credit
+ – – + – +

EXHIBIT 2-4

The accounting 
equation and the 
first three 
transactions of 
the business 
entity smart 
Touch Learning

Transaction 1
Received $30 000 cash that the 
owner invested in the business

Transaction 2
Paid $20 000 cash to

purchase land

Transaction 3
Purchased office supplies

on credit for $500

$30 000
Cash 

$30 000
Capital

$10 000
Cash 

$20 000
Land

$30 000
Capital

$20 000
Land

$30 000
Capital

$10 000
Cash 

$500
Office supplies

$500 Accounts 
payable

Assets = Liabilities + Owners’ equity
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Assets = Liabilities + Owners’ equity

Cash Accounts payable Sheena Bright, capital

Balance  10 000 Credit for Balance  30 000

 increase, 500

Office supplies Balance  500

Debit for 
 increase 500

Balance  500

Land

Balance  20 000

We create accounts as they are needed. The process of creating a new T-account in preparation 
for recording a transaction is called opening the account. For transaction 1, we opened the Cash 
account and the Sheena Bright, capital account. For transaction 2, we opened the Land account; 
and for transaction 3, we opened Office supplies and Accounts payable.

Record transactions 
in the journal

LO 3

2.3 RECORDING TRANSACTIONS IN THE JOURNAL

We could record all transactions directly in the accounts, as we have shown for the first three 
transactions. However, to give a complete record of each transaction, which is essential for some 
decisions, accountants first record transactions in a journal, as a chronological record of the entity’s 
transactions. The journalising process follows four steps:
1 Identify the transaction from source documents, such as sales and purchase invoices, bank 

deposit slips, sale receipts and credit card returns.
2 Specify each account affected by the transaction and classify it by type (asset, liability or 

owners’ equity).
3 Determine whether each account is increased or decreased by the transaction. Using the rules 

of debit and credit, determine whether to debit or credit the account to record its increase or 
decrease.

4 Enter the transaction in the journal, including a brief explanation, also known as the narration, 
for the journal entry. The debit side of the entry is entered first and the credit side last. This step 
is also called ‘making the journal entry’ or ‘journalising the transaction’.

These four steps are automated in a computerised accounting system.
Let’s apply the four steps to journalise the first transaction of the Smart Touch business, receipt 

of Sheena Bright’s $30 000 cash investment.
1 The source documents are Sheena Bright’s bank deposit slip and $30 000 cheque, which is 

deposited in the business bank account.
2 The accounts affected by the transaction are Cash and Sheena Bright, capital. Cash is an asset 

account. Sheena Bright, capital is an owners’ equity account.
3 Both accounts increase by $30 000. Therefore, Cash, the asset account, is increased (debited) 

and Sheena Bright, capital, the owners’ equity account, is increased (credited).
4 The journal entry is:

Date Accounts and explanation Debit Credit
May 1a Cashb (A+) 30 000b

Sheena Bright, capitalc (Q+) 30 000c

Received initial investment from owner.d
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Footnotes a, b, c and d are explained as follows. The journal entry has four parts:
a Date of the transaction
b Title of the account debited, along with the dollar amount
c Indented title of the account credited, along with the dollar amount
d Brief explanation of the transaction.
Dollar signs are omitted because it is understood that the amounts are in dollars.

The journal entry presents the full story for each transaction. To help reinforce your learning of 
the account types and how they increase or decrease, we will indicate after each account in the 
journal what type of account it is and whether it is increasing or decreasing. For example, Assets 
increasing will be shown as (A+), Capital (Equity) increasing will be shown as (Q+), and so on. 
These notations wouldn’t normally show up in a journal, but we have included them here to 
reinforce the rules of debit and credit. Exhibit 2-5 shows how page 1 of the journal looks after the 
business has recorded the first transaction.

Copying information (posting) from the journal to the ledger
Posting means copying the amounts from the journal to the accounts in the ledger. Debits in the 
journal are posted as debits in the ledger, and credits in the journal are posted as credits in the 
ledger. The initial investment transaction of Sheena Bright is posted to the ledger, as shown in 
Exhibit 2-6. In these introductory discussions, we ignore the date of each transaction to focus on 
the accounts and their dollar amounts.

