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Guided tour of the book

Part opening

PROCEDURES

Introduction

SPECIAL ACCOUNTING

This part is concerned with the accounting procedures that
have to be followed with different forms of organisations, and
commences with a chapter outlining the basic accounting ratios
which may be found necessary at this stage.

34 Introduction to accounting ratios 435
35 Single entry and incomplete records 447
36 Receipts and payments accounts and income and

expenditure accounts 467
37 Manufacturing accounts 481
38 Departmental accounts 500
39 Statements of cash flows 509
40 Joint venture accounts 527

@ Why double entry is not used

Single entry and incomplete records

Learning

After you have studied this chapter, you should be able to:

® deduce the figure of profits where only the increase in capital and details of
drawings are known

® draw up an income statement and statement of financial position from records
not kept on a double entry system

© deduce the figure for cash drawings when all other cash receipts and cash
payments are known

® deduce the figures of sales and purchases from incomplete records

Introduction

In this chapter, you'll learn about single entry and incomplete records. You will
Learn how to use the accounting equation to identify the profit for a period when
only the opening and closing capital figures and drawings are known. You will also
tearn how to find the figure for cash drawings or the figure for cash expenses when
all other cash receipts and payments are known. And you will learn how to find the
figures for purchases and sales from incomplete records.

For every small shopkeeper, market stall, Internet cafe or other small business to keep its books
using a full double entry system would be ridiculous. Apart from anything else, a large number
of the owners of such businesses would not know how to write up double entry records, even if
they wanted to.

Tt is more likely that they would enter details of a transaction once only, using a single entry
system. Many of them would fai to record every transaction, resulting in incomplete records.

Itis, perhaps, only fair to remember that accounting is supposed to be an aid to management
~ accounting is not something to be done as an end in itself. Therefore, many small firms,
especially retail shops, can have all the information they want by merely keeping a cash book and
having some form of record, not necessarily in double entry form, of their debtors and creditors.

However, despite many small businesses not having any need for accounting records, most do
have to prepare financial statements or, at least, calculate their sales or profits once a year. How
can these be calculated if the bookkeeping records are inadequate or incomplere?

447

Exhibits offer clear examples of accounting
practice and methodology.

Learning objectives
outline what you will
need to have learnt
by the end of the
chapter.

Chapter 46 @ Purchase of existing partnership and sole traders” businesses

Part4 @ Adjustments for financial statements

@ Adjustments needed

Exhibit 46.9
D. Lucas Ltd

Summarised Statement of Financial Position

Before. cor-

c
Goodwill - ,000
ixtures 430000
Inventor 48,000
Accounts receivable 7,000
Accounts payable 3000

Capital and reserves.

Retained profits

(b} If instead we assume that the business of Brown was acquired as follows:
The purchase price to be satisied by Brown being given £5,000 cash and
ordinary shares at par and £10,000 loan notes at

+18000
32,000

sue an extra 50,000

par. The assets taken over to be valued at Fix-

tures £28, 00 Iventory £7,500; Accounts receivable £6,500. The bank balance is not taken over
Exhi

0 shows the summarised statement of financial position of the company after the

acquisition. (I\ur: that both the increase in the accounts payable amount and the loan notes are
shown as minus adjustments as they increase the amount to be deducted from the assets.)

Exhibit 46.10
Summarised Statement of Financial Position
Before Yor- After
3

Gooduill 426,000

Fixtures. 36000 28,000

Inventory 23,000 +7,500

Accounts receivable 14,000 +6,500

Bank 6,000 5,00
79,000

Accounts payable (110000 -3,000
68,000

Loan notes 10,000

Capital and reserves
Preference shares

2
Retained profits

635

Let's look at two businesses which pay rent for buildings in Oxford. The rent for each building is
£6,000a year.

1 Business A pays £5,000in the year. At the year end it owes £1,000 for rent

Rent expense usedup = £6,000
Rent paid for = £5000
2 Business B pays £6,500 in the year. This figure includes £500 paid in advance for the follow-
ing year.

Rent expense used up
Rent paid for

£6,000
£6,500

An income statement for 12 months needs 12 months’ rent as an expense = £6,000. This means
thatin both 1 and 2 the double entry accounts will have to be adjusted.

oo e e e T e s e e
double e two cases. What do you think it is? If you don't
e e i e ey
here willbe it belance inthe statement of fnancil poston and inthe
other, it will be a debit balance.)

all the examples in this chapter the income statements are for the year ending 31 December
20f1. Unless otherwise indicated, all entries in the income statement are in the proft and loss
sefion of the statement. All mentions of ‘profit and loss” refer to the ledger account of that name
which is summarised in the income statement.

ccrued expenses

ssume that rent of £4,000 per year is payable at the end of every three months. The rent was
[paid on time in March, but this is not always the case.

Amount Rent due Rent paid
£1,000 31 March 2011 31 March 2011
£1,000 30,une 2011 21uly 2011
£1.000 30 September 2011 | 4 October 2011
£1,000 31 December 2011 5 January 2012

Rent

2011 £

Mar 31 Cash 1,000

Wl 2 cash 1,000

Oct 4 Cash 1,000

The et forth at guate was pad on 5 January 2012 and 50 wilappeat i th booksof he
year 2012 as the result of a double entry made on that

Activities occur frequently throughout the book to
test your understanding of new concepts.



Worked examples are provided to guide you
through more difficult concepts.

Parté o

608

rinership accounts and company accounts

If you are asked in an examination to prepare a statement of financial position for internal use
choose to present a statement of financial position similar to Exhibit 45.7 you should
ibit 45.6 that you have omitted from the

siness Accounting 2 you will be told more about the differences between ‘revenue
apital reserves’. The most important reason for the distinction has to do with
i h can be treated as being available for paying out to shareholders as dividends.
wreserves’, which include the retained profits and the general reserve, can be treated as
 such dividends. ‘Capital reserves', which will include revaluation reserves on property
(which you have not yet met) which have to be created to meet
some legal Yatutory requirement, cannot be treated as available for payment of dividends.
h sometimes appears in examinations is that of ‘fungible assets’. Fungible asscts
h are substantially indistinguishable one from another.
repare two more statements of financial position and an income statement for

internal use.
Afully worked example
Exhibit 45.8

The following trial balance is extracted from the books of F W Ltd as on 31 December 2011,

Trial balance as on 31 December 2011

or a
€ 3

UL e 200000

Ordinary share capi 700,000

10% loan notes nevayamezmsy 300,000

Goodwil at cost 255,000

Buildings at cost 1,050,000

Equipment at cost 120,000

Motor vehicles at cost 172,000

Provision for depreciation: buildings 1.1.2011 100,000

Provision for deprediation: equipment 1.1.2011 24,000

Provision for depreciation: motor vehicles 1.1.2011 51,600

Inventory 112011 84912

Sales 1,022,000

Purchases @100

Carriage inwards

Salaries and wages. 15400

Directors' remuneration 123,000

Motor expenses 3120

Business rates and insurances 8,690

General expenses 5,600

Loan note interest 15,000

Accounts receivable 186,100

Accounts payable 113,700

B 8390

General reserve X

Share premium account 100,000

Interim ordinary dividend paid 35,000

Retained profits 31.12.2010 43212

Parté o

814

Partnership accounts and company accaunts

is currently defined as having a turnover of not more than £5.6 million and a statement of finan-
cial position total (of assets) of not more than £2.8 million.)

‘The auditors are appointed each year by the shareholders at the company annual general
meeting (AGM). The auditors complete the report after examining the books and accounts and,
in the report, they must say whether o not they agree that the accounts give a true and fair view.
The report is presented to the sharcholders at the same time as the financial statements are pre-
sented to them at the AGM.

In preparing the audit report, the audior must consider whether

@ the accounts have been prepared in accordance with the Companies Act;
® the statement osition shows a true and fair view of the state of the company’s
affars at the end o the period and the income statement shows a true and fair view of the
results for the period;

@ proper accounting records have been kept and proper returns reccived from parts of the com-
pany not visited by the auditor;

@ the accounts are in agreement with the accounting records;

@ the dircctors’ report is consistent with the accounts,

While smaller companies are exempt from the requirement to have their financial statements
audited, they may stilldo so, if they wis!

Organisations that are not required to have their financial statements audited, such as sole
traders, partnerships, clubs and societies, can still have their accounts audited. In this case, the
auditis described as a nor-statutory audi.

A qualified audit report indicates that the auditor is not satisfied that the financial statements

nta true and fair view. When a company receives a qualified audit report, it acts as a signal
0 all stakeholders that something may be amiss. As such, it is a vitally important safeguard of
the interests of the shareholders.

Contrary to what most of the public think, auditors do not guarantee to discover any fraud
that may have occurred. That is not what the audit s for. Following such financial scandals as
Enron, the Maxwell affair, BCCI bank, Polly Peck and Barlow Clowes there has been pressure
n the accounting profession to reconsider its position regarding the discovery of
fraud when auditing the naneial statements of  company.

You should now have learnt:
That limited companies exist because of the disadvantages and constraints
arising from partnerships.

~

That a fully paid-up shareholder’s liability is limited to the shares he or she
holds in the company. Shareholders cannot then be asked to pay any other
company debt from their private resources.

The difference between public and private companies.

That there are far more private companies than public companies,

The difference between a PLC and a company that is not a PLC.

That a limited company has a ‘separate legal entity’ from that of its members.
The difference between ordinary shares and preference shares.

How dividends are calculated.

PR Y

Each chapter ends with a selection of
review questions to prepare you for

your examinations.

\

Learning outcomes
revisit and reinforce
the major topics
covered in the
chapter.

Five sets of multiple choice questions
allow you a quick and easy method of
checking your own progress as you

work through the book.

\

Parlp @ The financial statements of sole traders
Review questions

31 December 2013.

8.1 Return to Review Question 7.1 and prepare a statement of financial position as at

[Part 4 @ Adjustments for financial statements.

Answers to activities

331 This s a major problem in the use of suspense accounts. There s no double entry and, therefore,

10 debit to match the credit of £401 The justification for this i that there i either a £40 hidden
h

8.2 7 financial position as at 30 June 2012.

8.3A Return to Review Question 7.3A and prepare a statement of financial position as at
31 December 2013

B.4A  Return to Review Question 7.4A and prepare a statement of financial position as at
30June 2012.

85 A Belltatad in busness on 1 July 2012, with £60.000 capital i cash. During the st yer e
kept very few records of his trans
e oot an Topites of th s ot 30 June 2013 were:

£
Freehold premises 80,000
Mortgage on the premises 40,000
I 28,000
Accounts receivable 1,600
Cash and bank balances 3800
Accounts payable 6,200

During the year, Bell withdrew £12000 cash for ispersonal use but he lso paid £4,00 received
rom the sale of his private car into the business bank accou

Required:

From the above information, prepare a statement of financial position showing the finandial posi-
tion of the business at 30 June 2013 and indicating the net profit for the year.

8.6A The following information relates to A. Trader's business:

Assets and liabilities at 1 January 2012 31 December 2012

Fixtur 18,000 16,200
Aol recelvabla 4,800 5800
Inventory 24,000 28,000
Accounts payable 8,000 11,000
Cash 760

Balance at bank 15,600 4,600
Loan from B. Burton 6,000 2,000
Motor vehicle - 16,000

During the year, Trader had sold private investments for £4,000 which he paid into the business
bank account, and he had drawn out £200 weekly for private use.

Required:
Prepare a statement of financial position as at 31 December 2012 and give the net profit s at that date.

Need more practice? Instant feedback?
MyACCOURtINgLaD | V55 s ovsccountingion com

Featuring unlimited practi 2 p

iy plan that ic

areas
to help all

and
eavialtool for
confidence, and Success. Log in at www.myaccountinglab.com to see why 52 per cant of
students surveyed last year recommend MyAccountingLab.

the

trial balance, or that an extra £40 has been added by mistake to the debit entries in the trial bal

arch e v, maing U gl ane b cry compltng te st e ar, e e

side being the mistake. Mar s believe that it is bad practice to open a suspense

sccount as it conravencs e basc rnepes of double nty. You would b wic 1 follow tht
open

332 1fitis material, definitely. If it is not materia, it could be argued that no one will be concerned.

ver, the appearance of a suspense account in the statement of financial position s, by
definition, material - you don't include anything in the financial statements as a separate entry
that is not of interest to the users of the financial statemens. There has been at feast one error
made in the accounting entries and the fact that it cannot be found may indicate a much more
serious problem with the accounting system. This is of concern to anyone with a knowledge of
accounting for, nowadays, when all complex accounting systems are computerised, no error
should be that difficult to find, no matter how large o complicated the financial system or the
organisation.

Multiple choice questions: Set 4

Now attempt s
givenin Appgndlx Lt o of this ook

. (Answers to all the.

Each of these multiple choice questions has four suggested answers, (A), (B), (C) and (D). You

should read each question and then decide which choice is best, either (A) or (B) or () or (D).

Weite down your answers on a separate piece of paper. You wil be able to redo the set of
Y :

MC61 Working Capital i a term meaning

(%) The amount of capital invested by the proprietor

(B) The excess of the cu"enl assets over the current liabilities
(Q The capita less drawings

(B) The toal of Non-crent Asets - Curent Assts

MC62

(A) We owe that rent at that date.
(8) We have paid that rent in advance at that date
(O We have paid too much rent

(D) We have paid too little in rent

MC63 A debit a
(A) We owe for packing materials
(8) We are owed for packing materials

(O We have lost money on packing materials
(D) We have an inventory of packing materials unused

MCB4  1f we take goods for own use we should

() Debit Drawings Account: Credit Purchases Account
(B) Debit Purchases Account: Credi
(©) Debit Drawings Account: Credit Inventory Account.
(©) Debit Sales Account: Credit Inventory Account
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MyAccountingLab is an online assessment and revision system that puts you in control of your learning
through a suite of study and practice tools tied to the online eText.

Why should | use MyAccountingLab?

With more than 300,000 registered students
in 2010 doing four million assignments,
MyAccountingLab is the most effective and
reliable learning solution for accounting
available today.

We polled 10,000 student users of
MyAccountingLab from around the globe in
2010:

* 92% of students said that MyAccountingLab
learning aids helped them while completing
homework and/or preparing for exams.

* 89% of students said that MyAccountingLab
helped them earn a higher grade.

* 92% of students would recommend
MyAccountinglLab for future courses.

How do | use MyAccountingLab?

The Course Home page is where you can view
announcements from your instructor and see
an overview of your personal progress.

View the Calendar to see the dates for online
homework, quizzes and tests that your
instructor has set for you.

Your lecturer may have chosen
MyAccountingLab to provide online homework,
quizzes and tests. Check the home page to

access the homework that has been set for you.

Practice tests for each chapter of the textbook
enable you to check your understanding and
identify the areas in which you need to do
further work. Your lecturers can customise
and assign the practice tests or you can
complete the tests on your own.
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Keep track of your results in your own Wccauminpias]
gradebook.
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Work through the questions in your
personalised Study Plan at your own pace.
Because the Study Plan is tailored to each
student, you will be able to study more
efficiently by only reviewing areas where you
still need practice. The Study Plan also saves
your results, helping you see at a glance
exactly which topics you need to review.
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Study Plan
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Additional instruction is provided in the form
of detailed, step-by-step solutions to worked
exercises. The numbers in many of the
exercises in MyAccountinglLab are generated
algorithmically, containing different values
each time they are used. This means that you
can practise individual concepts as often as
you like.
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There is also a link to the eText from every
question in the Study Plan, so you can easily
review and master the content.
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View supporting multimedia resources such as
links to the eText, Key Concept narratives and
Glossary Flashcards.

Help Me Solve This

Lecturer training and support

Our dedicated team of Technology Specialists offer personalised training and support for
MyAccountingLab, ensuring that you can maximise the benefits of MyAccountinglLab. To make contact
with your Technology Specialist please email feedback-cw@pearson.com.

For a visual walkthrough of how to make the most of MyAccountingLab, visit

www.myaccountinglab.com

Lecturers can find details for local sales representatives at www.pearsoned.co.uk/replocator.

Xi



Xii

Notes for teachers and lecturers

This textbook has been written so that a very thorough introduction to accounting is provided in
two volumes. The split into two volumes is a recognition of the fact that many students will find
that Volume 1 contains all that they require. Volume 2 takes the studies of the remainder of the
readers to a more advanced stage.

This textbook is suitable for anyone who wants to obtain a good grounding in financial
accounting under international GAAP and for those studying accounting where there is an
option to use international GAAP terminology, for whatever purpose. This could include those
embarking on their studies for the accounting courses of the Open University or for qualifica-
tions from the Association of Accounting Technicians, the Institute of Secretaries and Admin-
istrators, or any of the six UK and Irish Chartered Accountancy bodies. The financial accounting
requirements for National Vocational Qualifications are also fully covered.

The book has the following features:

1 Each chapter:
® starts with Learning Objectives;
® contains Activities designed to broaden and reinforce students’ understanding of the con-
cepts being covered and, in some cases, to introduce new concepts in such a way that they
do not come as a surprise when introduced formally later in the book;

® ends with Learning Outcomes that can be mapped back to the Learning Objectives, rein-
forcing the major topics and concepts covered in the chapter;

® contains answers to all the Activities immediately after the Learning Outcomes.

2 The book has an alphabetical Glossary (Appendix 3) of all the significant terms introduced.
Each entry is referenced back to the chapter in which it appeared.

3 Five sets of twenty multiple choice questions are positioned in the book (in Chapters 6, 13,
27, 33 and 45) at the point at which they should be attempted, rather than as a group at the
end of the book. All the answers are at the back of the book in Appendix 2.

4 At the end of Part 4 (Adjustments for financial statements), there are five Scenario Questions
which are designed to reinforce learning of the adjustments through their application in the
preparation of financial statements previously learnt in Parts 1-3.

5 A set of Notes for Students appears at the front of the book. This covers how to use this book,
how to tackle the end-of-chapter Review Questions, and how to study for and sit examina-
tions. It should be read by students before they start working through the main text.

6 Blue is used in the text so as to enhance readability and bring out key points in the text.

Some changes have been made to the content of the book:

® The term ‘balance sheet’” has been replaced throughout the book with ‘Statement of financial
position’, so as to be consistent with International GAAP terminology.

® The coverage of the regulatory framework has been expanded in Chapter 10.

® A section on professional ethics has been added to Chapter 1.

® Coverage of control accounts in Chapter 39 has been rewritten and expanded.

® A section on disaster recovery has been added to Chapter 23.

® The section on the extended trial balance (28.11) has been enlarged.

® A section (21.9) has been added to Chapter 21 covering the double entries for Wages Control
accounts.

® Chapter 39 (Statements of cash flows) now includes a section on cash and its importance for
business survival.
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® The chapter on banking (Chapter 12) has been updated and a new section has been added on
credit card payments.

® Coverage of accounting history has been extended in Chapter 1.

® Chapter 3 (Inventory) has been expanded to explain in more detail how inventory may be
recorded.

® There are over 70 new questions in this edition, including nine in Chapter 47, on ratios.

® The text is fully compliant with International GAAP.

The general public has tended to view accounting as a traditional, never-changing subject.
This is not true; despite appearances, accounting is a dynamic subject. The big change, begun in
2005 and still in progress, is the switch from domestic accounting rules to international rules.
Specifically, the rules that have been developed in the UK since 1970, known as Statements of
Standard Accounting Practice (SSAPs) and Financial Reporting Standards (FRSs) are, effectively,
being phased out. In their place, most businesses are now using International Financial
Reporting Standards (IFRSs) and International Accounting Standards (IASs).

