
Accounting – Self Study Guide for Staff of Micro Finance Institutions 
 
 
LESSON 4  

Recording Changes in Financial Position 
 
 
OBJECTIVES The purpose of this lesson is to examine how the various activities of the 

organization’s credit operations are recorded.  Double-entry accounting is 
discussed and the methods of recording various transactions are presented.  
Voucher preparation and journal entries are explained for both Balance 
Sheet accounts (Assets, Liabilities and Equity) and Income Statement 
accounts (Revenue and Expenses).  In addition, the importance of the Cash 
account and corresponding periodic bank reconciliations are discussed. 

 
 You will develop a good understanding of how to record transactions and 

what the terms “debit” and “credit” refer to in accounting terms.  An 
understanding of generally accepted accounting principles and accounting 
methods will be achieved.  Topics include: 

• Double-Entry Accounting 
• Voucher Preparation 
• Journal Entries 
• Recording Assets, Liabilities and Equity Transactions 
• Recording Revenues and Expenses 
• Cash Account and Bank Reconciliation 

 

Lessons 4 and 5 describe the steps required from the time an economic 
transaction occurs until it is ultimately reflected on the financial 
statements. 

 

   
 

Double-Entry Accounting 

Go back to Basic Accounting Concepts (Lesson 1) and read through Part 4 
Double-Entry Accounting again.  It states that there is an equal and opposite 
reaction to each event or transaction, either increasing or decreasing asset, 
liability, or equity items. Any given transaction or event will affect a 
minimum of two accounts on the Balance Sheet (or Income Statement).   

It is important to mention here that revenue or expense items can, and 
usually are, affected when a transaction occurs.  Ultimately, the revenue 
and expense accounts are netted out to result in a final profit or loss.  This 
profit or loss is then transferred to the Balance Sheet as equity ensuring 
that the Balance Sheet balances.  This duality reflects the reality of the 
accounting equation (A = L + E) as discussed in Lesson 2:  The Balance Sheet. 
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Example: 

Assume that an organization buys a motorcycle for Tk10,500 thus adding a 
new asset.  From an accounting perspective, does another asset decrease or 
does a liability or equity item increase?  There are only three possible 
outcomes: 

(1) If the organization pays cash for the motorcycle, another asset 
decreases: 

A = L + E 
 

↑ Asset 10,500 Motorcycle 
↓ Asset 10,500 Cash 

(2) If the organization borrows money to pay for the motorcycle, a liability 
increases: 

A = L + E 
 

↑ Asset 10,500 Motorcycle 
↑ Liabilities 10,500 Short-term Borrowings 

(3) If the organization borrows Tk8,000 and uses Tk2,500 cash to pay for the 
motorcycle, an asset account decreases and a liability account increases: 

A = L + E 
 

↑ Asset 10,500 Motorcycle 
↓ Asset 2,500 Cash 
↑ Liability 8,000 Short-term Borrowings 

 

Net Effect: 
 

↑ Asset 8,000  (10,500 – 2,500) 
↑ Liability 8,000 

 

If the accounting equation is to remain in balance, any change in the left-
side (assets) must be accompanied by an equal but opposite change in the 
left-side (assets) or by an equal change in the right-side (either liabilities 
or equity). 

This system is called double-entry accounting, referring to the need for 
both a left-hand and a right-hand entry to record every transaction. 
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Voucher Preparation 

Each time a transaction occurs, documentation must be maintained.  
Voucher preparation refers to the recording of economic transactions in a 
way relevant to their accounting treatment.  Vouchers are supported by 
invoices and cheque stubs or cash requests and generally include the 
following:  

• Number and nature of voucher  
• Name of department 
• Date prepared 
• Account name & number and amount of money 
• Source and description of transaction  
• Authorized signature 
• Attachment of original bills and cash requests. 

Every organization has specific means of preparing vouchers.  The important 
aspect to remember is that vouchers result in a paper trail for each 
transaction, enabling an organization to have adequate internal control over 
its record-keeping and ensure that its assets are safeguarded. 

Journal Entries 

All economic transactions are entered in to the accounting system by means 
of a journal entry.  A journal entry records how each transaction affects 
either an asset, liability, equity, revenue and/or expense account. Journal 
entries are made to the General Journal, which is a listing of all economic 
transactions, in chronological order. Journals entries are made on a two-
column journal sheet with the name of the organization and “General 
Journal” written on top.  The left-hand column is headed “Debit” and the 
right-hand column is headed “Credit”. 

What are debits and credits?  Accountants use these words to describe the 
left and right sides of a ledger account.  An amount recorded on the left 
side of the account is called a debit whereas an amount recorded on the 
right side is called a credit. 