EXHIBIT 2-5

The journal page

JOURNAL PAGE 1

Date Accounts and explanation Debit Credit

May 1 Cash (A+) 30 000

Sheena Bright, capital (Q+) 30 000

Received initial investment from owner.

EXHIBIT 2-6

Journal entry 
and posting to 
the ledger

JOURNAL ENTRY

Date Accounts and explanation Debit Credit

May 1 Cash (A+) 30 000

Bright, capital (Q+) 30 000

Received initial investment from owner.

POSTING TO THE LEDGER

Cash Sheena Bright, capital

30 000 30 000
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Expanding the accounting equation to account for  
revenues and expenses
Owners’ equity also includes Revenues and Expenses accounts, because revenues and expenses 
make up profit or loss, which flows into owners’ equity. Recall from Chapter 1 that revenues are 
increases in owners’ equity that result from delivering goods or services to customers in the course 
of operating the business. Expenses are decreases in owners’ equity that occur from using assets or 
increasing liabilities in the course of operations. Therefore, the accounting equation may be expanded 
as shown in Exhibit 2-7. Revenues and expenses appear in parentheses to highlight the fact that their 
net effect—revenues minus expenses—equals profit, which increases owners’ equity. If expenses are 
greater than revenues, the net effect of operations is a loss, which decreases owners’ equity.

We can now express the rules of debit and credit in final form, as shown in Exhibit 2-8. All of 
accounting is based on these five types of account. You shouldn’t proceed until you have learned 
the rules of debit and credit for the five types of account.

The normal balance of an account
An account’s normal balance appears on the side—either debit or credit—where we record an 
increase (+) in the account’s balance. For example, assets normally have a debit balance, so assets 
are debit-balance accounts. Liabilities and equity accounts normally have the opposite balance, so 
they are credit-balance accounts. Expenses and Drawings are equity accounts that have debit 
balances—unlike the other equity accounts. They have debit balances because they decrease equity. 
Revenues increase equity, so a revenue’s normal balance is a credit. Notice in Exhibit 2-8 that the 
normal balance for an account is always associated with a + sign.

EXHIBIT 2-7

Expansion of the 
accounting 
equation

Assets Liabilities

Owners’ equity

+
Capital

–
Drawings

+
Revenues

–
Expenses

Assets = Liabilities
+

Owners’ equity Capital – Drawings + (Revenues – Expenses)

EXHIBIT 2-8

complete rules 
of debit and 
credit

Assets = Liabilities + Owners’ equity�

ASSETS = LIABILITIES +
OWNERS’ 
CAPITAL –

OWNERS’ 
DRAWINGS + REVENUES – EXPENSES

Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr. Dr. Cr.
+ – – + – + + – – + + –
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As we have seen, owners’ equity includes the following: 
Capital—a credit-balance account
Drawings—a debit-balance account 
Revenues—a credit-balance account 
Expenses—a debit-balance account
An account with a normal debit balance may occasionally have a credit balance. This indicates 

a negative amount of the item. For example, Cash will have a credit balance if the business 
overdraws its bank account. Also, the liability Accounts payable—a credit-balance account—could 
have a debit balance if the firm overpays its accounts payable. In other cases, a non-normal account 
balance may indicate an error. For example, a credit balance in Office supplies, Furniture or 
Buildings is an error because negative amounts of these assets make no sense. In each journal 
entry, we will indicate the type of account and whether it increased (+) or decreased (–). We will 
use A for Assets, L for Liabilities, Q for Equity, D for Drawings, R for Revenues and E for Expenses.

Normal balance tip:  Assets, Expenses and Drawings: debits  
Liabilities, Equity and Revenues: credits

The terms debit and credit are applied to the left and right sides of the accounting equation 
and of accounts. A way to remember what normal account balance a particular account has is to associate the 
accounts with the accounting equation. Assets are on the LEFT, so they have a normal debit balance. Liabilities 
and Equity accounts are on the RIGHT, so they have a normal credit balance. So, think of debit as left and 
credit as right when remembering normal balances of accounts.