Some small and medium-sized businesses continue to use UK standards for the time being,
and these are currently (2011) being consolidated with composite and simpler requirements
more in keeping (in terms of length and detail, but not in substance) with those issued under
International GAAP.

It seems likely that all businesses will soon move to using international standards and that the
UK standards will disappear. Indeed, the UK’s standard-setters are currently working on conver-
gence of UK and international rules.

Since 2008, this book has been based on the terminology and rules of internationally accepted
accounting standards. For example, what has traditionally been known as the balance sheet in
the UK is now called the Statement of financial position.

You will find below a very simple comparative table that provides an ‘at a glance’ view of the
key terminology changes from UK to international standards. Also, when a key international
term first appears in the text you will sometimes see the UK equivalent placed next to it in colour
and in bold to make it clear how the terminology has changed, e.g. income statement (profit and
loss account).

International Traditional UK

Accounts payable Creditors

Accounts receivable Debtors

Allowance for doubtful debts Provision for doubtful debts
Income statement Profit and loss account
Inventory Stock(s)

Loan note Debenture

Non-current assets Fixed assets

Non-current liabilities Long-term liabilities
Retained profits Profit and loss account (on Statement of financial position)
Revenue Turnover

Statement of financial position Balance sheet

No equivalent Exceptional item

No equivalent Extraordinary item

We hope that you find these changes helpful and appropriate and would welcome comments
on these and any other changes you feel ought to be made in future editions. You can contact
Alan Sangster by email at a.j.a.sangster@btinternet.com

We would like to thank all those teachers and lecturers who gave us their advice as to the
changes they would like to see incorporated in this edition. Above all, we would like to acknow-
ledge the assistance we received from Graeme C. Reid, FCA FCCA, lecturer in Financial
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Accounting, Auditing and Entrepreneurship at the University of Hull, who contributed questions
for Chapters 6, 7, 8, 9, 13, 15, 18, 24, 25, 26, 27, 28, 30, 31, 32, 33, 34, 35, 37, 41, 43 and
45, plus the five Scenario Questions at the end of Part 4; and, of course, Christopher Foo of
St. George’s School, Malaysia for all his help and advice.

Alan Sangster
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This textbook is organised to provide you with what has been found to be the most appropriate
sequencing of topics as you build the foundations of your accounting knowledge. You will find
that a number of features of the book, properly used, will enhance your understanding and
extend your ability to cope with what will possibly appear, at first, to be a mystifying array of
rules and procedures.

To make best use of this resource, you should consider the following as being a proven path

to success:

At the start of each chapter, read the Learning Objectives. Then, while you work through the
material, try to detect when you have achieved each of these objectives.

At the end of each chapter, check what you have learnt against the Learning Outcomes that
follow the main text.

If you find that you cannot say ‘yes, [ have learnt that’ to any of the Learning Outcomes, look
back through the chapter and reread the topic you have not yet learnt.

Learn the meaning of each new term as it appears. Do not leave learning what terms mean
until you are revising for an exam. Accounting is best learnt as a series of building blocks. If
you don’t remember what terms mean, your knowledge and ability to ‘do’ accounting will be
very seriously undermined, in much the same way as a wall built without mortar is likely to
collapse the first time someone leans against it.

Attempt each of the Activities in the book at the point at which they appear. This is very
important. They will reinforce your learning and help set in context some of the material that
may otherwise appear very artificial and distant from the world you live in. The answers are
at the end of each chapter. Do not look at the answers before you attempt the questions -
you'll just be cheating yourself. Once you have answered one, check your answer against the
answer provided in the book and be sure you understand it before moving on.

Attempt each of the sets of multiple choice questions when you reach them in the book. There
are five sets of twenty questions, one at the end of each of Chapters 6, 13,27, 33 and 45. The
answers are in Appendix 2 at the back of the book. Do not look at the answers before you
attempt the questions — you'll just be cheating yourself. If you get any wrong, be sure you
understand why before moving on to new material.

Attempt the Scenario Questions at the end of Part 4. They will help you see how the items
covered in Part 4 affect the preparation of financial statements.

Learn the accounting equation when you first come across it in Chapter 1. It is the key to
understanding many of the aspects of accounting that students find difficult. Make sure that
you learn it in both the forms presented to you or that you can rearrange it to produce the
alternate form when appropriate.

Do not be disillusioned by the mystery of double entry. The technique has been in common
use for over 500 years and is probably the most tried and trusted technique for doing any-
thing you are ever likely to encounter. It really is not difficult, so long as you remember the
accounting equation and can distinguish between things that you own and things that you
owe. Like riding a bike, once you understand it, you’ll never forget it and, the more you do it,
the easier it gets.

Because of time pressure, some teachers and lecturers will need to omit Chapter 40 (Joint
Venture Accounts). Make sure that you work through it on your own before you look at the
material in Chapter 41, the first chapter on accounting for partnerships. This is very import-
ant, as accounting for joint ventures bridges the gap between accounting for sole proprietors
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and accounting for partnerships and will make it much easier for you to understand the dif-
ferences between them.

® Above all, remember that accounting is a vehicle for providing financial information in a form
that assists decision-making. Work hard at presenting your work as neatly as possible and
remember that pictures (in this case, financial figures) only carry half the message. When you
are asked for them, words of explanation and insight are essential in order to make an exam-
iner appreciate what you know and that you actually understand what the figures mean.

There are two subjects we would like you to consider very carefully — making best use of the
end-of-chapter Review Questions, and your examination technique.

Review questions: the best approach

We have set review questions at the end of most chapters for you to gauge how well you under-
stand and can apply what you have learnt. If you simply read the text without attempting the
questions, then we can tell you now that you will not pass your examinations. You should first
attempt each question, then check your answer fully against the answers at the back of the book.
What you should not do is perform a ‘ticking’ exercise. By this we mean that you should not
simply compare the question with the answer and tick off the bits of the answer against the relev-
ant part of the question. No one ever learnt to do accounting properly that way. It is tempting to
save time in so doing but, believe us, you will regret it eventually. We have deliberately had the
answers printed using a different page layout to try to stop you indulging in a ‘ticking’ exercise.

Need for practice

You should also try to find the time to answer as many exercises as possible. Our reasons for
saying this are as follows:

1 Even though you may think you understand the text, when you come to answer the questions
you may often find your understanding incomplete. The true test of understanding is whether
or not you can tackle the questions competently.

2 It is often said that practice makes perfect, a sentiment we don’t fully agree with. There is,
however, enough sense in it in that, if you don’t do quite a lot of accounting questions, you
will almost certainly not become good at accounting.

3 You simply have to get up to a good speed in answering questions: you will always fail
accounting examinations if you are a very slow worker. The history of accountancy examina-
tions so far has always been that a ridiculously large amount of work has been expected from
a student during a short time. However, examining boards maintain that the examination
could be completed in the time by an adequately prepared student. You can take it for granted
that adequately prepared students are those who not only have the knowledge, but have also
been trained to work quickly and, at the same time, maintain accuracy and neatness.

4 Speed itself is not enough. You also have to be neat and tidy, and follow all the proper prac-
tices and procedures while working at speed. Fast but really scruffy work can also mean fail-
ing the exam. Why? At this level, the examiner is very much concerned with your practical
ability in the subject. Accounting is a practical subject, and your practical competence is being
tested. The examiner will, therefore, expect the answers to be neat and well set out. Untidy
work with numbers spread over the page in a haphazard way, badly written numbers, and
columns of figures in which the vertical columns are not set down in straight lines, will incur
the examiner’s displeasure.

5 Appropriate presentation of information is important. Learn how to present the various
financial statements you may need to produce in an examination. Examiners expect to see the
items in income statements, statements of financial position, and statements of cash flow in
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the correct order and will probably deduct marks if you don’t do this. Practise by writing
down examples of these statements without any numbers until you always get the layout cor-
rect. One exam trick most students overlook is that the layout of a financial statement is often
included in an examination paper as part of one question while another question asks you to
produce a financial statement. The one you need to produce will contain different numbers but
the general layout should be very similar.

Need for headings

The next thing is that work should not only be neat but also well laid out. Headings should always
be given, and any dates needed should be inserted. The test you should apply is to imagine that you
are a partner in a firm of professional accountants and you are away on holiday for a few weeks.
During that time your assistants have completed all sorts of work including reports, drafting final
accounts, various forms of other computations and so on. All of this work is deposited on your desk
while you are away. When you return you look at each item in the pile awaiting your attention.
Suppose the first item looks like a statement of financial position as at 31 December in respect of
one of your clients. When you look at it you can see that it is a statement of financial position,
but you don’t know for which client, neither do you know which year it is for. Would you be
annoyed with your staff? Of course you would. So, in an examination, why should the examiner
accept as a piece of your work a statement of financial position answer without the date or the
name of the business or the fact that it is a statement of financial position written clearly across
the top? If proper headings are not given you will lose a lot of marks. Always put in the headings
properly. Don’t wait until your examination to start this correct practice. Similar attention
should be paid to sub-totals which need showing, e.g. for Non-current assets or for Current assets.
We will be looking at examination technique overleaf.

The examiner

What you should say to yourself is: ‘Suppose I were in charge of an office, doing this type of
accounting work, what would I say if one of my assistants put on my desk a sheet of paper
with accounting entries on it written in the same manner as my own efforts in attempting this
question?’ Just look at some of the work you have done in the past. Would you have told your
assistant to go back and do the work again because it is untidy? If you say that about your own
work, why should the examiner think any differently?

Anyone who works in accounting knows that untidy work leads to completely unnecessary
errors. Therefore, the examiner’s insistence on clear, tidy, well laid out work is not an outdated
approach. Examiners want to ensure that you are not going to mess up the work of an account-
ing department. Imagine going to the savings bank and the manager saying to you: ‘We don’t
know whether you’ve got £5 in the account or £5,000. You see, the work of our clerks is so
untidy that we can never sort out exactly how much is in anybody’s account.” We would guess
that you would not want to put a lot of money into an account at that bank. How would you
feel if someone took you to court for not paying a debt of £100 when, in fact, you owed them
nothing? This sort of thing would happen all the time if we simply allowed people to keep untidy
accounts. The examiner is there to ensure that the person to whom they give a certificate will be
worthy of it, and will not continually mess up the work of any firm at which they may work in
the future.

We can imagine quite a few of you groaning at all this, and if you do not want to pass the
examination please give up reading here. If you do want to pass, and your work is untidy, what
can you do about it? Well, the answer is simple enough: start right now to be neat and orderly in
your work. Quite a lot of students have said to us over the years: I may be giving you untidy work
now but, when I actually get into the exam room, I will then do my work neatly enough.” This is
as near impossible as anything can be. You cannot suddenly become able to do accounting work
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neatly, and certainly not when you are under the stress and strain of an examination. Even the
neatest worker may well find in an examination that their work may not be of its usual standard
as nervousness will cause them to make mistakes. If this is true, and you are an untidy worker
now, your work in an examination is likely to be even more untidy. Have we convinced you yet?

The structure of the questions
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We have tried to build up the review questions in a structured way, starting with the easiest and
then going on to more difficult ones. We would like to have omitted all the difficult questions, on
the basis that you may well spend a lot of time doing them without adding very much to your
knowledge about accounting. However, if all the questions were straightforward, the shock of
meeting more complicated questions for the first time in an examination could lead you to fail it.
We have, therefore, tried to include a mixture of straightforward and complicated questions to
give you the maximum benefit.

The answers

At the back of the book, you will find answers to approximately half of the Review Questions.
The answers to the other review questions (indicated by the letter ‘A’ after the question number)
are only available to you from your teacher or lecturer. Don’t worry if you are studying this sub-
ject on your own. There are still more than sufficient review questions to ensure you know and
understand the material in the book.

Examination technique

As authors, we can use the first person here, as we want to put across to you a message about
examinations, and we want you to feel that we are writing this for you as an individual rather
than simply as one of the considerable number of people who have read this book.

By the time you sit your first examination, you will have spent a lot of hours trying to master
such things as double entry, statements of financial position, final adjustments, and goodness
knows what else. Learning accounting/bookkeeping does demand a lot of discipline and prac-
tice. Compared with the many hours learning the subject, most students spend very little time
actually considering in detail how to tackle the examination. You may be one of them, and we
would like you to start planning now for the day when you will need to be able to demonstrate
that you have learnt and understood, and can apply, the material in this book.

Understanding examiners

Let’s start by saying that if you want to understand anything about examinations then you have
got to understand examiners, so let us look together at what these peculiar creatures get up to in
an examination. The first thing is that when they set an examination they are looking at it on the
basis that they want good students to get a pass mark. Obviously anyone who doesn’t achieve
the pass mark will fail, but the object of the exercise is to find those who will pass, not find the
failures. This means that if you have done your work properly, and if you are not sitting for an
examination well above your intellectual capabilities, you should manage to get a pass mark.
It is important for us to stress this before we get down to the details of setting about the task.

There are, however, quite a large number of students who will fail, not because they haven’t
put in enough hours on their studies, nor because they are unintelligent, but simply because they
throw away marks unnecessarily by poor examination technique. If you can read the rest of this
piece, and then say honestly that you wouldn’t have committed at least one of the mistakes that
we are going to mention, then you are certainly well outside the ordinary range of students.
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Punctuality
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Before thinking about the examination paper itself, let us think about how you are going to get
to the examination room. If it is at your own college then you have no problems as to how you
will get there. On the other hand, it may be an external centre. Do you know exactly where the
place is? If not, you had better have a trip there if possible. How are you going to get there? If
you are going by bus or train, do you know which bus or train to catch? Will it be the rush hour
when it may well take you much longer than if it were held at midday?

Quite a large proportion of students lose their way to the examination room, or else arrive,
breathless and flustered, at the very last minute. They then start off the attempt at the examina-
tion in a somewhat nervous state: a recipe for disaster for a lot of students. So plan how you are
going to get there and give yourself enough time.

Last-minute learning for your examination will be of little use to you. The last few days
before the examination should not be spent cramming. You can look at past examination papers
and rework some of them. This is totally different from trying to cram new facts into your head.

On your way to the examination, if you can, try relaxation exercises. Deep breathing exer-
cises in particular will put you into a relaxed mood. If you can’t do anything like this, try reading
the newspaper. Granted, you will need some adrenalin to spur you into action when you actually
start answering the examination paper, but you do not want to waste it before the examination
instead and then put yourself into a highly nervous state.

Read the rubric carefully and follow its instructions
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The rubric appears at the start of the examination paper, and says something such as:
'Attempt five questions only: the three questions in Section A and two from Section B.’

That instruction from the examiner is to be followed exactly. The examinee (i.e. you) cannot
change the instruction — it means what it says.

Now you may think that is so simple that it is not worthwhile our forcibly pointing it out to
you. We wish that was the case for all students. However, you would be amazed at the quite
high percentage of students who do not follow the instructions given in the rubric. Having been
examiners for many years for examining bodies all over the world we can assure you that we are
not overstating the case. Let us look at two typical examples where students have ignored the
rubric above:

(a) A student answered two questions from Section A and three from Section B. Here the
examiners will mark the two Section A answers plus the first two answers shown on the
examinee’s script in respect of Section B. They will not read any part of the third displayed
answer to Section B. The student can therefore only get marks for four answers.

(b) A student answered three questions from Section A and three from Section B. Here the
examiners will mark the three answers to Section A plus the first two displayed answers to
Section B. They will not look at the third answer to Section B.

In the case of (b), the student may have done it that way deliberately, thinking that the examiner
would mark all three Section B answers, and then award the student the marks from the best two
answered questions. Most examiners will not waste time marking an extra answer. Students
have argued that examiners would do that, but they are simply deluding themselves.

If you have time and want to give an extra answer, thinking that you will get better marks
than one answered previously, then do so. If you do, make certain that the examiner is fully
aware that you have deleted the answer that you do not want to have marked. Strike lines right
through it, and also state that you wish to delete it. Otherwise, it is possible that the first answers
only will be marked and your new answer ignored.
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Always remember in examinations that you should try to make life easier for the examiner.
Give examiners what they want, in the way that they want it. If you do, you will get better
marks. Make their job harder than it needs to be and you will suffer. Examiners are only human
beings after all!

Time planning

We must now look at the way in which you should tackle the examination paper. One of the
problems with bookkeeping/accounting examinations is that students are expected to do a lot of
work in a relatively short time. We have campaigned against this attitude, but the tradition is
longstanding and here to stay. It will be the same for every other student taking your examina-
tion, so it is not unfair so far as any one student is concerned. Working at speed does bring vari-
ous disadvantages, and makes the way you tackle the examination of even greater importance
than for examinations where the pace is more leisurely.

Time per question

The marks allotted to each question will indicate how long you should take in tackling the
question. Most examinations are of three hours’ duration, i.e. 180 minutes. This means that in
a normal examination, with 100 marks in total, a 20-mark question should be allocated 20 per
cent of the time, i.e. 20% X% 180 = 36 minutes. Similarly, a question worth 30 marks should
take up 30 per cent of the time, i.e. 30% x 180 = 54 minutes, and so on. Alternatively, it is
1.8 minutes for each mark awarded for the question.

If the question is in parts, and the marks awarded are shown against each part, then that will
give you a clue as to the time to be spent on each part. If part of the question asks for a descrip-
tion, for instance, and only three marks are awarded to that part, then you should not spend
twenty minutes on a long and detailed description. Instead a brief description, taking about five
minutes, is what is required.

Do the easiest questions first

Always tackle the easiest question first, then the next easiest question and so on. Leave the most
difficult question as the last one to be attempted. Why is this good advice? The fact is, most
examiners usually set what might be called ‘warm-up’ questions. These are usually fairly short,
and not very difficult questions, and the examiner will expect you to tackle these first.

You may be able to do the easiest question in less than the time allocated. The examiner is
trying to be kind to you. The examiner knows that there is a certain amount of nervousness
on the part of a student taking an examination, and wants to give you the chance to calm down
by letting you tackle these short, relatively easy questions first of all, and generally settle down to
your work.

Even where all the questions are worth equal marks, you are bound to find some easier than
others. It is impossible for an examiner to set questions which are exactly equal in difficulty. So,
remember, start with the easiest question. This will give you a feeling of confidence. It is very
desirable to start off in this way.

Do not expect that these ‘warm-up’ questions will be numbered 1 and 2 on your examination
paper. Most accounting examinations start off with a rather long question, worth quite a lot of
marks, as question number 1 on the paper. Over the years we have advised students not to tackle
these questions first. A lot of students are fascinated by the fact that such a question is number 1,
that it is worth a lot of marks, and their thinking runs: ‘If I do this question first, and make a
good job of it, then I am well on the way to passing the examination.’

There is no doubt that a speedy and successful attempt at such a question could possibly lead
to a pass. The trouble is that this doesn’t usually happen, and many students have admitted
afterwards that their failure could be put down to simply ignoring this advice. What happens
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very often is that the student starts off on such a question, things don’t go very well, a few mis-
takes are made, the student then looks at the clock and sees that they are not ‘beating the clock’
in terms of possible marks, and then panic descends on them. Leaving that question very hastily,
the student then proceeds to the next question, which normally might have been well attempted
but, because of the state of mind, a mess is made of that one as well, and so students fail an
examination which they had every right to think they could pass.

Attempt every required question

The last point concerning time allocation which we want to get through is that you should
attempt each and every question as required. On each question the first few marks are the easiest
to get. For instance, on an essay question it is reasonably easy to get, say, the first five marks in a
20-mark question. Managing to produce a perfect answer to get the last five marks, from 15 to
20, is extremely difficult. This applies also to computational questions.