Individuals who are unfamiliar with the ‘language’ of accounting often have 
incorrect notions about the meaning of the words debit and credit.  For 
example, they may have the idea that the word credit is more favorable 
than the word debit (e.g. “credit where credit is due”).  However, in 
accounting vocabulary this is not true.  In accounting, the words “debit” and 
“credit” simply refer to entries on the left and right side respectively for 
increases or decreases in accounts. 

The first step in creating accounting records is to record debits and credits.  
This is done by preparing journal entries for each transaction. 
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Recording Assets, Liabilities and Equity Transactions 

According to the debit and credit rules, increases in the left-side of the 
equation (assets) are recorded by debits while increases in the right side 
(liabilities or equity) are recorded by credits. 

Prior to making a journal entry, it is helpful to look at the accounts affected 
by a transaction in their simplest form to determine if a debit or a credit 
should be recorded.  A journal entry, as shown below, has three elements:  
a title which is the name of the asset, liability, equity, revenue, or expense 
account; a left side which is called the debit side; a right side which is 
called the credit side.  When a journal entry is in this form, it resembles the 
letter ‘T’ and is therefore often referred to as a T-Account.  For example: 

 
Title 

Debit Credit 
(left side) (right side) 

 

Below are examples of how transactions are recorded (journal entries): 
 

1. Purchase furniture for $ 5,000 in cash: 
 

ANALYSIS RULE ENTRY 
* asset "furniture" 

was increased 
* increases in assets 

are recorded by 
debits 

Debit:  
Furniture   $ 5,000 

* asset "cash" was   
decreased 

* decreases in assets 
are recorded by 
credits 

Credit:  
Cash          $ 5,000 

 
 

Furniture 
5,000  

 
 

Cash 
 5,000 
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2. Client savings collected;  $200 cash: 
 

ANALYSIS RULE ENTRY 
* asset "cash" was 

increased 
* increases in assets are 

recorded by debits 
Debit:  
Cash  $ 200 

* liability "client savings" 
was increased 

* increases in liabilities 
are recorded by credits 

Credit: 
Client Savings $ 200 

 
 

Cash 
200  

 
 

 
Client Savings 

 200 
 

 
 

3. Purchase building for $36,000 for $15,000 cash and $21,000 on credit: 
 

ANALYSIS RULE ENTRY 
* asset "building" was 

increased 
* increases in assets are 

recorded by debits 
Debit:  
Building $36,000 

* asset "cash" was 
decreased 

* decreases in assets are 
recorded by credits 

Credit: 
Cash               $15,000 

* liability "accounts 
payable" was increased 

* increases in liabilities 
are recorded by 
credits 

Credit:   
Accounts Payable $21,000 

 
 

Building 
36,000  

 
 

Cash 
 15,000 

 
 

Accounts Payable (Long Term) 
 21,000 
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4. Purchase equipment for $1,000 in cash: 
 

ANALYSIS RULE ENTRY 
* asset equipment   

was increased 
* increases in assets are 

recorded by debits 
Debit:  
Equipment $1,000 

* asset cash was 
decreased 

* decreases in assets are 
recorded by credits 

Credit:  
Cash $1,000 

 
 

Equipment 
1,000  

 
 

Cash 
 1,000 

 

 

 

Normal Balances 

Increases in asset accounts are recorded by debit entries and decreases in 
these accounts are recorded by credit entries.  The fact that assets are 
located on the left side of the Balance Sheet is an easy way of remembering 
the rule that an increase in an asset is recorded on the left (or debit) side 
of the account.  Therefore, asset accounts normally have a debit (left-hand) 
balance. 

To illustrate: 
Any  ASSET Account 

Debit Credit 
 

(increase) 
  

(decrease) 
 

Increases in liability and equity accounts are recorded by credit entries 
and decreases in these accounts are recorded by debit entries.  Liability 
and equity accounts are located on the right side of the Balance Sheet.  An 
increase in a liability or an equity account is recorded on the right (or 
credit) side of the account; and therefore liability and equity accounts 
normally have credit (right-hand) balances. 