STOP&THINK

Flow of accounting data
Exhibit 2-9 summarises the flow of accounting data from a business transaction all the way through 
the accounting system to the ledger. In the pages that follow, we continue the example of Smart 
Touch and account for the business’s transactions in May. Keep in mind that we are accounting for 
the business entity Smart Touch. We are not accounting for Sheena Bright’s personal transactions.

source documents
Accounting data come from source documents, as shown in the second segment of Exhibit 2-9. 
Smart Touch received $30 000 from the owner and deposited the cash in the business bank account. 
The bank deposit slip is the document that shows the amount of cash received by the business. 
Based on this source document, Sheena Bright can see how to record this transaction in the journal.

When Sheena Bright buys supplies on credit, the vendor sends her an invoice requesting 
payment. The purchase invoice is the source document that tells Sheena to pay the vendor. The 
invoice shows what she purchased and how much it cost—telling her how to record the transaction.

Sheena Bright may pay the account payable with a bank cheque, through internet banking, by 
direct debit or by credit card. A cheque stub, deposit slip, computer-printed payment and credit 

EXHIBIT 2-9 

Flow of 
accounting data 
from the journal 
to the ledger

Transaction 
occurs

Source 
documents 
prepared

Transaction 
analysis 

takes place

Transaction 
entered in 

journal

Amounts
posted to 

ledger
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card record all constitute source documents. They give Sheena the information she needs to record 
the payment accurately.

When Sheena Bright provides education services for a client, she may fax, mail, or scan and 
attach to an email a sales invoice to the client. Her sales invoice is the source document that tells 
her how much revenue to record.

There are many different types of source document in business. In the transactions that follow, 
we illustrate some of the more common types of document that Smart Touch uses in its business.

2.4 TRANSACTION ANALYSIS, JOURNALISING AND  
POSTING TO THE ACCOUNTS

Practise journalising with specific examples

Transaction 1 Smart Touch received $30 000 cash that the owner invested to begin her business. 
Sheena Bright deposited the money in the business bank account, as evidenced by this deposit slip.

Post transactions 
from the journal to 

the ledger

LO 4

DEPOSIT SLIP

Smart Touch Learning
Burns Bay Road
Lane Cove NSW 2066

1 May 2016

LIST CHEQUES

Westpac Bank
Burns Bay Road
Lane Cove NSW 2066

The business increased cash, which is an asset, so we debit Cash. The business also increased 
owners’ equity, so we credit Sheena Bright, capital.

Journal  
entry

Ledger 
accounts

Cash Sheena Bright, capital

(1) 30 000 (1) 30 000

Cash (A+) 30 000

Sheena Bright, capital (Q+) 30 000

Received investment from owner.
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Analysing and recording transactions

Suppose the accountant of a business is considering employing you as an assistant but wants to see if 
you understand the basic principles of how to account for transactions. Can you answer the 
manager’s questions, which are outlined below? If so, you may get the job.

DECISION GUIDELINES

What must be recorded by the accounting system? All transactions that affect the entity’s financial 
position and financial performance and can be 
reliably measured.

Where are the transactions initially recorded? In the journal, the chronological record of transactions.

How are the rules of debit and credit applied to the 
following accounts?
Asset
Liability
Owners’ equity (overall)

Capital
Drawings

Revenue
Expense

Increase   Decrease
Debit   Credit
Credit   Debit
Credit   Debit
Credit   Debit
Debit   Credit
Credit   Debit
Debit   Credit

Where is information for each account stored? In the ledger, the record holding all the accounts.

Where are all the accounts balances listed? In the trial balance.

Where are the results of operations reported? In the income statement:
(Revenues − Expenses = Profit or Loss)

Where is the financial position reported? In the balance sheet:
(Assets = Liabilities + Owners’ equity)

DECISION GUIDELINES 2.1

Goal: Create an Excel spreadsheet to calculate total assets, total liabilities, total owners’ equity 
and profit (or loss) from the Smart Touch trial balance in the text in Exhibit 2-11.