This means that in an examination of, say, five questions with 20 marks possible for each
question, there is not much point in tackling three questions only and trying to make a good
job of them. The total possible marks would be 60, and if you had not achieved full marks for
each question, in itself extremely unlikely, you could easily fall below the pass mark of, say,
50 marks. It is better to leave questions unfinished when your allotted time, calculated as shown
earlier, has expired, and to then go on immediately to the other questions. It is so easy, especially
in an accounting examination, to find that one has exceeded the time allowed for a question by a
considerable margin. So, although you may find it difficult to persuade yourself to do so, move
on to the next question when your time for a question has expired.

Computations

..........................

When you sit an examination, you should be attempting to demonstrate how well you know the
topics being examined. In accounting examinations, there are three things in particular to
remember. If you fail to do so, you will probably earn less marks than your knowledge deserves.
One of these things has already been mentioned — be neat and tidy. The other two have to
do with computations: show all your workings and don’t worry if your statement of financial
position does not balance.

Workings

One golden rule which should always be observed is to show all of your workings. Suppose you
have been asked to work out the Cost of Goods Sold, not simply as part of a Trading Account
but for some other reason. On a scrap of paper you work out the answers below:

£
Opening inventory 4,000
Add Purchases 11,500
15,500
Less Closing inventory (3,800)
12,700

You put down the answer as £12,700. The scrap of paper with your workings on it is then
crumpled up by you and thrown in the wastepaper basket as you leave the room. You may have
noticed in reading this that in fact the answer should have been 11,700 and not 12,700 (the
arithmetic was incorrect). The examiner may well have allocated, say, four marks for this bit of the
question. What will he do when he simply sees your answer as £12,700? Will he say: ‘I should
imagine that the candidate mis-added to the extent of £1,000 and, as I am not unduly penalising
for arithmetic, I will give the candidate 3'2 marks’? Unfortunately the examiner cannot do this.
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The candidate got the wrong answer, there is no supporting evidence, and so the examiner gives
a mark of nil. If you had only attached the workings to your answer, then we have no doubt that
you would have got 3'2 marks at least.

It is often better to put the workings on the face of the final accounts, if appropriate. For
instance, if rent paid is £1,900 and £300 of it has been paid in advance, you can show it on the
face of the income statement as:

Rent (1,900 — 300) £1,600

By showing the workings in brackets you are demonstrating that you realise that they would not
be shown on the published accounts. It also makes it easier for the examiner to mark.

Do statements of financial position have to balance?

Many students ask: “‘What should I do if my statement of financial position doesn’t balance?’ The
answer is quite simple: leave it alone and get on with answering the rest of the examination paper.

One of the reasons for this is to try and ensure that you answer the required number of ques-
tions. You might take twenty minutes to find the error, which might save you one mark. In that
time you might have gained, say, ten marks if, instead, you had tackled the next question, for
which you would not have had time if you had wasted it by searching for the error(s). That
assumes that you actually find the error(s)! Suppose you don’t, you have spent twenty minutes
looking for it, have not found it, so how do you feel now? The answer is, of course: quite terrible.
You may make an even bigger mess of the rest of the paper than you would have done if you had
simply ignored the fact that the statement of financial position did not balance. In any case, it is
quite possible to get, say, 29 marks out of 30 even though the statement of financial position does
not balance. The error may be a very minor one for which the examiner deducts one mark only.

Of course, if you have finished all the questions, then by all means spend the rest of your time
tracing the error and correcting it. Be certain, however, that your corrections are carried out
neatly. Untidy crossings-out can result in the loss of marks. So, sometimes, an error found can
get back one mark, which is then lost again because the corrections make an untidy mess of your
paper, and examiners often deduct marks, quite rightly so, for untidy work. It might be better to
write against the error ‘see note’, indicating exactly where the note is shown. You can then illus-
trate to the examiner that you know what the error is and how to correct it.

Essay questions
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Until a few years ago, there were not many essay questions in accounting examinations at this
level. This has changed, and you therefore need to know the approach to use in answering such
questions.

Typical questions

Before discussing these, we want you to look at two recent examination questions. Having done
that, visualise carefully what you would write in answer to them. Here they are:

(@) You are employed as a bookkeeper by G. Jones, a trader. State briefly what use you would
make of the following documents in relation to your bookkeeping records.
(i) A bank statement.
(if) A credit note received to correct an overcharge on an invoice.
(iii) A pay-in slip.
(iv) A petty cash voucher.

(b) Explain the term ‘depreciation’. Name and describe briefly two methods of providing for
depreciation of non-current assets.
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Now we can test whether or not you would have made a reasonably good attempt at the ques-
tions. With question (a) a lot of students would have written down what a bank statement is,
what a pay-in slip is, what a petty cash voucher is, and so on. Marks gained by you for an
answer like that would be . . . virtually nil. Why is this? Well, you simply have not read the ques-
tion properly. The question asked what use you would make of the documents, not to describe
what the documents were. The bank statement would be used to check against the bank column
in the Cash Book or cash records to see that the bank’s entries and your own are in accordance
with one another, with a bank reconciliation statement being drawn up to reconcile the two sets
of records. The petty cash voucher would be used as a basis for entering up the payments
columns in the Petty Cash Book. The use of the items was asked for, not the descriptions of
the items.

Let us see if you have done better on question (b). Would you have written down how to
calculate two methods of depreciation, probably the reducing balance method and the straight
line method? But have you remembered that the question also asked you to explain the term
depreciation? In other words, what is depreciation generally? A fair number of students will
have omitted that part of the question. Our guess is that far more students would have made
perhaps a poor attempt at question (a) rather than doing question (b).

Underline the key words

We have already illustrated that a large percentage of students fail to answer the question set,
instead answering the question they imagine it to be. Too many students write down everything
they know about a topic, rather than what the examiner has asked for.

To remedy this defect, underline the key words in a question. This brings out the meaning
so that it is difficult to misunderstand the question. For instance, let us look at the following
question:

‘Discuss the usefulness of departmental accounts to a business.’

Many students will write down all they know about departmental accounts, how to draw them
up, how to apportion overheads between departments, how to keep columnar sales and pur-
chases journals to find the information, etc.

Number of marks gained . . . virtually nil.

Now underline the key words. They will be:

Discuss usefulness departmental accounts

The question is now seen to be concerned not with describing departmental accounts, but
instead discussing the usefulness of departmental accounts.

Lastly, if the question says ‘Draft a report on . . .” then the answer should be in the form of a
report; if it says ‘List the . . .” then the answer should consist of a lisz. Similarly ‘Discuss . . .” asks
for a discussion. ‘Describe . . .> wants you to describe something, and so on.

You should ensure, therefore, that you are going to give the examiners
(i) what they are asking for; and
(#i) in the way that they want it.

If you do not comply with () you may lose all the marks. If you manage to fulfil () but do not
satisfy the examiner on (ii) you will still lose a lot of marks.

It is also just as important in computational questions to underline the key words to get at the
meaning of a question, and then answer it in the manner required by the examiner. With com-
putational questions it is better to look at what is required first before reading all of the rest of
the question. That way, when you are reading the rest of the question, you are able to decide
how to tackle it.
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Never write out the question

Often — too often — students spend time writing out the text of essay questions before they set
about answering them. This is a complete waste of time. It will not gain marks and should never
be done.

Running out of time?

If your plans don’t work out, you may find yourself with a question you could answer, but
simply do not have the time to do it properly. It is better to write a short note to the examiner to
that effect, and put down what you can of the main points in an abbreviated fashion. This will
show that you have the knowledge and should gain you some marks.

..................

Remember:

1 Read the instructions.

2 Plan your time before you start.

3 Tackle the easiest questions first.

4 Finish off answering each question when your time allocation for the question is up.

5 Hand in all your workings.

6 Do remember to be neat, and to include all proper headings, dates, sub-totals, etc. A lot of marks
can be lost if you don't.

7 Only answer as many questions as you are asked to tackle by the examiner. Extra answers will
not normally be marked and certainly won’t get credit.

8 Underline the key words in each question to ensure that you answer the question set, and not
the question you wrongly take it to be.

9 Never copy the question onto your answer.

Best of luck with your examination. We hope you get the rewards you deserve!

Frank Wood and Alan Sangster



The Last Lecture

Our course is run, our harvest garnered in,

And taking stock of what we have, we note how life,

This strange, mysterious life which now we hold and now
eludes our grasp,

Is governed still by natural law, and its events

Tread on each other’s heels, each one compelled to follow
where the first has led.

Noting all this, and judging by the past,

We form our plans, until we know at last

The treasure in the future’s lap.

The man, the plant, the beast, must all obey this law,
Since in the early dawn of this old world

The law was given, and the stuff was made

Which still alone can hold the breath of life:
Whereby we know that grass and man are kin,

The bond a common substance which within
Controls their growth.

Can we know all? Nay, but the major part

Of all that is must still elude our grasp,

For life transcends itself, and slowly noting what it is,
Gathers but fragments from the stream of time.

Thus what we teach is only partly true.

Not knowing all, we act as if we knew,

Compelled to act or die.

Yet as we grow in wisdom and in skill

The upward path is steeper and each step
Comes nigher unto heaven, piercing the clouds
Which beretofore have hid the stars from view.
The new-gained knowledge seems to fill the air,
It seems to us the soul of truth is there.

Our quest is won.

Bold climber, all that thou bast won

Lies still in shadow of the peaks above;

Yet in the morning hours the sun

Rewards thy work of love,

Resting a moment on thy lesser height,

Piercing the vault with rays too bright to face,
Strengthens thy soul and gives thee ample might
To serve thy human race.

Theodore Dru Allison Cockerell (1866-1948)

Zoology: A Textbook for Colleges and Universities, Yonkers-on-Hudson, NY: World Book Company, 1920,

pp. 538-539
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The accounting equation and
the statement of financial position

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® explain what accounting is about

® briefly describe the history of accounting

® explain the relationship between bookkeeping and accounting

® list the main users of accounting information and what accounting information
they are interested in

® present and explain the accounting equation

® explain the relationship between the accounting equation and the layout of the
statement of financial position [balance sheet]

® explain the meaning of the terms assets, capital, liabilities, accounts receivable
(debtors), and accounts payable (creditors)

® describe how accounting transactions affect the items in the accounting equation

® draw up statements of financial position after different accounting transactions
have occurred

Introduction

ecccccccccce

In this chapter, you will learn: what accounting is; what led to its development into what
it is today; who uses accounting information; and the relationship between the various
components that, together, comprise what is known as the ‘accounting equation’.

Q What is accounting?

What do you think of when you read or hear the word, ‘accounting’? What do you believe it
means or represents?

If you have already attended some accounting classes or if you have spoken to someone who
knows something about accounting, you will probably have a fairly good idea of what account-
ing is and what it is used for. If not, you may find it useful to have this knowledge before you
start studying the subject. During the course of the next few pages, let’s see if you can gain that
knowledge and learn what accounting is.

Accounting can be defined as:

The process of identifying, measuring, and communicating economic information to permit
informed judgements and decisions by users of that information.
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A bit of a mouthful really but, what it means is that accounting involves deciding what
amounts of money are, were, or will be involved in transactions (often buying and selling trans-
actions) and then organising the information obtained and presenting it in a way that is useful
for decision-making.

Despite what some people think, accounting is not a branch of mathematics, although the man
credited with writing the first book to be printed on the subject, Luca Pacioli (c. 1445-1517),
was a mathematician and teacher. He wrote on the topic ‘in order that the subjects of the most
gracious Duke of Urbino [his sponsor or benefactor]| may have complete instructions in the
conduct of business’, and to ‘give the trader without delay information as to his assets and
liabilities’. (‘Assets’ are things that you own; ‘liabilities’ are things that you owe.)

What Pacioli wrote is contained in 27 pages of a school textbook and reference manual for
merchants on business and mathematics (Summa de arithmetica, geometria, proportioni et
proportionalita — Everything about Arithmetic, Geometry and Proportion) which was first pub-
lished in Italy in 1494. His treatise has been translated into many languages, including English,
and is acknowledged as the chief reason why we maintain accounts in the way we do today.

Accounting may not require a knowledge of mathematics but you do need to be able to add,
subtract, multiply and divide — things you need to be able to do in your daily life anyway.
Otherwise, you would not know how much money you had with you, how much you would
have if you spent some of it, or whether the change you received was correct. So, let’s remove
one big misconception some people have concerning accounting: you do not need to be good at
arithmetic to be good at accounting, though you will find it easier to ‘do’ accounting if you are.

e The history of accounting

Accounting began because people needed to:

® record business transactions; and
® know how much they owned and how much they owed.

It is known to have existed in one form or another for at least 10,000 years. (Records exist
which indicate its use at that time in Mesopotamia.) There is also considerable evidence of
accounting being practised in ancient times in Egypt, China, India, Greece and Rome. In
England, the ‘Pipe Roll’, the oldest surviving accounting record in the English language, contains
an annual description of rents, fines and taxes due to the King of England, from 1130 to 1830.

In India, a system of accounting, called Bahi-khata, was developed many centuries ago but it
did not spread beyond that region, probably because a description of it was never written down
until the twentieth century. It spread by word of mouth and, even today, is a standardised method
of keeping accounting records in parts of that region.

In the rest of the world, accounting appears to have developed slowly for thousands of years.
The first known example of business records maintained using what we call ‘double entry book-
keeping’ — the method described by Pacioli and the method used universally today — was in a
branch of an Italian firm in southern France in 1299. But, it was another 150 years before it
became relatively commonly used by northern Italian partnerships and joint ventures. The rest of
the world took considerably longer to adopt the method. That this system of double entry book-
keeping came to be universally adopted is due to Pacioli, and what he wrote about it in 1494.

It has been suggested that no standard system for maintaining accounting records had been
developed before this because the circumstances of the day did not make it practicable for any-
one to do so — there was little point, for example, in anyone devising a formal system of account-
ing if the people who would be required to ‘do’ accounting did not know how to read or write.
Were such a system developed, there was no point in writing about it if people could not read
what was written.
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One accounting scholar (A. C. Littleton) has suggested that seven key ingredients were
required before a formal system could be developed and that all seven existed when Pacioli
wrote his treatise:

® Private property. The power to change ownership exists and there is a need to record the
transaction.

® Capital. Wealth is productively employed such that transactions are sufficiently important to
make their recording worthwhile and cost-effective.

® Commerce. The exchange of goods on a widespread level. The volume of transactions needs
to be sufficiently high to motivate someone to devise a formal, organised system that could be
applied universally to record transactions.

® Credit. The present use of future goods. Cash transactions, where money is exchanged for
goods, do not require that any details be recorded of who the customer or supplier was. The
existence of a system of buying and selling on credit (i.e. paying later for goods and services
purchased today) led to the need for a formal organised system that could be applied univer-
sally to record credit transactions.

® Writing. A mechanism for making a permanent record in a common language. Writing had
clearly been around for a long time prior to Pacioli but it was, nevertheless, an essential ele-
ment required before accounting could be formalised.

® Money. There needs to be a common denominator for exchange. So long as barter was used
rather than payment with currency, there was no need for a bookkeeping system based upon
transactions undertaken using a uniform set of monetary values.

® Arithmetic. As with writing, this has clearly been in existence far longer than accounting.
Nevertheless, it is clearly the case that without an ability to perform simple arithmetic, there
was no possibility that a formal organised system of accounting could be devised.

Of these, the most important catalyst for the emergence of double entry bookkeeping was
almost certainly the use of credit in business. In the middle ages, a businessman who did not
know how much was owed to him and how much he owed, could lose his business, his home,
and everything he owned.

During the Crusades (1096-1292), trade routes to the east were opened and merchants, many
from the Italian ports like Venice, began to expand their activities along the new routes. Venice
dominated trade and along with another Italian city, Florence, was the major banking centre in
the western world up to at least the mid-fifteenth century.

This expansion of trade led merchants to start operating in joint ventures (where they shared
costs and profits) with businessmen located elsewhere. The merchants employed agents to con-
duct business on their behalf. The need to record details of these arrangements was obvious.

When accounting information was recorded in the Middle Ages it sometimes simply took the
form of a note of the details of each transaction and each receipt and payment. These notes were
used by the owner mainly in order to keep track of moneys due.

In Florence, a custom had emerged in the twelfth century of maintaining a record of impor-
tant personal events in a book called a Ricordanze. It was a very popular practice and Florentine
merchants started to record transactions, receipts and payments in their Ricordanze.

The larger the business, the greater the number of entries that were made. The entries were
made when they occurred and it could be some time before the next transaction with the same
person occurred. Even with these records in the Ricordanze, it became difficult to tell what total
amounts were owed and due.

To address this problem, merchants started transferring details from the Ricordanze into
another book and entries in that book were organised into what we now call, ‘accounts’, one for
each person or item.

This was the beginning of the system of double entry bookkeeping described by Pacioli. In his
system, a book called a Memorandum replaced the Ricordanze. The details recorded in it were
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abbreviated, organised and transferred into another book called a Journal. Details from that
book were then further summarised and entered into accounts maintained in a third book called
a Ledger.

The accountant of the Middle Ages was someone who knew how to enter data relating to
financial transactions into the accounting books. He was what we call a ‘bookkeeper’. Quite
often, it would be the owner of the business who performed all the accounting tasks. Otherwise,
an employee would be given the job of maintaining the accounting records.

As businesses grew in size, it became less common for the owner to personally maintain the
accounting records and more usual for someone to be employed as a bookkeeper. Then, as com-
panies began to dominate the business environment, managers became separated from owners —
the owners of companies (shareholders) often have no involvement in the day-to-day running of
the business. This led to a need for some monitoring of the managers. Auditing of the financial
records became the norm and this, effectively, established the accounting profession.

The first association of accountants, the Collegio dei Rexonati, was formed in Venice in 1581
and had a role in training auditors, but the widespread emergence of an accounting profession
was slow. It was not until the nineteenth century that the majority of Italian states required
accountants to be members of a recognised association, but organisation was regional not
national.

In 1854, the first national body of accountants was formed: the Institute of Chartered
Accountants of Scotland. Thereafter, other national bodies began to emerge gradually through-
out the world, with the English Institute of Chartered Accountants being formed in 1880 and the
first US national accounting body being formed in 1887.

If you wish to discover more about the history of accounting, you will find that it is readily
available on the Internet. Perform a search on either of the terms ‘history of accounting’ or
‘accounting history’ and you should find more information than you could ever realistically read
on the subject.

@ Accountants

From its roots among the scribes of Mesopotamia, accounting is one of the oldest professions in
the world. Today, there are around 200 professional accountancy bodies, each with its own
entry requirements. While there are notable exceptions, nowadays these generally consist of a
series of examinations plus relevant work experience, the same requirement as applied to anyone
seeking admission to the Venetian Collegio dei Rexonati in 1581.

Today, accountants go beyond the role of the bookkeepers of the Middle Ages. As they did
then, accountants record and manipulate financial data in order to provide financial informa-
tion. In addition, today’s accountants are also expected to interpret the information they pro-
duce, all in order to assist in decision-making.

Unlike Italy of the nineteenth century, in most of the world, it is not necessary to be member
of a professional accountancy body in order to work as an accountant, although few without
such membership are likely today to rise above the level of a bookkeeper.