 
 

Any Liability or Equity Account 
Debit Credit 

 
(decrease) 

 
(increase) 

 

Calmeadow 6 



Accounting Study Guide  Lesson 4 

To summarize increases and decreases in Balance Sheet accounts: 
 

Asset Accounts Liability & Equity Accounts 

*INCREASES are recorded by DEBITS 

*DECREASES are recorded by CREDITS 

*INCREASES are recorded by CREDITS 

*DECREASES are recorded by DEBITS 

 

Recording Revenue and Expense Transactions 

Revenue is what an organization receives for what it does.  Earning revenue 
causes an increase in an organization’s equity.  For example, the sale of a 
product or a service (such as loans) usually results in the receipt of cash or 
an account receivable for the organization.  This inflow of cash or accounts 
receivable increases the total assets of the organization.  From our previous 
discussions we know that the Accounting Equation states that Assets = 
Liabilities + Equity.  When assets are increased there must also be an 
increase in either liabilities or equity.   

When a product or service is sold for cash or accounts receivable, the 
liabilities of the organization are unchanged.  Therefore its equity must 
increase.  As we learned earlier, increases in equity are recorded by credits.  
Since revenues are increases in equity they are recorded by credits.  
Similarly, an expense causes a decrease in equity.  We know that decreases 
in equity are recorded by debits.  Since expenses are decreases in equity 
they are recorded by debits. 

Just as the accounting system includes a separate account for each item on 
the Balance Sheet, a separate account is kept for each major type of 
revenue and expense.  For example, separate accounts are kept for salary 
expense, rent expense, travel expense, etc.   
 
 
Examples of how to record revenue and expense transactions:   

1. Paid $5,000 in cash for employee salaries for the month: 
 

ANALYSIS RULE ENTRY 
* the cost of salaries 

is an expense 
* expenses decrease 

equity and are recorded 
by debits 

Debit:  
Salaries & Benefits $5,000 

* the asset cash was 
decreased 

* decreases in assets are 
recorded by credits 

Credit: 
Cash                   $5,000 

 
 

Salaries & Benefits 
5,000  

 
 

Cash 
 5,000 
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2. Earned $ 100 revenue in cash for interest paid by a client on an 
outstanding loan: 

 
ANALYSIS RULE ENTRY 

* the asset cash was 
increased 

* increases in assets are 
recorded by debits 

Debit:  
Cash $ 100 

* revenue was earned * revenue increases 
equity and is recorded 
by a credit 

Credit: 
Interest Income $ 100 

 
 

Cash 
100  

 
 

Interest Income 
 100 

 

 

To summarize increases and decreases in Income Statement accounts: 
 

Expense Accounts Revenue Accounts 

*INCREASES are recorded by DEBITS 

*DECREASES are recorded by CREDITS 

*INCREASES are recorded by CREDITS 

*DECREASES are recorded by DEBITS 

 

Note that each transaction shown above that affects an Income Statement 
account also affects a Balance Sheet account.  This is consistent with our 
previous discussion of revenue and expenses.  When recording revenue 
transactions, we debit the assets received and credit a revenue account.  
When recording expenses we debit an expense account and credit the asset 
cash, or a liability account if the payment is to be made at a later date.   

If an expense account is debited and a liability account credited, this refers 
to accrued expenses.  This means that the expense has been recorded but 
not paid -- it has been accrued.  The same thing can occur with revenue 
where the revenue is recorded but is not yet received as cash.  For example, 
when a loan is past due, some micro-finance organizations accrue or 
capitalize interest revenue (record as an asset) even though it has not 
actually been received.  This relates to the matching principle in that 
revenue earned and expenses incurred must be matched to the same 
accounting period. [Note that some organizations may choose to follow cash 
accounting rules and not accrual accounting rules and will record 
transactions only when the revenue has been received or the expense 
incurred.] 
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If a transaction has been accrued, when the actual cash is received (in the 
case of accrued interest revenue) or paid out (in the case of an accrued 
expense - account payable) the corresponding entries do not affect the 
Income Statement but affect accounts which are on the Balance Sheet only.  
For example: 

1. Paid $2,000 for accrued rent payable with cash: 

 
ANALYSIS RULE ENTRY 

* rent overdue is a 
liability and decreased 

* liabilities decrease and 
are recorded by debits 

Debit:  
Rent Payable    $2,000 

* the asset cash was 
decreased 

* decreases in assets are 
recorded by credits 

Credit:            
Cash                 $2,000 

 
 

Cash 
 2,000 

 
 
 

Rent Payable 
2,000  

 
 
 

2. Received $100 in cash from a client in payment of interest on a past-due 
loan. The interest had been accrued: 

 
 

ANALYSIS RULE ENTRY 
* the asset cash was 

increased 
* increases in assets are 

recorded by debits 
Debit:               
Cash                      $ 100 

* the asset accrued 
interest was decreased 

* decrease in assets are 
recorded by a credit 

Credit: 
Accrued Interest     $ 100 

 
 

Cash 
100  

 
 
 

Accrued Interest 
 100 

 
 

The above examples affect the Balance Sheet only since no revenue was 
received or new expense incurred.  The revenue and expense accounts 
would already have been recognized in a prior period.  The accounts 
affected - accrued interest and accrued rent payable - are Balance Sheet 
accounts.  The accrued interest would already have been recorded as an 
asset in a previous period and the overdue rent would have been recorded 
as a liability (account payable - credit) in a previous period.  
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General Journal 

As mentioned previously, the General Journal is a listing of all economic 
transactions in chronological order.  It is standard practice to keep a 
General Journal because it provides a complete listing of all transactions 
(debits and credits) which were entered into the accounting system. 