Scenario: In your interview with Sheena Bright, she asks you to prepare a trial balance for her 
business. Your task is to create a simple spreadsheet to calculate total assets, total liabilities, total 
owners’ equity and profit (or loss) from a trial balance. When finished, answer these questions 
about Smart Touch:
1 What are the total assets?
2 What are the total liabilities?
3 What is the total owners’ equity?
4 What is the profit (or loss) for the period?

STEP-BY-STEP
1 Open a new Excel spreadsheet.
2 Create a bold-faced heading for your spreadsheet that contains the following:

a Chapter 2 Excel Exercise
b Smart Touch Learning

EXCEL EXERCISE 2.1
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The trial balance of Harper Service Centre on 1 March 2017 lists the entity’s assets, liabilities 
and owners’ equity on that date.

Balance

Account title Debit Credit

Cash $26 000
Accounts receivable 4 500
Accounts payable $ 2 000
Harper, capital  28 500 

Total $30 500 $30 500 

During March, the business engaged in the following transactions:
a Borrowed $45 000 from the bank and signed a bill payable in the name of the business. 
b Paid cash of $40 000 to acquire land.
c Performed service for a customer and received cash of $5 000. 
d Purchased supplies on credit, $300.
e Performed customer service and earned revenue on credit, $2 600. 
f Paid $1 200 on account.
g Paid the following cash expenses: salaries, $3 000; rent, $1 500; and interest, $400. 
h Received $3 100 on account.
i Received a $200 electricity and gas bill that will be paid next week.
j Received $1 500 for services to be performed next month.
k Harper withdrew $1 800 for personal use.

REQUIREMENTS
1 Open the accounts listed in the trial balance above with the balances indicated. Use the  

T-account format.
2 Journalise each transaction. Key journal entries by transaction letter.
3 Post to the ledger.
4 Prepare the trial balance of Harper Service Centre as at 31 March 2017.

SUMMARY PROBLEM 2.1 

c Trial balance
d as at 31 May 2016

3 Two rows down from your worksheet heading, copy the heading format of the Sheena Bright 
trial balance. Make ‘Account title’ your first column (sized appropriately). Make two separate 
columns for the ‘Debit’ and ‘Credit’ balances.

4 Enter the account titles (without periods) and data from the trial balance under the correct 
headings. Create formulas for the column totals for the debit and credit balances. Format the 
data in each column.

5 Beginning two rows under the trial balance in the first column, enter the following 
descriptions:
a Total assets
b Total liabilities
c Total owners’ equity
d Total profit (loss)

6 In column two, across from each description, enter the formula to calculate the item.
7 Save your work to disk and print a copy for your files.
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Debit/credit transaction analysis
To make sure you understand the material in this chapter, work through the following 
demonstration, which has detailed comments to help you understand the concepts within 
the framework of a worked-through problem.

On 1 September 2016, Michael Moe opened Moe’s Mowing, a firm that provides mowing 
and landscaping services. During the month of September, the business incurred the 
following transactions:
a To begin operations, Michael invested $10 000 of personal cash funds in the business, 

which was organised as a sole trader. The business purchased equipment for $3 500 on 
credit.

b The business purchased office supplies for $800 cash.
c The business provided $2 600 of services to a customer on credit.
d The business paid $500 cash towards the equipment previously purchased on credit in 

transaction b.
e The business received $2 000 in cash for services provided to a new customer.
f The business paid $200 cash to repair equipment.
g The business paid $900 cash in salary expense.
h The business received $2 100 cash from customers on account.
i Michael withdrew $1 500 cash from the business for personal use.

Requirements
1 Create blank T-accounts for the following: Cash; Accounts receivable; Supplies; 

Equipment; Accounts payable; Michael Moe, capital; Michael Moe, drawings; Service 
revenue; Salary expense; Repair expense.

2 Journalise the transactions and post them to the T-accounts. 
3 Total all of the T-accounts to determine their balances at the end of the month.