Being a member of a professional accountancy body indicates a minimum level of knowledge
and expertise that would be expected and upon which employers and others using information
provided by such accountants may rely. Because membership of such a body presents an image
of professional expertise and understanding, it is important that accountants act in a manner
that is consistent with what is expected of them. Any failure to do so places the image of the pro-
fession at risk.
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0 Professional ethics

It is for this reason that it is now recognised that accountants have a responsibility to be ‘ethical’.
This is a relatively new development. For many years, ethics were an informal element of the
training of accountants. However, an apparently never-ending stream of high-profile financial
scandals since the 1960s has threatened the reputation of the accounting profession. As a result,
the informal approach to ethics has been formalised in an attempt to stop such events occurring.

It is for this reason that some accountancy bodies now include a separate ethics course in their
training. Others have embedded ethics into some of their courses and examinations. But, what
does it mean to be ‘ethical’?

Being ethical involves showing integrity, fairness, respect and openness in behaviour and atti-
tude in all situations. Members of all professions have a responsibility to society because they
have the specialist knowledge and expertise to deal with certain situations in a more informed
way than those who are not so qualified. For accountants, their professional ethics are not just
concerned with how an accountant should be in the workplace, they relate to how accountants
should behave in all aspects of their public life.

Ethics apply not only to what an accountant does, and to his or her interaction with those
who are not accountants. Ethics also apply to how accountants conduct themselves with each
other and with those aspiring to be accountants. Managers and trainers of accountants have an
ethical responsibility to present themselves as respectful, honest, and trustworthy; and to ensure
that their accounting trainees embrace those same values.

The International Federation of Accountants is the world umbrella body for professional
accountancy bodies. It has currently (in 2011) 165 member bodies in 125 countries. Its 2010
Code of Ethics for Professional Accountants forms the basis for many of the ethical codes
applied by its member bodies. The IFAC Code is available at http://web.ifac.org/publications/
international-ethics-standards-board-for-accountants/code-of-ethics

In the IFAC Code, it is stated that a professional accountant must comply with the following
fundamental principles:

(a) Integrity — to be straightforward and honest in all professional and business relationships.

(b) Objectivity — to not allow bias, conflict of interest or undue influence of others to override
professional or business judgements.

(¢) Professional competence and due care — to maintain professional knowledge and skill at the
level required to ensure that a client or employer receives competent professional services
based on current developments in practice, legislation and techniques and act diligently and
in accordance with applicable technical and professional standards.

(d) Confidentiality — to respect the confidentiality of information acquired as a result of profes-
sional and business relationships and, therefore, not to disclose any such information to
third parties without proper and specific authority, unless there is a legal or professional
right or duty to disclose, nor to use the information for the personal advantage of the profes-
sional accountant or third parties.

(e) Professional behaviour — to comply with relevant laws and regulations and avoid any action
that discredits the profession.

To supplement their ethical codes, accountancy bodies worldwide operate their own discip-
linary code which establishes what steps may be taken should a member act unethically. These
disciplinary codes are designed to protect non-accountants and to maintain the reputation of the
profession and the demand for its services. Accountants found guilty of unethical behaviour risk
the possibility of fines or even expulsion from their professional body.

Do you think that such a system of self-requlation is appropriate?
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0 The objectives of accounting

Accounting has many objectives, including letting people and organisations know:

® if they are making a profit or a loss;

® what their business is worth;

® what a transaction was worth to them;

® how much cash they have;

® how wealthy they are;

® how much they are owed;

® how much they owe to someone else;

® enough information so that they can keep a financial check on the things they do.

However, the primary objective of accounting is to provide information for decision-making.
The information is usually financial, but can also be given in volumes, for example, the number
of cars sold in a month by a car dealership or the number of cows in a farmer’s herd.

So, for example, if a business recorded what it sold, to whom, the date it was sold, the price at
which it was sold, and the date it received payment from the customer, along with similar data
concerning the purchases it made, certain information could be produced summarising what had
taken place. The profitability of the business and the financial status of the business could also be
identified, at any particular point in time. It is the primary objective of accounting to take such
information and convert it into a form that is useful for decision-making.

People and businesses

Accounting is something that affects people in their personal lives just as much as it affects very
large businesses. We all use accounting ideas when we plan what we are going to do with our
money. We have to plan how much of it we will spend and how much we will save. We may
write down a plan, known as a budget, or we may simply keep it in our minds.

Recording accounting data

However, when people talk about accounting, they are normally referring to accounting as used
by businesses and other organisations. The owners cannot remember all the details so they have
to keep records of it.

Organisations not only record cash received and paid out. They will also record goods bought
and sold, items bought to use rather than to sell, and so on. This part of accounting is usually
called the recording of data.

Classifying and summarising

When the data is being recorded it has to be organised so as to be most useful to the business.
This is known as classifying and summarising data.

Following such classifications and summaries it will be possible to work out how much profit or
loss has been made by the business during a particular period. It will also be possible to show what
resources are owned by the business, and what is owed by it, on the closing date of the period.

Communicating information

..................................................

From the data, people skilled in accounting should be able to tell whether or not the business is
performing well financially. They should be able to ascertain the strengths and weaknesses of the
business.
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Finally, they should be able to tell or communicate their results to the owners of the business,
or to others allowed to receive this information.
Accounting is, therefore, concerned with:

® recording data;
® classifying and summarising data;
® communicating what has been learnt from the data.

What is bookkeeping?

Until about one hundred years ago all accounting data was kept by being recorded manually
in books, and so the part of accounting that is concerned with recording data is often known as
bookkeeping.

Nowadays, although handwritten books may be used (particularly by smaller organisations),
most accounting data is recorded electronically and stored electronically using computers.

Bookkeeping is the process of recording data relating to accounting transactions in the accounting
books.

Accounting is concerned with . ..

Accounting is concerned with the uses which accountants might make of the bookkeeping infor-
mation given to them. This book will cover many such uses.

Users of accounting information

Possible users of accounting information include:

® Managers. These are the day-to-day decision-makers. They need to know how well things are
progressing financially and about the financial status of the business.

® Ouwner(s) of the business. They want to be able to see whether or not the business is profit-
able. In addition they want to know what the financial resources of the business are.

® A prospective buyer. When the owner wants to sell a business the buyer will want to see such
information.

® The bank. If the owner wants to borrow money for use in the business, then the bank will
need such information.

® Tax inspectors. They need it to be able to calculate the taxes payable.

® A prospective partner. If the owner wants to share ownership with someone else, then the
would-be partner will want such information.

® [nvestors, either existing ones or potential ones. They want to know whether or not to invest
their money in the business.

® Creditors. They want to know if there is any risk of not being paid what they are due.

There are many other users of accounting information — suppliers and employees, for example. One
obvious fact is that without properly recorded accounting data a business would have many dif-
ficulties providing the information these various users (often referred to as ‘stakeholders’) require.

Which two of these stakeholder groups do you think are considered to be the
most important? Why?
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However, the information produced by accounting needs to be a compromise — so many differ-
ent groups of stakeholders make it impossible to produce accounting information at a reasonable
cost in a form that suits them all. As a result, accounting focuses on producing information for
owners. The other stakeholder groups often find the accounting information provided fails to tell
them what they really want to know. However, if organisations made the effort to satisfy the
information needs of all stakeholders, accounting would be a very costly exercise indeed!

@ The accounting equation

10

By adding up what the accounting records say belongs to a business and deducting what they say
the business owes, you can identify what a business is worth according to those accounting
records. The whole of financial accounting is based upon this very simple idea. It is known as the
accounting equation.

It can be explained by saying that if a business is to be set up and start trading, it will need
resources. Let’s assume first that it is the owner of the business who has supplied all of the
resources. This can be shown as:

Resources supplied by the owner = Resources in the business

In accounting, special terms are used to describe many things. The amount of the resources
supplied by the owner is called capital. The actual resources that are then in the business are
called assets. This means that when the owner has supplied all of the resources, the accounting
equation can be shown as:

Capital = Assets

Usually, however, people other than the owner have supplied some of the assets. Liabilities is
the name given to the amounts owing to these people for these assets. The accounting equation
has now changed to:

Capital = Assets — Liabilities

This is the most common way in which the accounting equation is presented. It can be seen
that the two sides of the equation will have the same totals. This is because we are dealing with
the same thing from two different points of view — the value of the owners’ investment in the
business and the value of what is owned by the owners.

What piece of useful information that is available from these three items is not
directly shown by this equation? (Hint: you were introduced to it at the start of
this section.)

Unfortunately, with this form of the accounting equation, we can no longer see at a glance
what value is represented by the resources in the business. You can see this more clearly if you
switch assets and capital around to produce the alternate form of the accounting equation:

| Assets = Capital + Liabilities |

This can then be replaced with words describing the resources of the business:

Resources: what they are = Resources: who supplied them
(Assets) (Capital + Liabilities)
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It is a fact that no matter how you present the accounting equation, the totals of both sides
will always equal each other, and that this will always be true no matter how many transactions
there may be. The actual assets, capital and liabilities may change, but the total of the assets will
always equal the total of capital + liabilities. Or, reverting to the more common form of the
accounting equation, the capital will always equal the assets of the business minus the liabilities.

Assets consist of property of all kinds, such as buildings, machinery, inventories (stocks) of
goods and motor vehicles. Other assets include debts owed by customers and the amount of
money in the organisation’s bank account.

Liabilities include amounts owed by the business for goods and services supplied to the busi-
ness and for expenses incurred by the business that have not yet been paid for. They also include
funds borrowed by the business.

Capital is often called the owner’s equity or net worth. It comprises the funds invested in the
business by the owner plus any profits retained for use in the business less any share of profits
paid out of the business to the owner.

What else would affect capital? (Hint: this item causes the value of capital to fall.)

The statement of financial position and the effects of
business transactions

The accounting equation is expressed in a financial report called the statement of financial
position.

Without looking back, write down the commonly used form of the accounting
equation.

The statement of financial position shows the financial position of an organisation at a
point in time. In other words, it presents a snapshot of the organisation at the date for which it
was prepared. The statement of financial position is not the first accounting record to be made,
nor the first that you will learn how to do, but it is a convenient place to start to consider
accounting.

Let’s now look at how a series of transactions affects the statement of financial position.

1 The introduction of capital

...................................................

On 1 May 2011, B. Blake started in business and deposited £60,000 into a bank account opened
specially for the business. The statement of financial position would show:

B. Blake
Statement of Financial Position as at 1 May 2011

£
Assets: Cash at bank 60,000
Capital 60,000

Note how the top part of the statement of financial position contains the assets and the bottom
part contains the capital. This is always the way the information is presented in a statement of
financial position.

11
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2 The purchase of an asset by cheque

....................................................................

On 3 May 2011, Blake buys a small shop for £32,000, paying by cheque. The effect of this transac-
tion on the statement of financial position is that the cash at the bank is decreased and the new asset,
shop, is added:

B. Blake
Statement of financial position as at 3 May 2011

Assets f
Shop 32,000
Cash at bank 28,000
60,000
Capital 60,000

Note how the two parts of the statement of financial position ‘balance’. That is, their totals are
the same. This is always the case with statements of financial position, and is why they used to
be called, ‘balance sheets’.

3 The purchase of an asset and the incurring of a liability

......................................................................................................

On 6 May 2011, Blake buys some goods for £7,000 from D. Smith, and agrees to pay for them
some time within the next two weeks. The effect of this is that a new asset, inventory, is
acquired, and a liability for the goods is created. A person to whom money is owed for goods
is known in accounting language as a creditor, and is described in the statement of financial
position as an account payable. The statement of financial position becomes:

B. Blake

Statement of financial position as at 6 May 2011

Assets £
Shop 32,000
Inventory 7,000
Cash at bank 28,000
67,000
Less: Account payable (7,000)
60,000

Capital 60,000

Note how the liability (the account payable) is shown as a deduction from the assets. This is
exactly the same calculation as is presented in the most common form of the accounting
equation.

Why do you think the £7,000 value for account payable is shown in brackets?

Now, let’s return to our example.

4 Sale of an asset on credit

.................................................

On 10 May 2011, goods which cost £600 were sold to J. Brown for the same amount, the money
to be paid later. The effect is a reduction in the amount of goods held, i.e. inventory, and the cre-
ation of a new asset. A person who owes the business money is known in accounting language as

12
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a debtor, and is described in the statement of financial position as an account receivable. The
statement of financial position is now:

B. Blake
Statement of financial position as at 10 May 2011
Assets £
Shop 32,000
Inventory 6,400
Account receivable 600
Cash at bank 28,000
67,000
Less: Account payable (7,000)
60,000
Capital 60,000

On 13 May 2011, goods which cost £400 were sold to D. Daley for the same amount. Daley
paid for them immediately by cheque. Here one asset, inventory, is reduced, while another asset,
cash at bank, is increased. The statement of financial position becomes:

B. Blake
Statement of financial position as at 13 May 2011
Assets £
Shop 32,000
Inventory 6,000
Account receivable 600
Cash at bank 28,400
67,000
Less: Account payable (7,000)
60,000
Capital 60,000

6 The payment of a liability

On 15 May 2011, Blake pays a cheque for £3,000 to D. Smith in part payment of the amount
owing. The asset of cash at bank is therefore reduced, and the liability to the creditor is also
reduced. The statement of financial position is now:

B. Blake
Statement of financial position as at 15 May 2011

Assets f
Shop 32,000
Inventory 6,000
Account receivable 600
Cash at bank 25,400
64,000
Less: Account payable (4,000)
60,000
Capital 60,000

Note how the total of each part of the statement of financial position has not changed. The busi-
ness is still worth £60,000 to the owner.

13
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7 Collection of an asset

J. Brown, who owed Blake £600, makes a part payment of £200 by cheque on 31 May 2011.
The effect is to reduce one asset, account receivable, and to increase another asset, cash at bank.
The statement of financial position becomes:

B. Blake
Statement of financial position as at 31 May 2011

Assets f
Shop 32,000
Inventory 6,000
Account receivable 400
Cash at bank 25,600
64,000
Less: Account payable (4,000)
60,000
Capital 60,000

@ Equality of the accounting equation

It can be seen that every transaction has affected two items. Sometimes it has changed two assets
by reducing one and increasing the other. In other cases, the effect has been different. However,
in each case other than the very first (when the business was started by the owner injecting some
cash into it), no change was made to the total of either section of the statement of financial posi-
tion and the equality between their two totals has been maintained. The accounting equation has
held true throughout the example, and it always will. The effect of each of these seven account-
ing transactions upon the two sections of the statement of financial position is shown below:

Number. G Capital and Effect on statement of financial
transaction Assets Liabiliti ition total
as above iabilities position totals
1 + + Each side added to equally
2 + A plus and a minus both on the assets
- side cancelling each other out
3 + + Each side has equal additions
4 + A plus and a minus both on the assets
- side cancelling each other out
5 + A plus and a minus both on the assets
- side cancelling each other out
6 - - Each side has equal deductions
7 + A plus and a minus both on the assets
- side cancelling each other out

These are not the only types of accounting transactions that can take place. Two other examples
arise when

(8) the owner withdraws resources from the business for his or her own use; and where
(9) the owner pays a business expense personally.

14
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A summary of the effect upon assets, liabilities and capital of each type of transaction you’ve
been introduced to so far is shown below:

Example of transaction

Effect

(1

Owner pays capital into the bank

Increase asset
(Bank)

t

Increase capital

(2

Buy inventory by cheque

Decrease asset
(Bank)

t

Increase asset
(Inventory)

3)

Buy inventory on credit

Increase asset
(Inventory)

Increase liability
(Accounts payable)

@

Sale of inventory on credit

Decrease asset
(Inventory)

Increase asset
(Accounts receivable)

(5)

Sale of inventory for cash (cheque)

Decrease asset
(Inventory)

Increase asset
(Bank)

(6)

Pay creditor

Decrease asset
(Bank)

Decrease liability
(Accounts payable)

@)

Debtor pays money owing by cheque

Increase asset
(Bank)

Decrease asset
(Accounts receivable)

(®)

Owner takes money out of the
business bank account for own use

- (| ey | - | - | e | e | e (| —)

Decrease asset
(Bank)

Decrease capital

(9)

Owner pays creditor from private
money outside the firm

e

Decrease liability
(Accounts payable)

t

Increase capital

Transactions (8) and (9) cause the totals of each part of the statement of financial position to
change (as did the very first, when capital was introduced to the business by the owner). When
the capital changes, the totals of the two parts of the statement of financial position both change.

More detailed presentation of the statement of
financial position

Let’s now look at the statement of financial position of B. Blake as at 31 May 2011, presented
according to how you will learn to present the information later in the book:

B. Blake

Statement of financial position as at 31 May 2011

Non-current assets

Shop

Current assets
Inventory

Account receivable
Cash at bank

Total assets

Less Current liabilities
Account payable

Net assets

Capital

f £

32,000
6,000
400
25,600

32,000

64,000

(4,000)
60,000
60,000
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You will have noticed in this statement of financial position the terms ‘non-current assets’, ‘cur-
rent assets’ and ‘current liabilities’. Chapter 8 contains a full explanation of these terms. At this
point we will simply say:

® Non-current assets (fixed assets) are assets which have a long life bought with the intention
to use them in the business and not with the intention to simply resell them, e.g. buildings,
machinery, fixtures, motor vehicles.

® Current assets are assets consisting of cash, goods for resale or items having a short life (i.e.
no more than a year remaining on the date of the statement of financial position). For ex-
ample, the value of inventory in hand goes up and down as it is bought and sold. Similarly, the
amount of money owing to us by debtors will change quickly, as we sell more to them on credit
and they pay their debts. The amount of money in the bank will also change as we receive and
pay out money.

® Current liabilities are those liabilities which have to be paid within no more than a year from
the date on the statement of financial position, e.g. accounts payable for goods purchased.

Don't forget that there is a Glossary of accounting terms at the back of the book.

Learning outcomes

e0cccccccccccce

You should now have learnt:

1 Accounting is concerned with the recording, classifying and summarising of data,
and then communicating what has been learnt from it.

2 Accounting has existed for at least 10,000 years but a formal, generally accepted
method of recording accounting data has only been in existence for the last
500 years.

3 It may not only be the owner of a business who will need the accounting
information. It may need to be shown to others, e.g. the bank or the Inspector of
Taxes.

4 Accounting information can help the owner(s) of a business to plan for the future.

(3)]

The accounting equation is: Capital = Assets — Liabilities.

6 The two sides of the accounting equation are represented by the two parts of the
statement of financial position.

7 The total of one part of the statement of financial position should always be equal
to the total of the other part.

8 Every transaction affects two items in the accounting equation. Sometimes that
may involve the same item being affected twice, once positively (going up) and
once negatively (going down).

9 Every transaction affects two items in the statement of financial position.

Note: Generally, the values used in exhibits and exercises have been kept down to relatively small
amounts. This has been done deliberately to make the work of the student that much easier.
Constantly handling large figures does not add anything to the study of the principles of account-
ing. It simply wastes a lot of the student’s time, and he/she will probably make far more errors if
larger figures are used.

Doing this may lead to the authors being accused of not being ‘realistic’ with the figures given,
but we believe that it is far more important to make learning easier for the student.
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Answers to activities

1.1 As with all professions, enforcement of a code of ethics in a manner which encourages outsiders to believe
that accountancy bodies are serious on this issue is not simply a case of having a disciplinary code. Outsiders
can be very sceptical about self-regulation, especially if accountants found guilty of unethical conduct are let
off with a warning or a minor fine. This is a difficult situation to address: non-accountants lack the technical
knowledge and expertise to interpret accounting practice and so are incapable of truly understanding many of

1.2

1.3
1.4

1.5
1.6

the situations that may arise. Finding something more appropriate is difficult, if not impossible.