The General Journal below records the examples used previously. 
 

 
 

GENERAL JOURNAL 
 

Date  Account Title and Explanation Ref. * Debit Credit 

Jan. 1 Furniture 116 5,000  
  Cash 101  5,000 
     (purchase furniture)    
 12 Cash 101    200  
  Client Savings 202     200 
     (collected savings from ABC group)    
 15 Equipment 116 1,000  
  Cash 101  1,000 
     (purchased desks and chairs)    
Feb. 1 Building 115 36,000  
  Cash 101  15,000 
  Long-term Debt 203  21,000 
     (purchased building on cash & credit)    
 1 Salaries 510 5,000  
  Cash 101  5,000 
     (paid staff salaries)    
 5 Cash 101 100  
  Interest on Current Loans 401  100 
    (interest on ABC group loan repayment)    
 28 Rent Payable 206 2,000  
  Cash 101  2,000 
     (paid overdue rent)    
 28 Cash 101 100  
  Accrued Interest 118  100 
     (received accrued interest)    
      

 
* Refers to the chart of accounts which will be discussed in the next lesson. 
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Cash Account and Bank Reconciliation  

The Cash account (or bank account) is used to record all cash and bank 
transactions. It differs from the General Journal in that it only records cash 
transactions.  It is important to mention the Cash account as it relates to 
the accounting process and proper financial management for a micro-
finance organization.  The Cash account is very important for the following 
reasons: 

• The number of cash transactions is large in most organizations or 
businesses. Examples are salaries, rent, insurance, purchase of 
goods, as well as the receipt of cash for sales of goods and fixed 
assets. 

• The chances of fraud being committed regarding cash are higher as 
compared to other assets. Strict control is therefore required.  A 
properly maintained cash book helps to achieve this. 

• Timely payments to an organization’s creditors increase the 
reputation of the business. Similarly, timely payments from those 
who owe the organization money improve the financial position of 
the business. 

On a periodic basis (usually monthly) the bank account statement should be 
reconciled with the accounting records.  This is done by taking the closing 
cash balance reported on the bank statement and subtracting any 
outstanding cheques and adding any outstanding deposits.   

In addition, all bank charges and credits not previously recorded in the 
accounting records must be recorded.  The new balance of the Cash account 
must then equal the adjusted bank balance.  For example: 

 
Bank Balance, August 31, 1995 40,000 
- less outstanding cheques:   

#1    147 
#2     53

   (200) 
- plus outstanding deposits:  

#1  400
       200
Adjusted Bank Balance  40,200
  
Cash Account Balance (prior to reconciliation) 40,350 
- record bank charges    (150)
Adjusted Cash Account 40,200 
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Recording Changes in Financial Position 

EXERCISES 
 
 
1. Indicate, with a check mark, how the following would be recorded: 
 
 

 Debit Credit 
- an increase in cash   
- a decrease in loans outstanding   
- receipt of interest revenue   

 
 
2. What is the difference between Cash and Accrual based accounting? 
 
 
 
 
 
 
 
 
3.  Explain what is meant by Double-entry Accounting.  
 
 
 
 
 
 
 
 
 
4. Why are vouchers prepared? 
 
 
 
 
 
 
5. Why should the bank account statement be reconciled with accounting records? 
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6. Indicate how the following transactions would be recorded (debits/credits), using T-
Accounts: 

 
a. $800 Cash collected in Client Savings. 

b. $1,000 Salaries and benefits paid to staff in Cash. 

c. Purchased a Treasury Bill for $4,000.  Paid with Cash. 

d. Received $7,500 Cash when a Long-term investment matured. 

e. Purchased equipment for $1,500 with a credit card. 

f. Earned $500 in interest on current loans. 

g. Paid a $2,000 traveling expense. 
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h. Collected $45 in client service charges.  

i. Paid $150 interest on client savings. 

7. Create a General Journal with the previous transactions. 
 

GENERAL JOURNAL 
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