Demo doc solution
Requirement 1
Create blank T-accounts for the following accounts: Cash; Accounts receivable; Supplies; 
Equipment; Accounts payable; Michael Moe, capital; Michael Moe, drawings; Service 
revenue; Salary expense; Repairs expense.

Opening a T-account means drawing a blank account that looks like a capital ‘T’ and 
putting the account title across the top. T-accounts give you a diagram of the additions and 
subtractions made to the accounts. For easy reference, they are usually organised into assets, 
liabilities, owners’ equity, revenue and expenses (in that order).

Draw empty T-accounts for every account listed in the question.

DEMO DOC

OBJ   1, 2, 3, 4

78 CHAPTER 2  REcoRDing businEss TRansacTions

Sam
ple

 pa
ge

s



Student success tips
The following are hints on some common trouble areas for students in this chapter:

	❚ Commit to memory the normal balance of the six main account types. The normal balance 
is the side of the T-account where the account INCREASES. Assets, drawings and expenses 
have normal debit balances. Liabilities, equity and revenues have normal credit balances.

	❚ Recall that debits are listed first in every journal entry.

	❚ Remember that debits ALWAYS EQUAL credits in every journal entry.

	❚ Keep in mind that posting is just gathering all the journal entries made to an individual 
T-account so that you can determine the new balance in the account. Journal debit 
entries are posted on the left side of the T-account. Journal credit entries are posted on 
the right side of the T-account.

	❚ The accounting equation MUST ALWAYS balance after each transaction is posted.

	❚ The trial balance lists all accounts with a balance, ordered by assets, liabilities, equity, 
drawings, revenues and expenses. Total debits should equal total credits on the trial 
balance.

 ASSESS

Quick check
 1 Which sequence correctly summarises the accounting process?

a journalise transactions, post to the accounts, prepare a trial balance

b journalise transactions, prepare a trial balance, post to the accounts

c post to the accounts, journalise transactions, prepare a trial balance

d prepare a trial balance, journalise transactions, post to the accounts

 2 The left side of an account is used to record which of the following?

a debit or credit, depending on the type of account

b increases

c credits

d debits

 REVIEW

Accounting vocabulary
account (p. 53)
accrued liability (p. 55)
bill of exchange (p. 54)
bills payable (p. 55)
chart of accounts (p. 56)
credit (p. 57)
debit (p. 57)
double-entry system (p. 57)

inventories (p. 54)
journal (p. 53)
ledger (p. 53)
normal balance (p. 62)
posting (p. 61)
prepaid expenses (p. 54)
supplies (p. 54)
trial balance (p. 53)
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 3 Suppose Hunt Equipment has receivables of $65 000, furniture totalling $205 000 and cash 
of $52 000. The business has a $109 000 bill payable and owes $81 000 on account. How 
much is Hunt’s owners’ equity?

a $28 000

b $132 000

c $190 000

d $322 000

 4 Your business purchased supplies of $2 500 on credit. The journal entry to record this 
transaction is:

a Supplies 2 500 

  Accounts receivable  2 500

b Supplies 2 500 

  Accounts payable  2 500

c Accounts payable 2 500 

  Supplies  2 500

d Inventory 2 500 

  Accounts payable  2 500

 5 Which journal entry records your payment for the supplies purchased in Quick Check 
question 4?

a Accounts payable 2 500 

  Accounts receivable  2 500

b Accounts payable 2 500 

  Cash  2 500

c Cash 2 500 

  Accounts payable  2 500

d Supplies 2 500 

  Cash  2 500

 6 Posting a $2 500 purchase of supplies on credit appears as follows:

(a) Cash Supplies (c) Supplies Accounts receivable

2 500 2 500 2 500 2 500

(b) Supplies Accounts payable (d) Supplies Accounts payable

2 500 2 500 2 500 2 500

 7 The detailed record of the changes in a particular asset, liability or owners’ equity is called:

a an account

b a journal

c a ledger

d a trial balance

 8 Pixel Copies recorded a cash collection on account by debiting Cash and crediting Accounts 
payable. What will the trial balance show for this error?

a too much for cash

b too much for liabilities

c too much for expenses

d the trial balance won’t balance
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