Owners and creditors are considered to be the most important stakeholders because they have most to lose if

the business fails.

Who supplied the resources of the business.

Capital will be reduced if a business makes a loss. The loss means that assets have been reduced and capital is

reduced by the same amount so as to maintain the balance in the accounting equation.
Capital = Assets — Liabilities

It is a negative number. In accounting, we always use brackets to indicate negative numbers.

Review questions

If you haven't already started answering them, you now have a set of graded review questions
to try. ‘Graded’ means that they get more difficult as you go through them. Ideally, they should
be done in the sequence they appear. However, don‘t forget that the questions with an ‘A’ after
the question number do not have any answers provided in this book. Your teacher or lecturer will
be able to provide you with the answers to those questions but be sure to attempt them first
before asking for the answers! The answers to the other questions can be found at the back of
the book.

We realise that you would like to have all the answers in the book. However, teachers and lec-
turers would not then be able to test your knowledge with questions from this book, as you would
already possess the answers. It is impossible to please everyone, and the compromise reached is
that of putting a large number of review questions in the book.

This means that appropriate reinforcement of what you have learnt can take place, even if you
are studying on your own and have to miss out all the ‘A’ questions because you have no access to
the answers.

Multiple choice questions. In addition to these Review Questions, there are questions relating to
the material in this chapter in a bank of multiple choice questions at the end of Chapter 6. You
should wait and attempt them when you reach them, not before.

1.1 Complete the gaps in the following table:

Assets Liabilities Capital

f f £

(@) 20,000 3,400 ?

(b) 23,000 8,800 ?
(0) 19,200 ? 3,200
(d) 8,100 ? 6,500
(e) ? 7,900 17,300
(f) ? 18,500 51,900

17
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1.2A Complete the gaps in the following table:

Assets Liabilities Capital

f £ £

(a) 55,000 16,900 ?
(b) ? 17,200 34,400
(o) 36,100 ? 28,500

(d) 119,500 15,400 ?
(e) 88,000 ? 62,000
(f) ? 49,000 110,000

1.3 Which of the items in the following list are liabilities and which of them are assets?

(a) Loan from A. Sangster (d) Bank overdraft
(b) We owe a supplier (e) Inventory of goods held for sale
() Equipment (f) Loan to F. Wood

1.4A Classify the following items into liabilities and assets:

(@) Motor vehicles (f) Owing to bank

(b) Premises (g) Cash in hand

(c) Accounts payable for inventory (h) Loan from D. Jones
(d) Inventory (i) Machinery

(e) Accounts receivable

1.5 state which of the following are wrongly classified:

Assets Liabilities

Loan to C. Smith Delivery van
Mortgage on office building Accounts payable
Accounts receivable Office supplies
Warehouse Computers

Our business website Cash in hand

1.6A Which of the following are shown under the wrong headings?

Assets Liabilities

Cash at bank Loan from J. Graham
Fixtures Machinery

Accounts payable Motor vehicles
Building

Inventory

Accounts receivable

Capital

1.7 Luca Pacioli is setting up a new business. Before actually selling anything, he bought a van
for £13,000, a transportable market stall for £1,050; a computer for £450; and an inventory of
goods for £8,000. He did not pay in full for his inventory of goods and still owes £3,000 for them.
He borrowed £10,000 from Basil Yamey. After the events just described, and before trading starts,
he has £1,400 cash in hand and £4,700 in the bank. Calculate the amount of his capital.

1.8A F.Flint is starting a business. Before actually starting to sell anything, he bought fixtures for
£1,200, a van for £6,000 and an inventory of goods for £2,800. Although he has paid in full for the
fixtures and the van, he still owes £1,600 for some of the inventory. B. Rub lent him £2,500. After
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the above, Flint has £200 in the business bank account and £175 cash in hand. You are required to
calculate his capital.

1.9 Draw up N. Marriott's statement of financial position from the following information as at
31 December 2011:

£
Capital 20,700
Accounts receivable 800
Car 8,300
Accounts payable 3,600
Equipment 7,900
Inventory 5,700
Cash at bank 1,600

1.10A Draw up M. Kelly’s statement of financial position as at 30 June 2012 from the following
items:

£
Capital 10,200
Equipment 3,400
Accounts payable 4,100
Inventory 3,600
Accounts receivable 4,500
Cash at bank 2,800

1.11 Complete the columns to show the effects of the following transactions:

Effect upon
Assets| Liabilities| Capital
(@) We pay a creditor £310 by cheque.

(b) Bought fixtures £175 paying in cash.

() Bought goods on credit £630.

(d) The proprietor introduces another £1,200 cash into the business.
(e) J. Walker lends the business £2,500 in cash.

(f) A debtor pays us £50 in cash.

(9) We return goods costing £90 to a supplier whose bill we had
not paid.

(h) Bought an office computer paying £610 by cheque.

1.12A Complete the columns to show the effects of the following transactions:

Effect upon
Assets | Liabilities | Capital
(a) Bought a van on credit £8,700.

(b) Repaid by cash a loan owed to F. Duff £10,000.
() Bought goods for £1,400 paying by cheque.

(d) The owner puts a further £4,000 cash into the business.

(e) A debtor returns to us goods worth £150. We agree
to make an allowance for them.

(f) Bought goods on credit £760.
(g) The owner takes out £200 cash for his personal use.

(h) We pay a creditor £1,150 by cheque.
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1.13 A. Park has the following items in her statement of financial position on 30 April 2012:
Capital £31,700; Accounts payable £7,400; Fixtures £9,600; Car £12,300; Inventory £8,600; Accounts
receivable £4,100; Cash at bank £1,600; Cash in hand £2,900.

During the first week of May 2012

(a) She bought extra inventory for £1,100 on credit.
(b) One of the debtors paid her £450 by cheque.
(c) She bought a computer by cheque £610.

You are asked to draw up a statement of financial position as at 7 May 2012 after the above trans-
actions have been completed.

1.14A J. Hill has the following assets and liabilities on 30 November 2012: Accounts payable
£2,800; Equipment £6,200; Car £7,300; Inventory £8,100; Accounts receivable £4,050; Cash at bank
£9,100; Cash in hand £195.

You are not given the capital amount at that date.
During the first week of December 2012

(a) Hill bought extra equipment on credit for £110.

(b) Hill bought extra inventory by cheque £380.

(c) Hill paid creditors by cheque £1,150.

(d) Debtors paid Hill £640 by cheque and £90 by cash.

(e) Hill put an extra £1,500 into the business, £1,300 by cheque and £200 in cash.

You are to draw up a statement of financial position as at 7 December 2012 after the above trans-
actions have been completed.

M lll?b‘ﬂllllliﬂ lﬂhm Need more practice? Instant feedback?

.v y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



The double entry system for
assets, liabilities and capital

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® explain what is meant by ‘double entry’

® explain how the double entry system follows the rules of the accounting equation
® explain why each transaction is recorded into individual accounts

® describe the layout of a ‘T-account’

® explain what is meant by the terms debit and credit

® explain the phrase ‘debit the receiver and credit the giver’

® prepare a table showing how to record increases and decreases of assets,
liabilities and capital in the accounts

® enter a series of transactions into T-accounts

Introduction

eeccccccccce

In this chapter, you will learn how the double entry system is used to record finan-
cial transactions and how to use T-accounts, the traditional way to make such
entries under the double entry system.

Nature of a transaction

In Chapter 1, you saw how various events had changed two items in the statement of financial
position. Events which result in such changes are known as ‘transactions’. This means that if the
proprietor asks the price of some goods, but does not buy them, then there is no transaction. If
the proprietor later asks the price of some other goods, and then buys them, then there would be
a transaction, and two statement of financial position items would then have to be altered.

The double entry system

We have seen that every transaction affects two items. We need to show these effects when we
first record each transaction. That is, when we enter the data relating to the transaction in the
accounting books we need to ensure that the items that were affected by the transaction, and
only those items, are shown as having changed. This is the bookkeeping stage of accounting and
the process we use is called double entry. You will often hear it referred to as double entry
bookkeeping. Either term is correct.
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Why do you think it is called ‘double entry’?

If we want to show the double effect of every transaction when we are doing our bookkeep-
ing, we have to show the effect of each transaction on each of the two items it affects. For each
transaction this means that a bookkeeping entry will have to be made to show an increase or
decrease of one item, and another entry to show the increase or decrease of the other item. From
this description, you will probably see that the term ‘double entry bookkeeping’ is a good one, as
each entry is made twice (double entry).

At this point, you may be wondering why you can’t just draw up a new statement of financial
position after each transaction, and so provide all the information required.

Why can’t we just adjust the statement of financial position and forget about
making entries in any of the accounting books?

Instead of constantly drawing up statements of financial position after each transaction, what
we have instead is the ‘double entry’ system. The basis of this system is that the transactions
which occur are entered in a set of accounts within the accounting books. An account is a place
where all the information referring to a particular asset or liability, or to capital, is recorded.

Thus, there will be an account where all the information concerning office equipment will be
entered. Similarly, there will be an account for buildings, where all the information concerned
with buildings will be shown. This will be extended so that every asset, every liability and capital
will each have its own account for transactions involving that item.

@ The accounts for double entry

Each account should be shown on a separate page in the accounting books. The double entry
system divides each page into two halves. The left-hand side of each page is called the debit side,
while the right-hand side is called the credit side. The title of each account is written across the
top of the account at the centre.

This is the layout of a page of an accounts book:

Title of account written here

Left-hand side of the page
This is the ‘debit’ side.

Right-hand side of the page
This is the “credit’ side.

Do you see how the shape resembles a “T°? Not surprisingly, these are commonly referred to
as T-accounts:

Account title here — the top stroke of the T

/

This line separates the two sides and is the downstroke of the T

Many students find it very difficult to make correct entries in the accounts because they forget
that debit and credit have special accounting meanings. Don’t fall into that trap. You must not
confuse any other meanings you know for these two terms with the accounting ones.
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You describe the entries in the accounts by saying something like ‘debit account “x” with £z
and credit account “y” with £z’, inserting the names of the accounts and the actual amount in
place of x, y and z. So, for example, if you paid £10 by cheque for a kettle, you could say ‘debit
the kettle account with £10 and credit the bank account with £10°.

To actually make this entry, you enter £10 on the left-hand (i.e. debit) side of the kettle

account and on the right-hand (i.e. credit) side of the bank account.

Kettle account Bank account
£ £
10 10

You learnt in Chapter 1 that transactions increase or decrease assets, liabilities or capital. In
terms of the assets, liabilities and capital:

® to increase an asset we make a DEBIT entry

® to decrease an asset we make a CREDIT entry

® to increase a liability/capital account we make a CREDIT entry
® to decrease a liability/capital account we make a DEBIT entry.

Placing these in a table organised by type of item, the double entry rules for bookkeeping are:

Accounts To record | Entry in the account
Assets an increase Debit

a decrease Credit
Liabilities an increase Credit

a decrease Debit
Capital an increase Credit

a decrease Debit

Let’s look once again at the accounting equation:

Capital = Assets — Liabilities
To increase each item Credit Debit Credit
To decrease each item Debit Credit Debit

The double entry rules for liabilities and capital are the same, but they are the opposite of those
for assets. Looking at the accounts the rules will appear as:

Capital account Any asset account Any liability account
Decreases | Increases Increases | Decreases Decreases | Increases
- + + - - +

In a real business, at least one full page would be taken for each account in the accounting
books. However, as we have not enough space in this textbook to put each account on a separ-
ate page, we will list the accounts under each other.
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@ Worked examples

24

The entry of a few transactions can now be attempted.
1 The owner starts the business with £10,000 in cash on 1 August 2012.

The effects of this transaction are entered as follows:

Effect Action
1 Increases the asset of cash Debit the cash account
2 Increases the capital Credit the capital account
Cash
2012 f
Aug 1 10,000
Capital
2012 £
Aug 1 10,000

The date of the transaction has already been entered. (Never forget to enter the date of each
transaction.) Now there remains the description (often referred to as the ‘narrative’) which is to
be entered alongside the amount. This is completed by a cross-reference to the title of the other
account in which the double entry is completed. The double entry to the item in the cash account
is completed by an entry in the capital account. Therefore the word ‘Capital’ will appear as the
narrative in the cash account:

Cash

2012 £
Aug 1 Capital 10,000

Similarly, the double entry to the item in the capital account is completed by an entry in the cash
account, so the word ‘Cash’ will appear in the capital account:

Capital

2012 £
Aug 1 Cash 10,000

2 A van is bought for £4,500 cash on 2 August 2012.

Effect Action

1 Increases the asset of van Debit the van account
2 Decreases the asset of cash Credit the cash account

2012 £
Aug 2 Cash 4,500
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Cash
2012 f
Aug 2 Van 4,500
3 Fixtures (e.g. shelves) are bought on credit from Shop Fitters for £1,250 on 3 August 2008.
Effect Action
1 Increases the asset of fixtures Debit the fixtures account
2 Increases the liability to Shop Fitters Credit the Shop Fitters account
Fixtures
2012 f
Aug 3 Shop Fitters 1,250
Shop Fitters
2012 £
Aug 3 Fixtures 1,250

Note how the liability of accounts payable is split in the accounting books so that a separate

account is maintained for each account payable.

4 Paid the amount owing to Shop Fitters in cash on 17 August 2012.

Effect

Action

1 Decreases the liability to Shop Fitters
2 Decreases the asset of cash

Debit the Shop Fitters account
Credit the cash account

Shop Fitters
2012 £
Aug 17 Cash 1,250
Cash
2012 £
Aug 17 Shop Fitters 1,250
5 Transactions to date.
Combining all four of these transactions, the accounts now contain:
Cash
2012 f 2012 f
Aug 1 Capital 10,000 Aug 2 Van 4,500
17 Shop Fitters 1,250
Capital
2012 f
Aug 1 Cash 10,000
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Van

2012 f
Aug 2 Cash 4,500

Shop Fitters

2012 f 2012 f
Aug 17 Cash 1,250 Aug 3 Fixtures 1,250
Fixtures
2012 f
Aug 3 Shop Fitters 1,250

Note how you enter each transaction in an account in date order and how, once you open an
account (e.g. Shop Fitters), you continue to make entries in it rather than opening a new account
for every entry.

Before you read further, work through Review Questions 2.1 and 2.2A.

@ A further worked example

Have you noticed how each column of figures is headed by a ‘£’ sign? This is important. You
always need to indicate what the figures represent. In this case, it is pounds; in other cases you
will meet during this book, the figures may be thousands of pounds (represented by ‘£000’) or
they could be in a different currency altogether. Always include appropriate column headings.

Now you have actually made some entries in accounts, go carefully through the following
example. Make certain you can understand every entry and, if you have any problems, reread
the first four sections of this chapter until you are confident that you know and understand what
you are doing.

First, here is a table showing a series of transactions, their effects and the double entry action
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to take:
Transactions Effect Action
2012
May 1 Started a household f Increases asset of bank. Debit bank account.
machines business
putting £25,000 into a f Increases capital Credit capital account.
business bank account. of owner.
3 Bought equipment on f Increases asset of Debit equipment
credit from House equipment. account.
Supplies £12,000. f Increases liability to Credit House Supplies
House Supplies. account.
4 Withdrew £150 cash from f Increases asset of cash. Debit cash account.
the bank and placed it
in the cash box. ‘ Decreases asset of bank. Credit bank account.
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Supplies by cheque.

House Supplies.
Decreases asset of bank.

Transactions Effect Action
2012
May 7 Bought a van paying by 1 Increases asset of van. Debit van account.
cheque, £6,800.
‘ Decreases asset of bank. Credit bank account.
10 Sold some equipment that 1 Increases asset of money Debit J. Rose account.
was not needed at cost of owing from J. Rose.
£1,100 on credit to J. Rose. ‘ Decreases asset of Credit equipment
equipment. account.
21 Returned some of the ‘ Decreases liability to Debit House Supplies.
equipment costing £2,300 House Supplier.
to House Supplies. ; Decreases asset of Credit equipment
equipment. account.
28 J. Rose pays the amount 1 Increases asset of bank. Debit bank account.
owing, £1,100, by cheque.
‘ Decreases asset of money Credit J. Rose account.
owing by J. Rose.
30 Bought another van 1 Increases asset of vans. Debit van account.
paying by cheque £4,300.
‘ Decreases asset of bank. Credit bank account.
31 Paid £9,700 to House ‘ Decreases liability to Debit House Supplies.

Credit bank account.

You may find it worthwhile trying to enter all these transactions in T-accounts before reading any
further. You will need to know that, similarly to accounts payable, the asset of accounts receiv-
able is split in the accounting books so that a separate account is maintained for each debtor. You
will need accounts for Bank, Cash, Capital, Equipment, Vans, House Supplies and J. Rose.

In T-account form this is shown:

Bank
2012 f 2012 f
May 1 Capital 25,000 May 4 Cash 150
7 Van 6,800
28 J.Rose 1,100 30 Van 4,300
31 House Supplies 9,700
Cash
2012 f
May 4 Bank 150
Capital
2012 2012 f
May 1 Bank 25,000
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Equipment
2012 £ 2012 £
May 3 House Supplies 12,000 May 10 J.Rose 1,100
21 House Supplies 2,300
Vans
2012 f
May 7 Bank 6,800
30 Bank 4,300
House Supplies
2012 £ 2012 f
May 21 Equipment 2,300 May 3 Equipment 12,000
31 Bank 9,700
J. Rose
2012 £ 2012 £
May 10 Equipment 1,100 May 28 Bank 1,100

If you tried to do this before looking at the answer, be sure you understand any mistakes you
made before going on.

Abbreviation of ‘limited’

In this book, when we come across transactions with limited companies the letters ‘Ltd’ are
used as the abbreviation for ‘Limited Company’. So, if you see that the name of a business is
‘W. Jones Ltd’, it is a limited company. In our accounting books, transactions with W. Jones
Ltd will be entered in the same way as for any other customer or supplier. It will be seen
later that some limited companies use plc (which stands for ‘public limited company’) instead

of Ltd.

Value Added Tax (VAT)

You may have noticed that VAT has not been mentioned in the examples covered so far. This is
deliberate, so you are not confused as you learn the basic principles of accounting. In Chapter 19,
you will be introduced to VAT and shown how to make the entries relating to it.

The mystery of making double entries

Double entry bookkeeping appears very simple: for every debit entry there is an equal credit
entry. However, students often find that they cannot decide which account to debit and which
account to credit. If you have this problem, you are not alone - virtually everyone struggles with
this from time to time. However, if you learn the technique we describe in this section — the Rule
of Benefit — you will find that you can always correctly identify which accounts are to be debited
and which are to be credited.

A number of methods have been suggested in various books to help you make entries to the
correct account and some students find them sufficient. I was taught to debit increases in assets
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and expenses and to credit increases in income and liabilities, a useful rule, but one that is sadly
incomplete. Another rule often suggested is debit the receiver and credit the giver; again, a useful
but sadly incomplete principle to adopt.

To overcome these deficiencies, students are sometimes given lists of transactions and told to
learn the double entries for each example, so that they may then recall the appropriate example
and make the correct entries for new transactions of the same form as the example. In some
countries today, this case-based approach is a common element of accounting teaching and
learning. Yet, even this is flawed — who can remember everything they memorise?

A simpler and far more effective approach is to be found in the first ever book to contain a
detailed description of double entry bookkeeping, the bookkeeping treatise written by Fra’ Luca
Pacioli in 1494. In his book, he describes double entry from three perspectives: capital of the
owner; cash; and credit. All transactions involve at least one of these. Taking each in turn:

If the owner of a business uses his or her own resources to provide the business with something,
the capital account is credited and an account for the item provided is debited.

If the owner withdraws resources from the business, the capital account is debited and the
account for the item withdrawn is credited.

You always know how to record the entry in the capital account so the other account must
be treated in the opposite way — that is, if the capital account is credited, the other account is
debited; if the capital account is debited, the other account is credited.

This rule always works for any transaction involving the owner’s capital account.

If cash increases, you debit the cash account and credit the account of the item which gave rise to
the cash. For example, if you sell goods for £30 in cash, you debit the cash account with £30 and
credit the sales account with £30.

If cash decreases, you credit the cash account and debit the account of the item for which cash
was expended. For example, if you pay someone wages of £100, you credit the cash account
with £100 and debit the wages account with £100.

This rule always works for any cash transaction.

Credit

If a transaction increases the amount you are owed, you debit the account of the person who
owes you money and you credit the account of the item that you gave that person in exchange
for the promise to pay you later. For example, if you sell something on credit for £40 to Simon
Stevin, you debit Simon Stevin’s account with £40 and you credit the sales account with £40.
You do the opposite if a transaction decreases the amount you are owed.

If a transaction increases the amount you owe, you credit the account of the person to whom you
owe money and you debit the account of the item that you received from that person in exchange
for the promise you made to pay later. For example, if you buy goods for resale on credit for £80
from Domenico Manzoni, you credit Domenico Manzoni’s account with £80 and you debit the
purchases account with £80. You do the opposite if a transaction decreases the amount you owe.

This rule always works for any credit transaction.

The Rule of Benefit

There is an even simpler way of looking at all this: consider every transaction from the perspec-
tive of the benefit inherent in the transaction.
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Every asset is a benefit. Every expense represents payment for a benefit received by the busi-
ness — expenditure is made so as to obtain a benefit. Thus, if a business pays a telephone bill, it is
paying for the benefit it received (use of a phone), and so on. So,

1 if a business receives cash, the asset of cash has increased, which is a benefit to the business:
debit the cash account;

2 if a business pays cash for something, the asset of cash has decreased, which is a reduction in
benefit to the business: credit the cash account;

3 if a business receives a promise to pay from someone, that is a benefit to the business: debit
that person’s account;

4 if a business promises to pay someone for something, that promise represents a reduction in
benefit to the business: credit that person’s account;

5 if a business buys a van, the van is a new asset of the business and assets bring benefit to the
business: debit the van account;

6 if a business sells an asset, such as a van, that is a reduction in benefit to the business — it no
longer has the van: credit the van account;

7 if a business pays wages, the work they are for represents a benefit to the business: debit the
wages account;

8 if a business pays for electricity, the electricity it received is a benefit to the business: debit the
electricity account.

In each case, the other account involved will be treated in the opposite way. For example,
wages paid in (7) are debited to the wages account. If they were paid in cash, the other account
involved is the cash account. It should be credited.

This Rule of Benefit always works for every transaction:

Identify the accounts affected by a transaction. Debit the account for which there has been
an increase in benefit; credit the account for which there has been a reduction in benefit.

When you combine the Rule of Benefit with the rules mentioned above for capital, cash, and
credit, you will always make the correct debit and credit entries in the accounts.

Learning outcomes

eecccccccccccce

You should now have learnt:
1 That double entry follows the rules of the accounting equation.

2 That double entry maintains the principle that every debit has a corresponding
credit entry.

3 That double entries are made in accounts in the accounting books.

4 Why each transaction is entered into accounts rather than directly into the
statement of financial position.

5 How transactions cause increases and decreases in asset, liability and capital
accounts.

6 How to record transactions in T-accounts.

Answers to activities
2.1 Each transaction is entered twice. In an accounting transaction, something always ‘gives’ and some-

thing ‘receives’ and both aspects of the transaction must be recorded. In other words, there is a
double entry in the accounting books — each transaction is entered twice.

30



Chapter 2 ® The double entry system for assets, liabilities and capital

2.2 A statement of financial position is a financial report that summarises the financial position of an
organisation at a point in time. It does not present enough information about the organisation to
make it appropriate to enter each transaction directly on to the statement of financial position. It
does not, for instance, tell us who the debtors are or how much each one of them owes the organ-
isation, nor who the creditors are or the details of the amounts owing to each of them. We need to
maintain a record of each individual transaction so that (a) we know what occurred and (b) we can
check to see that it was correctly recorded.

Review questions

2.1 Complete the following table:
Account to | Account to
be debited | be credited

(@) Bought computer on credit from C. Ure Ltd.

(b) The proprietor paid a creditor, P. Took, from his

private funds.

(c) A debtor, J. Pike, paid us by cheque.

(d) Repaid part of loan from J. Syme in cash.

(e) Returned the computer to C. Ure Ltd.

(f) A debtor, F. Wilson, pays us by cheque.

(g) Bought car on credit from Wiley Motors.

2.2A Complete the following table:

Account to | Account to
be debited | be credited

(@) Bought lorry for cash.

(b) Paid creditor, T. Lake, by cheque.

(c) Repaid P. Logan’s loan by cash.

(d) Sold lorry for cash.

(e) Bought office machinery on credit from Ultra Ltd.

(f) A debtor, A. Hill, pays us by cash.

(g) A debtor, J. Cross, pays us by cheque.

(h) Proprietor puts a further amount into the business by cheque.
(i) A loan of £200 in cash is received from L. Lowe.

(j) Paid a creditor, D. Lord, by cash.

2.3 Write up the asset and liability and capital accounts to record the following transactions in

the records of J. Beach.

2013
July

Started business with £62,000 in the bank.

Bought office furniture by cheque £3,700.

Bought computers £1,710 on credit from VPC Ltd.

Bought a van paying by cheque £9,800.

Sold some of the office furniture — not suitable for the business — for £450 on credit to
D. Bush & Sons.

15 Paid the amount owing to VPC Ltd £1,710 by cheque.

23 Received the amount due from D. Bush & Sons £450 by cheque.

31 Bought machinery by cheque £310.

0 uUTWwN =
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2.4 You are required to open the asset and liability and capital accounts and record the follow-
ing transactions for June 2013 in the records of P. Bernard.

2013
June 1 Started business with £17,500 in cash.
2 Paid £9,400 of the opening cash into a bank account for the business.
5 Bought office furniture on credit from Dream Ltd for £2,100.
8 Bought a van paying by cheque £5,250.
12 Bought equipment from Pearce & Sons on credit £2,300.
18 Returned faulty office furniture costing £260 to Dream Ltd.
25 Sold some of the equipment for £200 cash.
26 Paid amount owing to Dream Ltd £1,840 by cheque.
28 Took £130 out of the bank and added to cash.
30 F.Brown lent us £4,000 - giving us the money by cheque.

2.5A Write up the asset, capital and liability accounts in the books of D. Gough to record the
following transactions:

2012
June 1 Started business with £16,000 in the bank.

2 Bought van paying by cheque £6,400.

5 Bought office fixtures £900 on credit from Old Ltd.

8 Bought van on credit from Carton Cars Ltd £7,100.
12 Took £180 out of the bank and put it into the cash till.
15 Bought office fixtures paying by cash £120.
19 Paid Carton Cars Ltd a cheque for £7,100.
21 Aloan of £500 cash is received from B. Berry.
25 Paid £400 of the cash in hand into the bank account.
30 Bought more office fixtures paying by cheque £480.

2.6A Write up the accounts to record the following transactions:

2010
March 1 Started business with £750 cash and £9,000 in the bank.
2 Received a loan of £2,000 from B. Blane by cheque.
3 Bought a computer for cash £600.
5 Bought display equipment on credit from Clearcount Ltd £420.
8 Took £200 out of the bank and put it in the cash till.
15 Repaid part of Blane’s loan by cheque £500.
17 Paid amount owing to Clearcount Ltd £420 by cheque.
24 Repaid part of Blane’s loan by cash £250.
31 Bought a printer on credit from F. Jones for £200.

M ‘cc'"”"’-" lﬂhm Need more practice? Instant feedback?

V g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Inventory

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

explain why it is inappropriate to use an inventory account to record increases
and decreases in inventory

describe the two causes of inventory increasing
describe the two causes of inventory decreasing

explain the difference between a purchase account and a returns inwards
account

explain the difference between a sales account and a returns outwards account

explain how to record increases and decreases of inventory in the appropriate
accounts

explain the meanings of the terms ‘purchases’ and ‘sales’ as used in accounting

explain the differences in recording purchases on credit as compared to
recording purchases that are paid for immediately in cash

explain the differences in recording sales on credit as compared to recording
sales that are paid for immediately in cash

Introduction

ecccccccccce

In

this chapter, you will learn how to record movements in inventory in the appro-

priate ledger accounts and how to record purchases and sales on credit, as opposed
to purchases and sales for cash.

e Inventory movements

In the examples in Section 1.10 of Chapter 1, inventory was sold at the same price at which it was
bought. This is, of course, extremely unusual. In fact, any new business doing this wouldn’t last
terribly long. Businesses need to make profits to survive, as many ‘dot.com’ Internet companies
discovered in 2000 when their bubble burst and all the losses they had been making took effect.

Normally, goods and services are sold above cost price, the difference being profit. As you
know, when goods and services are sold for less than their cost, the difference is a loss.
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Let's think about the double entry implications if all sales were at cost price.
Fill in the blanks in the following:

As we did in Chapter 1, it would be possible to have an inventory account with

goods purchased being to the inventory account (as purchases
represent __ in the asset, inventory) and goods sold being
to it (as sales represent __ in the asset, inventory).

The difference between the two sides of the inventory account would then represent the cost
of the goods unsold at that date. (We’ll ignore things like wastage, obsolescence and losses of
inventory for now.)

Because most sales are not priced at cost, the sales figures include elements of profit or loss.
Because of this, in most cases, the difference between the two sides of the inventory account
would not represent the cost of the inventory.

At face value, maintaining an inventory account on this basis would serve no useful purpose.
However, as pointed out by the distinguished scholar and accounting historian, G.N. Stoner, this
‘early perpetual inventory records’ system served a very useful purpose: it reveals the basic profit to
date on each item of inventory once all the units of the item have been sold — a very useful piece
of information for the managers of a business, which can be extended to be even more useful if
the number of units of inventory involved in each transaction is also noted in the account.

How does adding the units to the entry in the account result in more useful
information?

However, when preparing the financial statements of a business, we seek to identify the over-
all profit, not just the profit on one item. Consequently, rather than using the ‘early perpetual
inventory records’ system, many businesses use what is known as the ‘periodic inventory valu-
ation’ system. Under this approach, we subdivide the way inventory is reported into several
accounts, each one showing a movement of inventory. Firstly, we must distinguish between
transactions that cause inventory to increase and those that cause it to decrease. Let’s deal with
each of these in turn.

1 Increase in inventory. This can be due to one of two causes:

(a) The purchase of additional goods.

(b) The return in to the business of goods previously sold. The reasons for this are numerous.
The goods may have been the wrong type; they may, for example, have been surplus to
requirements or faulty.

To distinguish the two aspects of the increase of inventory, two accounts are opened:

(/) aPurchases Account — in which purchases of goods are entered; and

() a Returns Inwards Account — in which goods being returned into the business are entered.
(Another name for this account is the Sales Returns Account.)

So, for increases in inventory, we need to choose which of these two accounts to use to record
the debit side of the transaction.

2 Decrease in inventory. Ignoring things like wastage and theft, this can be due to one of two causes:

(a) The sale of goods.
(b) Goods previously bought by the business now being returned to the supplier.

Once again, in order to distinguish the two aspects of the decrease of inventory, two accounts
are opened:
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(#) aSales Account — in which sales of goods are entered; and

(i1) a Returns Outwards Account — in which goods being returned out to a supplier are
entered. (This is also known as the Purchases Returns Account.)

So, for decreases in inventory, we need to choose which of these two accounts to use to record

the credit side of the transaction.

As inventory is an asset, and these four accounts are all connected with this asset, the double
entry rules are those used for assets.

What are the double entry rules for assets?

Accounts Torecord | Entry in the account
Assets an increase
a decrease

We shall now look at some entries in the following sections.

@ Purchase of inventory on credit

On 1 August 2012, goods costing £165 are bought on credit from D. Henry. First, the twofold
effect of the transaction must be considered so that the bookkeeping entries can be worked out.

1 The asset of inventory is increased. An increase in an asset needs a debit entry in an account.
Here the account is one designed for this type of inventory movement. It is clearly a ‘purchase’
movement so that the account to use must be the purchases account.

2 There is an increase in a liability. This is the liability of the business to D. Henry because the
goods bought have not yet been paid for. An increase in a liability needs a credit entry. In this
case, it would be a credit entry to D. Henry’s account.

These two entries appear in the accounts as:

Purchases
2012 f
Aug 1 D.Henry 165
D. Henry
2012 f
Aug 1 Purchases 165

Note that these entries look identical to those you would make if you were using an inventory
account rather than a purchases account. (The word ‘inventory’ would replace ‘purchases’ if an
inventory account were being used.)

e Purchases of inventory for cash

On 2 August 2012, goods costing £310 are bought, cash being paid for them immediately at the
time of purchase.
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1 As before, it is the asset of inventory that is increased, so a debit entry will be needed.
The movement of inventory is that of a ‘purchase’, so the purchases account needs to be
debited.

2 The asset of cash is decreased. To reduce an asset a credit entry is called for, and the asset is
cash, so we need to credit the cash account.

Purchases
2012 f
Aug 2 Cash 310
Cash
2012 £
Aug 2 Purchases 310

Sales of inventory on credit

On 3 August 2012, goods were sold on credit for £375 to J. Lee.

1 An asset account is increased. The increase in the asset of trade receivables requires a debit
and the debtor is J. Lee, so that the account concerned is that of J. Lee.

2 The asset of inventory is decreased. For this a credit entry to reduce an asset is needed. The
movement of inventory is clearly the result of a ‘sale’ and so it is the sales account that needs
to be credited.

J. Lee

2012 £
Aug 3 Sales 375

Sales

2012 £
Aug 3 J. Lee 375

Sales of inventory for cash

On 4 August 2012, goods are sold for £55, cash being received immediately at the time of sale.

1 The asset of cash is increased, so the cash account must be debited.
2 The asset of inventory is reduced. The reduction of an asset requires a credit and the movement
of inventory is represented by ‘sales’. Thus the entry needed is a credit in the sales account.

Cash

2012 f
Aug 4 Sales 55

Sales

2012 f
Aug 4 Cash 55

So far, so good. Apart from replacing the inventory account with the purchases account for
inventory increases and the sales account for inventory decreases, you’ve done nothing different
in your entries to the accounts compared with what you learnt in Chapters 1 and 2.
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Go back to Chapters 1 and 2, and refresh your understanding of account entries.

Now let’s look at the other inventory-related transactions that cause inventory to increase and
decrease — returns inwards (sales that are being returned) and returns outwards (purchases that
are being returned to the supplier).

Returns inwards

On 5 August 2012, goods which had been previously sold to F. Lowe for £29 are now returned
to the business. This could be for various reasons such as:

® we sent goods of the wrong size, the wrong colour or the wrong model;
® the goods may have been damaged in transit;
® the goods are of poor quality.

1 The asset of inventory is increased by the goods returned. Thus, a debit representing an
increase of an asset is needed. This time, the movement of inventory is that of ‘returns
inwards’. The entry required is a debit in the Returns Inwards Account.

2 There is a decrease in an asset. The debt of F. Lowe to the business is now reduced. A credit is
needed in F. Lowe’s account to record this.

Returns inwards

2012 £
Aug 5 F. Lowe 29
F. Lowe
2012 f
Aug 5 Returnsinwards 29

(Remember, another name for the Returns Inwards account is the ‘Sales Returns account’.)

Returns outwards

On 6 August 2012, goods previously bought for £96 are returned by the business to K. Howe.

1 The liability of the business to K. Howe is decreased by the value of the goods returned. The
decrease in a liability needs a debit, this time in K. Howe’s account.

2 The asset of inventory is decreased by the goods sent out. Thus, a credit representing a reduc-
tion in an asset is needed. The movement of inventory is that of ‘returns outwards’ so the
entry will be a credit in the Returns Outwards Account.

K. Howe

2012 £
Aug 6 Returns outwards 96

Returns outwards

2012 £
Aug 6 K.Howe 96

(Remember, another name for the Returns Outwards account is the ‘Purchases Returns account’.)
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You’re probably thinking this is all very straightforward. Well, let’s see how much you have
learnt by looking at two review questions.

Before you read further, work through Review Questions 3.1 and 3.2.

1 Bought goods on credit £220 from D. Small.
2 Bought goods on credit £410 from A. Lyon & Son.
5 Sold goods on credit to D. Hughes for £60.
6 Sold goods on credit to M. Spencer for £45.
10 Returned goods £15 to D. Small.
11 Goods sold for cash £210.
12 Goods bought for cash £150.
19 M. Spencer returned £16 goods to us.
21 Goods sold for cash £175.
22 Paid cash to D. Small £205.
30 D. Hughes paid the amount owing by him £60 in cash.
31 Bought goods on credit £214 from A. Lyon & Son.

You may find it worthwhile trying to enter all these transactions in T-accounts before reading
any further. You will need the following accounts: Purchases, Sales, Returns Outwards, Returns
Inwards, D. Small, A. Lyon & Son, D. Hughes, M. Spencer and Cash.

Purchases
2013 £
May 1 D.Small 220
2 A.Lyon &Son 410
12 Cash 150
31 A.Lyon & Son 214
Sales
2013 f
May 5 D.Hughes 60
6 M. Spencer 45
11 Cash 210
21 Cash 175
Returns outwards
2013
May 10 D.Small 15
Returns inwards
2013 £
May 19 M. Spencer 16
D. Small
2013 £ 2013 f
May 10 Returns outwards 15 May 1 Purchases 220
22 Cash 205
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A. Lyon & Son
2013 f
May 2 Purchases 410
31 Purchases 214
D. Hughes
2013 f 2013 £
May 5 Sales 60 May 30 Cash 60
M. Spencer
2013 f 2013
May 6 Sales 45 May 19 Returnsinwards 16
Cash
2013 f 2013 f
May 11 Sales 210 May 12 Purchases 150
21 Sales 175 22 D.Small 205
30 D. Hughes 60

If you tried to do this before looking at the answer, be sure you understand any mistakes you
made before going on.

Special meaning of ‘sales’ and ‘purchases’

You need to remember that ‘sales’ and ‘purchases’ have a special meaning in accounting when
compared to ordinary language usage.

Purchases in accounting means the purchase of those goods which the business buys with the
sole intention of selling. Obviously, sometimes the goods are altered, added to, or used in the
manufacture of something else, but it is the element of resale that is important. To a business
that deals in computers, for instance, computers constitute purchases.

If something else is bought which the business does not intend to sell, such as a van, such an
item cannot be called ‘purchases’, even though in ordinary language you would say that a van
has been purchased. The van was bought to be used and not for resale.

Similarly, sales means the sale of those goods in which the business normally deals and which
were bought with the sole intention of resale. The word ‘sales’ must never be given to the dis-
posal of other items, such as vans or buildings that were purchased to be used and #ot to be sold.

If we did not keep to these meanings, we would find it very difficult to identify which of the
items in the purchases and sales accounts were inventory and which were assets that had been
bought to be used.

Let’s now look at another of the small complications accountants need to deal with — the differ-
ences between the treatment of cash transactions and credit transactions.

Comparison of cash transactions and credit transactions for
purchases and sales

As you saw in the last example, when goods are purchased for cash, the entries are:

® Debit the purchases account.
® Credit the cash account.
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On the other hand, the complete set of entries for the purchase of goods on credit can be
broken down into two stages: first, the purchase of the goods, and second, the payment for them.

The first part is:

® Debit the purchases account.
® Credit the supplier’s account.

The second part is:

® Debit the supplier’s account.
® Credit the cash account.

What is the difference between the treatment of cash purchases and credit
purchases?

A study of cash sales and credit sales reveals a similar difference in treatment:

Cash sales Credit sales

Complete entry:
Debit cash account
Credit sales account

First part:
Debit customer’s account
Credit sales account

Second part:
Debit cash account
Credit customer’s account

Learning outcomes

eecccccccccccce

You should now have learnt:

1 That it is not appropriate to use an inventory account to record increases and
decreases in inventory because inventory is normally sold at a price greater
than its cost.

2 That inventory increases either because some inventory has been purchased or
because inventory that was sold has been returned by the buyer.

3 That inventory decreases either because some inventory has been sold or
because inventory previously purchased has been returned to the supplier.

4 That a purchase account is used to record purchases of inventory (as debit
entries in the account) and that a returns inwards account is used to record
inventory returned by customers (as debit entries in the account).

5 That a sales account is used to record sales of inventory (as credit entries in the
account) and that a returns outwards account is used to record inventory
returned to suppliers (as credit entries in the account).

6 How to record increases and decreases of inventory in the appropriate accounts.
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7 Thatin accounting, the term ‘purchases’ refers to purchases of inventory.
Acquisitions of any other assets, such as vans, equipment and buildings, are
never described as purchases.

8 That in accounting, the term ‘sales’ refers to sales of inventory. Disposals of any
other assets, such as vans, equipment and buildings, are never described as
sales.

9 That purchases for cash are never entered in the supplier’s account.

10 That purchases on credit are always entered in the supplier’s (creditor’s)

account.

11 That sales for cash are never entered in the customer’s account.
12 That sales on credit are always entered in the customer’s (debtor’s) account.

Answers to activities

3.1

3.2

3.3

3.4

As we did in Chapter 1, it would be possible to have an inventory account with goods purchased
being DEBITED to the inventory account (as purchases represent AN INCREASE in the asset, inven-
tory) and goods sold being CREDITED to it (as sales represent A DECREASE in the asset, inventory).

If the inventory account shows a debit of £100 and two credit entries totalling £120, the basic profit
so far on the goods is £20. If there are no units left, the figure of £20 represents the basic profit
earned from that good - a 20 per cent profit.

Assume that the debit entry includes a note that 5 units were purchased, and the credit entries
include notes indicating that 1 unit was sold for £40 and then 2 units were sold for £80. Overall
basic profit would still be £20 but there are still 2 units in inventory.

Managers know a profit has already been made on the item. They may decide to sell off the
remaining units at a lower price, or to increase the selling price, or to do nothing to the selling
price. The point is that they have the information in the inventory account with which to make such
a decision.

An extra column could be added to each side of the account in order to do this, and this was
often done during the 300 or so years when this method of recording inventory was widely used. It
is no longer used in financial accounting.

Accounts To record | Entry in the account
Assets an increase Debit
a decrease Credit

With cash purchases, no entry is made in the supplier’s account. This is because cash passes immedi-
ately and therefore there is no need to keep a check of how much money is owing to that supplier.
On the other hand, with credit purchases, the records should show to whom money is owed until
payment is made and so an entry is always made in the supplier’s (creditor’s) account.
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Review questions
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3.1 Complete the following table:

Account to | Account to
be debited | be credited

(1) Goods sold for cash.

(2) Vans bought on credit from H. Thomas.

(3) Machinery sold for cash.

(4) Goods sold on credit to B. Perkins.

(5) Goods purchased by us returned to supplier, H. Hardy.

(6) Goods bought on credit from J. Reid.

(7) Goods sold, a cheque being received immediately.

(8) Goods we returned to H. Forbes.

(9) Goods sold returned to us by customer, J. Nelson.

(70) Goods bought on credit from D. Simpson.

3.2A Complete the following table:
Account to | Account to
be debited | be credited

(@) Goods bought on credit from T. Morgan.

(b) Goods returned to us by J. Thomas.

() Machinery returned to L. Jones Ltd.

(d) Goods bought for cash.

(e) Van bought on credit from D. Davies Ltd.

(f) Goods returned by us to I. Prince.

(g9) D. Picton paid us his account by cheque.

(h) Goods bought by cheque.

()

We paid creditor, B. Henry, by cheque.

)

Goods sold on credit to J. Mullings.

3.3 You are to write up the following in the books:

2012
July

1

10
14
18
21
24
25
31

Started in business with £1,600 cash.

Bought goods for cash £220.

Bought goods on credit £600 from F. Herd.
Sold goods for cash £86.

Returned goods to F. Herd £730.

Bought goods on credit £120 from D. Exodus.
Returned goods to D. Exodus £52.

Sold goods to B. Squire £146 on credit.

Paid F. Herd’s account by cash £480.

B. Squire paid us his account in cash £146.
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3.4A Enter the following transactions in the appropriate accounts:

2012
Aug

3.5

2013
July

1
2
4
5
7
10
12
19
22
24

29
31

Started in business with £7,400 cash.

Paid £7,000 of the opening cash into the bank.
Bought goods on credit £410 from J. Watson.
Bought a van by cheque £4,920.

Bought goods for cash £362.

Sold goods on credit £218 to L. Less.

Returned goods to J. Watson £42.

Sold goods for cash £54.

Bought fixtures on credit from Firelighters Ltd £820.
F. Holmes lent us £1,500 paying us the money by cheque.
We paid J. Watson his account by cheque £368.

We paid Firelighters Ltd by cheque £820.

Enter the following transactions in the accounts of L. Linda:

0o h WN =

10
11
12
14
15
17
18
19
20
24
25
26
27
28
29
31

Started in business with £20,000 in the bank.

D. Rupert lent us £5,000 in cash.

Bought goods on credit from B. Brown £1,530 and I. Jess £4,162.
Sold goods for cash £1,910.

Took £200 of the cash and paid it into the bank.

Sold goods on credit to H. Rise £1,530.

Sold goods on credit to P. Taylor £341.

Bought goods on credit from B. Brown £560.

H. Rise returned goods to us £65.

Sold goods on credit to G. Pate £535 and R. Sim £262.

We returned goods to B. Brown £94.

Bought van on credit from Aberdeen Cars Ltd £9,100.

Bought office furniture on credit from J. Winter Ltd £1,800.

We returned goods to I. Jess £130.

Bought goods for cash £770.

Goods sold for cash £110.

Paid money owing to B. Brown by cheque £1,924.

Goods returned to us by G. Pate £34.

Returned some of office furniture costing £180 to J. Winter Ltd.
L. Linda put a further £2,500 into the business in the form of cash.
Paid Aberdeen Cars Ltd £9,100 by cheque.

Bought office furniture for cash £365.

Inventory
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3.6A Enter the following transactions in the accounts:

2012
May 1 Started in business with £18,000 in the bank.
2 Bought goods on credit from B. Hind £1,455.
3 Bought goods on credit from G. Smart £472.
5 Sold goods for cash £210.
6 We returned goods to B. Hind £82.
8 Bought goods on credit from G. Smart £370.
10 Sold goods on credit to P. Syme £483.
12 Sold goods for cash £305.
18 Took £250 of the cash and paid it into the bank.
21 Bought a printer by cheque £620.
22 Sold goods on credit to H. Buchan £394.
23 P. Syme returned goods to us £160.
25 H. Buchan returned goods to us £18.
28 We returned goods to G. Smart £47.
29 We paid Hind by cheque £1,373.
31 Bought machinery on credit from A. Cobb £419.

M ‘000”’"’-" lﬂ’l Need more practice? Instant feedback?

.v y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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The effect of profit or loss on
capital and the double entry
system for expenses and
revenues

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® calculate profit by comparing revenue with expenses

® explain how the accounting equation is used to show the effects of changes in
assets and liabilities upon capital after goods or services have been traded

® explain why separate accounts are used for each type of expense and revenue
® explain why an expense is entered as a debit in the appropriate expense account

® explain why an item of revenue is entered as a credit in the appropriate revenue
account

® enter a series of expense and revenue transactions into the appropriate
T-accounts

® explain how the use of business cash and business goods for the owner’s own
purposes are dealt with in the accounting records

Introduction

eeccccccccce

In this chapter, you will learn how to calculate profits and losses and how to enter
expense and revenue transactions into the ledger. You will also learn about drawings
(i.e. amounts withdrawn from the business by the owner), and how to record them.

° The nature of profit or loss

To an accountant, profit means the amount by which revenue is greater than expenses for a
set of transactions. The term revenue means the sales value of goods and services that have been
supplied to customers. The term expenses means the cost value of all the assets that have been
used up to obtain those revenues.

If, therefore, we supplied goods and services valued for sale at £100,000 to customers, and
the expenses incurred by us in order to supply those goods and services amounted to £70,000
the result would be a profit of £30,000:
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f
Revenue: goods and services supplied to our customers for the sum of 100,000
Less Expenses: value of all the assets used up to enable us to supply these goods
and services (70,000)
Profit is therefore: 30,000

On the other hand, it is possible for our expenses to exceed our revenues for a set of trans-
actions. In this case the result is a loss. For example, a loss would be incurred given the following:

f
Revenue: what we have charged to our customers in respect of all the goods
and services supplied to them 60,000
Less Expenses: value of all the assets used up to supply these goods and services
to our customers (80,000)
Loss is therefore: (20,000)

In each of these two examples, a different explanation was given for the terms
‘revenue’ and ‘expenses’. What is the difference between the two explanations
given for ‘revenue’? What is the difference between the two explanations given
for ‘expenses’?

The effect of profit and loss on capital

Businesses exist to make a profit and so increase their capital. Let’s look at the relationship
between profit and capital in an example.
On 1 January the assets and liabilities of a business are:

Assets: Fixtures £10,000; Inventory £7,000; Cash at the bank £3,000.
Liabilities: Accounts payable £2,000.

The capital is found from the accounting equation:

Capital = Assets — Liabilities

In this case, capital is £10,000 + £7,000 + £3,000 — £2,000 = £18,000.
During January, the whole of the £7,000 inventory is sold for £11,000 cash. On 31 January
the assets and liabilities have become:

Assets: Fixtures £10,000; Inventory nil; Cash at the bank £14,000.
Liabilities: Accounts payable £2,000.

The capital is now £22,000:
Assets (£10,000 + £14,000) — Liabilities £2,000

So capital has increased by £4,000 from £18,000 to £22,000. It has increased by £4,000 because
the £7,000 inventory was sold at a profit of £4,000 for £11,000. Profit, therefore, increases
capital:

Old capital + Profit = New capital

£18,000 + £4,000 = £22,000
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A loss, on the other hand, would reduce the capital:

| Old capital — Loss = New capital

Profit or loss and sales

Profit will be made when goods or services are sold for more than they cost, while the opposite
will result in a loss.

(You will learn later that there are different types of profit, some of which you may have heard
of, such as ‘gross profit’ and ‘net profit’. For now, we’'re not going to complicate things by going
into that level of detail so, whatever you may already know about these different types of profit,
try to focus for the time being on the simple definition of profit presented here.)

Profit or loss and expenses

Once profits or losses have been calculated, you can update the capital account. How often this
will be done will depend on the business. Some only attempt to calculate their profits and losses
once a year. Others do it at much more frequent intervals. Generally speaking, the larger the
business, the more frequently profits are calculated.

In order to calculate profits and losses, revenue and expenses must be entered into appropriate
accounts. All the expenses could be charged to one Expenses Account, but you would be able to
understand the calculations of profit better if full details of each type of expense were shown in
those profit calculations. The same applies to each type of revenue.

For this reason, a separate account is opened for each type of expense and for each type of
revenue. For example, accounts in use may include:

Commissions account Subscriptions account Rent account
Bank interest account Motor expenses account Postages account
Royalties receivable account Telephone account Stationery account
Rent receivable account General expenses account Wages account
Overdraft interest account Audit fees account Insurance account

It is purely a matter of choice in a business as to the title of each expense or revenue account.
For example, an account for postage stamps could be called ‘Postage stamps account’, ‘Postages
account’, ‘Communication expenses account’, and so on. Also, different businesses amalgamate
expenses, some having a ‘Rent and telephone account’, others a ‘Rent, telephone and insurance
account’, etc. Infrequent or small items of expense are usually put into a ‘Sundry expenses
account’ or a ‘General expenses account’.

Most organisations use names for their accounts that make it obvious which accounts are for
revenue and which accounts are for expenses. However, some don’t. When in doubt as to
whether an account is for revenue or expenses, you have two obvious indicators to consult. The
first is on which side the entries are mainly appearing in the account. If it is the debit side, the
account is almost certainly an expense account. The other indicator is the nature of the business.
For example, a commission account in the accounting books of a firm of stockbrokers is almost
certainly a revenue account.

Identify which of the accounts listed in the table above are expense accounts and
which ones are revenue accounts.
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@ Debit or credit
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You need to know whether expense accounts should be debited or credited with the amounts
involved. You know that assets involve expenditure by the business and are shown as debit
entries. Expenses also involve expenditure by the business and should, therefore, also be debit
entries. Why? Because assets and expenses must ultimately be paid for. This payment involves a
credit to the bank account (or to the cash account) so the original entry in the asset account or in
the expense account must be a debit.

Even where an expense is incurred on credit, the creditor must eventually be paid. The first entry
will be to credit the supplier’s (i.e. creditor’s) account and debit the expense account. When pay-
ment is made to the supplier, the bank account is credited and the supplier’s account is debited.

For example, if you pay rent of £500 in cash, the asset cash is decreased by £500. The
accounting equation tells you that this means that the capital is reduced by each expense — if
assets decrease, so does capital; if liabilities increase, capital decreases (otherwise the accounting
equation won’t balance). Expense accounts contain debit entries for expenses. The second part
of the entry will either be a credit against an asset account, such as cash, or it will be a credit
against a liability account, such as creditors.

Some students find this explanation involving the capital account very difficult to
understand, so try this example to ensure you have followed it. Write down the
accounting equation and see if you can work out what happens to it if (a) a
business spends £30 in cash hiring a van for a day and (b) if a business hires a van
for a day at a cost of £30 and is given 1 month to pay the bill. Assume in each
case that the business has assets of £200, liabilities of £80 and capital of £120
before the transaction. What happens to capital in each case?

Revenue is the opposite of expenses and, therefore, is treated in the opposite way — revenue
entries appear on the credit side of the revenue accounts. You’ve already seen this when you’ve
entered sales figures as credits into the sales account. Thus, revenue is collected together in
appropriately named accounts, where it is shown as a credit until it is transferred to the profit
calculations at the end of the period.

Consider too the use of funds to pay for expenses which are used up in the short term, or
assets which are used up in the long term, both for the purpose of getting revenue. Both of these
forms of transactions are entered on the debit side of the appropriate accounts (expense accounts
or asset accounts respectively), while the revenue which they generate is shown on the credit side
of the appropriate revenue accounts.

So, to summarise, profit belongs to the owners. Revenues increase profits, so they increase
capital, and that makes them credits. Expenses decrease profits, so they reduce capital, and that
makes them debits. The treatment of expenses is the same as the treatment of assets. Increases in
expenses result in debit entries to the appropriate expense accounts, while decreases (such as
refunds for overpayment of an electricity bill) result in credit entries to those same accounts.
Revenue is treated the same as liabilities. Increases in revenue are credited to the appropriate
revenue accounts, while decreases are debited to the same accounts.

In other words:

Debit Credit
Expenses Revenues
Losses Profits
Assets Liabilities

Capital
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@ Double entries for expenses and revenues

Let’s look at some examples that demonstrate the double entry required:

1 Rent of £200 is paid in cash.

Here the twofold effect is:

(a) The total of the expenses of rent is increased. As expense entries are shown as debits, and
the expense is rent, the action required is to debit the rent account with £200.

(b) The asset of cash is decreased. This means the cash account must be credited with £200 to
show the decrease of the asset.

Summary: Debit the rent account with £200.
Credit the cash account with £200.

Motor expenses of £355 are paid by cheque.
The twofold effect is:

(a) The total of the motor expenses paid is increased. The amount in expense accounts is
increased through debit entries, so the action required is to debit the motor expenses
account with £355.

(b) The asset of funds in the bank is decreased. This means the bank account must be credited
with £355 to show the decrease of the asset.

Debit the motor expenses account with £355.
Credit the bank account with £355.

Summary:

£60 cash is received for commission earned by the business.

(a) The asset of cash is increased. This needs a debit entry of £60 in the cash account to
increase the asset.

(b) The revenue account, commissions received, is increased. Revenue is shown by a credit entry,
50, to increase the revenue account, the commissions received account is credited with £60.

Summary: Debit the cash account with £60.
Credit the commissions received account with £60.

Now look at some more transactions and their effect upon the accounts in the following table:

Increase Action Decrease Action
June 1 Paid for postage Expense of Debit Asset of cash | Credit cash
stamps by cash postage postage account
£50 account
2 Paid for electricity Expense of Debit Asset of Credit bank
by cheque electricity electricity bank account
£229 account
3 Received rent in cash Asset of cash | Debit cash — —
£138 account
Revenue of Credit rent
rent received
account
4 Paid insurance Expense of Debit Asset of Credit bank
by cheque insurance insurance bank account
£142 account
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Entering these four examples into the appropriate accounts results in:

Cash
£ £
June 3 Rent received 138 June 1 Postage 50
Bank
£
June 2 Electricity 229
4 Insurance 142
Electricity
£
June 2 Bank 229
Insurance
£
June 4 Bank 142
Postage
£
June 1 Cash 50
Rent received
£
June 3 Cash 138

Drawings

Sometimes the owners will want to take cash out of the business for their private use. This is
known as drawings. Any money taken out as drawings will reduce capital. Drawings are never
expenses of a business. An increase in drawings is a debit entry in the drawings account, with the
credit being against an asset account, such as cash or bank.

In theory, the debit entry should be made in the capital account (as drawings decrease capital).
However, to prevent the capital account becoming full of lots of small transactions, drawings
are not entered in the capital account. Instead, a drawings account is opened, and the debits are
entered there.

The following example illustrates the entries for drawings:

On 25 August, the owner takes £50 cash out of the business for his own use.

Effect Action
1 Capital is decreased by £50 Debit the drawings account £50
2 Cash is decreased by £50 Credit the cash account £50
Drawings
f
Aug 25 Cash 50
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Cash

£
Aug 25 Drawings 50

Sometimes goods are taken for private use. This form of withdrawal by the owner is also known
as drawings. In Section 3.2, you learnt that when goods are purchased, the purchases account is
debited. As a result, when goods are withdrawn it is the purchases account which should be
credited.

The following example illustrates the entries for this form of drawings.

On 28 August, the owner takes £400 of goods out of the business for his own use.

Effect Action

1 Capital is decreased by £400 Debit the drawings account £400
2 Inventory is decreased by £400 Credit the purchases account £400

Drawings
£
Aug 28 Purchases 400
Purchases
£
Aug 28 Drawings 400

Learning outcomes

eecccccccccccce

You should now have learnt:

1
2

N oM O N W

o

10
1

How to calculate profit by comparing revenue with expenses.

That the accounting equation is central to any explanation of the effect of
trading upon capital.

Why every different type of expense is shown in a separate expense account.
Why every different type of revenue is shown in a separate revenue account.
Why an expense is shown as a debit entry in the appropriate expense account.
Why revenue is shown as a credit entry in the appropriate revenue account.

How to enter a series of expense and revenue transactions into the appropriate
T-accounts.

What is meant by the term ‘drawings’.

That drawings are always a reduction in capital and never an expense of a
business.

How to record drawings of cash in the accounting books.

How to record drawings of goods in the accounting books.
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Answers to activities

4.1 There is no difference between either the two meanings given for revenue or the two meanings
given for expenses. In each case, you are being given a slightly different wording so as to help you
understand what the two terms mean.

4.2 Expense accounts Revenue accounts
Rent account Subscriptions account
Postages account Rent receivable account
Commissions account Royalties receivable account
Stationery account
Wages account
Insurance account
Bank interest account
Motor expenses account
Telephone account
General expenses account
Overdraft interest account
Audit fees account
Note that the answer has assumed that unless words like ‘received’ or ‘receivable’ follow the name
of an account, the account is an expense. For example, the Commission Account and the Bank
Interest Account could easily be for revenue rather than expenses. However, accounting practice is
that as most accounts are for expenses, where there may be some confusion as to whether an
account is for revenue or expenses, the name of the revenue account should make it clear that it
is for revenue, not expenses. You can see an example in this question if you compare the names
of the two rent accounts. Accounts like Subscriptions tend to appear mainly in the accounting
books of clubs and societies and so there is no need in that case to indicate in the name that it is a
revenue account. You can tell whether subscriptions are revenue or expenditure items from the
type of organisation whose accounting books you are looking at. The same would apply, but even
more so, to Audit Fees which are only ever revenue accounts in the accounting books of a firm of
accountants. In all other cases, they are expense accounts.

4.3 The accounting equation is Capital = Assets — Liabilities. In this example, it starts as £120 = £200 —

£80. Each transaction is entered twice. In both cases, the debit entry is £30 to a van hire expense
account. The credit in (a) is to the cash account. In (b) it is to the car hire company’s account
(the creditor’s account). In order for the accounting equation to balance, in (a) an asset (i.e. cash)
has been reduced by £30 so capital must be reduced by the same amount, £30. In the case of (b)
liabilities (i.e. the van hire company’s account) have increased by £30 and so capital must also be
reduced by that amount, £30. In the case of (a) the accounting equation becomes £90 = £170 — £80.
In (b) it becomes £90 = £200 — £110. The effect on capital in both cases is that it decreases by the
amount of the expense.

Review questions

52

4.1 Enter the following transactions, completing the double entry in the books for the month of
May 2013:

2013

May Started in business with £18,000 in the bank and £2,000 in cash.

1
2 Purchased goods £580 on credit from D. Monty.

3 Bought fixtures and fittings £2,300 paying by cheque.
5 Sold goods for cash £280.

6 Bought goods on credit £650 from C. George.

10 Paid rent by cash £400.

12 Bought stationery £90, paying in cash.

18 Goods returned to D. Monty £82.

21 Received rent of £240 by cheque for sublet of corner space.
23 Sold goods on credit to G. Field for £1,600.
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24 Bought a van paying by cheque £8,200.
30 Paid the month’s wages by cash £610.
31 The proprietor took cash for his own personal use £510.

4.2 Write up the following transactions in the books of P. Hewitt:

2013
March 1 Started in business with cash £16,000.
2 Bought goods on credit from W. Young £420.
3 Paid rent by cash £870.
4 Paid £12,500 of the cash of the business into a bank account.
5 Sold goods on credit to D. Unbar £192.
7 Bought stationery £85 paying by cheque.
11 Cash sales £312.
14 Goods returned by us to W. Young £54.
17 Sold goods on credit to J. Harper £212.
20 Paid for repairs to the building by cash £78.
22 D. Unbar returned goods to us £31.
27 Paid W. Young by cheque £366.
28 Cash purchases £470.
29 Bought a van paying by cheque £3,850.
30 Paid motor expenses in cash £216.
31 Bought a computer £730 on credit from B. Coal.

4.3A Prepare the double entries (not the T-accounts) for the following transactions using the format:

Date Dr
Account name £x
Account name

July Started in business with £5,000 in the bank and £1,000 cash.

1
2 Bought stationery by cheque £75.
3 Bought goods on credit from T. Smart £2,100.
4 Sold goods for cash £340.
5 Paid insurance by cash £290.
7 Bought a computer on credit from J. Hott £700.
8 Paid expenses by cheque £32.
10 Sold goods on credit to C. Biggins £630.
11 Returned goods to T. Smart £550.
14 Paid wages by cash £210.
17 Paid rent by cheque £225.
20 Received cheque £400 from C. Biggins.
21 Paid J. Hott by cheque £700.
23 Bought stationery on credit from News Ltd £125.
25 Sold goods on credit to F. Tank £645.
31 Paid News Ltd by cheque £125.

4.LA Write up the following transactions in the T-accounts of F. Fernandes:

Feb Started in business with £11,000 in the bank and £1,600 cash.

Bought goods on credit: J. Biggs £830; D. Martin £610; P. Lot £590.
Bought goods for cash £370.

Paid rent in cash £75.

Bought stationery paying by cheque £62.

Sold goods on credit: D. Twigg £370; B. Hogan £290; K. Fletcher £410.
Paid wages in cash £160.

We returned goods to D. Martin £195.

oONOoOOUTh, WN —
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11 Paid rent in cash £75.

13 B. Hogan returns goods to us £35.

15 Sold goods on credit to: T. Lee £205; F. Sharp £280; G. Rae £426.
16 Paid business rates by cheque £970.

18 Paid insurance in cash £280.

19 Paid rent by cheque £75.

20 Bought van on credit from B. Black £6,100.

21 Paid motor expenses in cash £24.

23 Paid wages in cash £170.

24 Received part of amount owing from K. Fletcher by cheque £250.
28 Received refund of business rates £45 by cheque.

28 Paid by cheque: J. Biggs £830; D. Martin £415; B. Black £6,100.

4.5 From the following statements which give the cumulative effects of individual transactions,
you are required to state as fully as possible what transaction has taken place in each case. That is,
write descriptions similar to those given in questions 4.1-4.4. There is no need to copy out the
table. The first column of data gives the opening position. Each of the other columns represents a
transaction. It is these transactions (A-I) that you are to describe.

Transaction: A B C D E F G H /
Assets £000 £f000 £f000 £f000 £f000 £f000 £f000 £f000 £000 £000
Land and buildings 450 450 450 450 5%/5 575 275 275 275 275
Motor vehicles 95 100 100 100 100 100 100 100 100 100
Office equipment 48 48 48 48 48 48 48 48 48 48
Inventory 110 110 110 110 110 110 110 110 110 93
Accounts receivable 188 188 188 188 188 108 108 108 108 120
Bank 27 22 22 172 47 127 427 77 77 77
Cash 15 15 11 11 11 11 11 11 3 3
933 933 929 1,079 1,079 1,079 1,079 729 1 71

Liabilities

Capital 621 621 621 621 621 621 621 621 621 616
Loan from Lee 200 200 200 350 350 350 350 - - -
Accounts payable 112 112 108 108 108 108 108 108 100 100

933 933 929 1,079 1,079 1,079 1,079 729 21 716

Note: the heading £000 means that all the figures shown underneath it are in thousands of pounds, e.g. Office
Equipment book value is £48,000. It saves constantly writing out 000 after each figure, and is done to save time
and make comparison easier.

4.6A The following table shows the cumulative effects of a succession of separate transactions
on the assets and liabilities of a business. The first column of data gives the opening position.

Transaction: A B C D E F G H I
Assets £000 £000 £000 f£000 £000 £000 £000 £000 £000 £000
Land and buildings 500 500 535 535 535 535 535 535 535 535
Equipment 230 230 230 230 230 230 230 200 200 200
Inventory 113 140 140 120 120 120 120 120 119 119
Trade accounts receivable 143 143 143 173 160 158 158 158 158 158
Prepaid expenses* 27 27 27 27 27 27 27 27 27 27
Cash at bank 37 37 37 37 50 50 42 63 63 63
Cash on hand 9 9 9 9 9 9 9 9 9 3
1,059 1,086 1,121 1,131 1,131 1,129 1,121 1,112 1,111 1,105
Liabilities
Capital 730 730 730 740 740 738 733 724 723 717
Loan 120 120 155 155 155 155 155 155 155 155
Trade accounts payable 168 195 195 195 195 195 195 195 195 195
Accrued expenses* 41 41 41 41 41 41 38 38 38 38

1,059 1,086 1,121 1,131 1,131 1,129 1,121 1,112 1,111 1,105
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Required:

Identify clearly and as fully as you can what transaction has taken place in each case. Give two
possible explanations for transaction I. Do not copy out the table but use the reference letter for
each transaction.

(Association of Accounting Technicians)

*Authors’ note: You have not yet been told about ‘prepaid expenses’ and ‘accrued expenses’. Prepaid expenses
are expenses that have been paid in advance, the benefits of which will only be felt by the business in a later
accounting period. Because the benefit of having incurred the expense will not be received until a future time
period, the expense is not included in the calculation of profit for the period in which it was paid. As it was not
treated as an expense of the period when profit was calculated, the debit in the account is treated as an asset
when the statement of financial position is prepared, hence the appearance of the term ‘prepaid expenses’
among the assets in the question. Accrued expenses, on the other hand, are expenses that have not yet been
paid for benefits which have been received. In F, £8,000 was paid out of the bank account (50-42) of which
£3,000 was used to pay off some of the accrued expenses (41-38).

M A ccn"’"’-" l ahm Need more practice? Instant feedback?

y g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Balancing-off accounts

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® close-off accounts when appropriate

® balance-off accounts at the end of a period and bring down the opening balance
to the next period

@ distinguish between a debit balance and a credit balance
® describe and prepare accounts in three-column format

Introduction

eeccccccccce

In this chapter, you'll learn how to discover what the amount outstanding on an
account is at a particular point in time. You'll also learn how to close accounts that
are no longer needed and how to record appropriate entries in accounts at the end
and beginning of periods. Finally, you'll learn that T-accounts are not the only way
to record accounting transactions.

e Accounts for debtors

Where debtors have paid their accounts

So far you have learnt how to record transactions in the accounting books by means of debit and
credit entries. At the end of each accounting period the figures in each account are examined in
order to summarise the situation they present. This will often, but not always, be once a year if
you are calculating profit. If you want to see what is happening with respect to particular
accounts, it will be more frequently done. For example, if you want to find out how much your
customers owe you for goods you have sold to them, you would probably do this at the end of
each month.

@ Why do you think we would want to look at the accounts receivable in the
accounting books as often as once a month?
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Let’s look at the account of one of our customers, K. Tandy, for transactions in August 2012:

K. Tandy
2012 f 2012 £
Aug 1 Sales 144 Aug 22 Bank 144
19 Sales 300 28 Bank 300

If you add up the figures on each side, you will find that they both sum to £444. In other words,
during the month we sold a total of £444 worth of goods to Tandy, and have been paid a total of
£444 by her. This means that at the end of August she owes us nothing. As she owes us nothing, we
do not need her account to prepare the statement of financial position (there is no point in showing
a figure for accounts receivable of zero in the statement of financial position). We can, therefore,
close off her account on 31 August 2012. This is done by inserting the totals on each side:

K. Tandy
2012 £ 2012 £
Aug 1 Sales 144 Aug 22 Bank 144
19 Sales 300 28 Bank 300
aas 244

Notice that totals in accounting are always shown with a single line above them, and a double
line underneath. As shown in the following completed account for C. Lee, totals on accounts at
the end of a period are always shown on a level with one another, even when there are less
entries on one side than on the other.

Now, let’s look at the account for C. Lee.

C. Lee
2012 £ 2012 £
Aug 11 Sales 177 Aug 30 Bank 480
19 Sales 203
22 Sales 100 o
480 480

In this account, C. Lee also owed us nothing at the end of August 2012, as he had paid us for all
the sales we made to him.

Note: In handwritten accounts, you will often see this layout enhanced by two intersecting lines,
one horizontal and one diagonal on the side which has less entries. If this were done, C. Lee's
account would look like this:

C. Lee
2012 £ 2012 £
Aug 11 Sales 177 Aug 30 Bank 480
19 Sales 203
22 Sales 100 -
480 480

We won't use this layout in this book, but your teacher or lecturer may want you to use it
whenever you are preparing T-accounts.

Why do you think we would want to draw these two extra lines onto the hand-
written account?
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If an account contains only one entry on each side and they are equal, you don’t need to
include totals. For example:

K. Wood
2012 f 2012 f
Aug 6 Sales 21 Aug 12 Bank 214

Now let’s look at what happens when the two sides do not equal each other.

Where debtors still owe for goods

.............................................................

It is unlikely that everyone will have paid the amounts they owe us by the end of the month.
In these cases, the totals of each side would not equal one another. Let’s look at the account of
D. Knight for August 2012:

D. Knight
2012 f 2012 f
Aug 1 Sales 158 Aug 28 Bank 158
15 Sales 206
30 Sales 118

If you add the figures you will see that the debit side adds up to £482 and the credit side adds up
to £158. You should be able to see what the difference of £324 (i.e. £482 — £158) represents. It
consists of the last two sales of £206 and £118. They have not been paid for and so are still
owing to us on 31 August 2012.

In double entry, we only enter figures as totals if the totals on both sides of the account
agree. We do, however, want to balance-off the account for August showing that Knight
owes us £324. (While there would be nothing wrong in using the term ‘close off’, ‘balance-off’ is
the more appropriate term to use when there is a difference between the two sides of an
account.)

If Knight owes us £324 at close of business on 31 August 2012, then the same amount will be
owed to us when the business opens on 1 September 2012.

Balancing the accounts is done in five stages:

1 Add up both sides to find out their totals. Note: do not write anything in the account at this
stage.

2 Deduct the smaller total from the larger total to find the balance.

3 Now enter the balance on the side with the smallest total. This now means the totals will be
equal.

4 Enter totals level with each other.

5 Now enter the balance on the line below the totals on the opposite side to the balance shown
above the totals.

Against the balance above the totals, complete the date column by entering the last day of that
period — for August, this will always be ‘31” even if the business was shut on that date because it
fell on a weekend or was a holiday. Below the totals, show the first day of the next period
against the balance — this will always be the day immediately after the last day of the previous
period, in this case, September 1. The balance above the totals is described as the balance
carried down (often abbreviated to ‘balance ¢/d’). The balance below the total is described as the
balance brought down (often abbreviated to ‘balance b/d’).
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Knight’s account when ‘balanced-off’ will appear as follows:

D. Knight
2012 f 2012 £
Aug 1 Sales 158 Aug 28 Bank 158
15 Sales 206 31 Balance carried down 324 <—
30 Sales 118 o
Sept 1 Balance brought down 3?4
|
Stage 5: finally, enter Stage 4: now enter Stage 3: enter balance
balance to start totals level with here so that totals will |_
off entries for each other. be equal.
following month.

Note for students

® From now on, we will use the abbreviations ‘c/d” and ‘b/d’.

® The date given to balance c/d is the last day of the period which is finishing, and balance b/d is
given the opening date of the next period.

® As the total of the debit side originally exceeded the total of the credit side, the balance is said
to be a ‘debit balance’. This being a personal account (for a person), the person concerned is
said to be a debtor — the accounting term for anyone who owes money to the business.

Just as when the two sides each have only one entry and the two sides are equal, if an account
contains only one entry it is unnecessary to enter the total after entering the balance carried
down (because the balance becomes the only entry on the other side and it is equal to the other
entry). A double line ruled under the entry will mean that the entry is its own total. For example:

B. Walters
2012 £ 2012 f
Aug 18 Sales 51 Aug 31 Balance c/d 51

—_

Sept 1 Balance b/d

Note: T-accounts should always be closed off at the end of each period, even when they contain
only one entry.

Accounts for creditors

Exactly the same principles will apply when the balances are carried down to the credit side. This
balance is known as a “credit balance’. We can look at the accounts of two of our suppliers which
are to be balanced-off:

E. Williams
2012 £ 2012 £
Aug 21 Bank 100 Aug 2 Purchases 248
18 Purchases 116

K. Patterson
2012 f 2012 f
Aug 14 Returns outwards 20 Aug 8 Purchases 620
28 Bank 600 15 Purchases 200

59



Part 1 ® Introduction to double entry bookkeeping

60

We now add up the totals and find the balance, i.e. Stages 1 and 2. When balanced-off, these will
appear as:

E. Williams
2012 £ 2012 £
Aug 21 Bank 100 Aug 2 Purchases
31 Balance c/d > 264 18 Purchases 116
364 < > 364
o Sept 1 Balance b/d 264
Stage 3: enter balance Stage 4: now enter Stage 5: finally, enter
here so that totals will totals level with balance to start
be equal. each other. off entries for
following month.

K. Patterson

2012 £ 2012 £
Aug 14 Returns outwards 20 Aug 8 Purchases 620
28 Bank 600 15 Purchases 200
31 Balance c¢/d 200 o
820 820
T Sept 1 Balance b/d 200

The accounts of E. Williams and K. Patterson have credit balances. They are ‘creditors’ - the
accounting term for someone to whom money is owed.

Before you read further attempt Review Questions 5.1 and 5.2.

Three-column accounts

Through the main part of this book, the type of account used is the T-account, where the left-
hand side of the account is the debit side, and the right-hand side is the credit side. However,
when computers are used the style of the ledger account is sometimes different. It appears as
three columns of figures, one column for debit entries, another column for credit entries, and
the last column for the balance. If you have an account at a bank, your bank statements will
normally be shown using this three-column format.

The accounts used in this chapter will now be redrafted to show the ledger accounts drawn up
in this way.

K. Tandy
Debit Credit Balance
(and whether debit or credit)

2012 £ £ £
Aug 1 Sales 144 144  Dr

19 Sales 300 444 Dr

22 Bank 144 300 Dr

28 Bank 300 0
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C. Lee
Debit Credit Balance
2012 f £ £
Aug 11 Sales 177 177 Dr
19 Sales 203 380 Dr
22 Sales 100 480 Dr
30 Bank 480 0
K. Wood
Debit Credit Balance
2012 f £ £
Aug 6 Sales 214 214 Dr
12 Bank 214 0
D. Knight
Debit Credit Balance
2012 £ £ £
Aug 1 Sales 158 158 Dr
15 Sales 206 364 Dr
28 Bank 158 206 Dr
31 Sales 118 324 Dr
B. Walters
Debit Credit Balance
2012 f £ £
Aug 18 Sales 51 51 Dr
E. Williams
Debit Credit Balance
2012 f £ £
Aug 2 Purchases 248 248 Cr
18 Purchases 116 364 Cr
21 Bank 100 264 Cr

K. Patterson

Debit Credit Balance
2012 f £ f
Aug 8 Purchases 620 620 Cr
14 Returns 20 600 Cr
15 Purchases 200 800 Cr
28 Bank 600 200 Cr

Note how the balance is calculated after every entry. This can be done quite simply when using a
computer because the software can automatically calculate the new balance as soon as an entry
is made.

When manual methods are being used it is often too much work to have to calculate a new
balance after each entry. Also, the greater the number of calculations, the greater the possibility
of errors. For these reasons, it is usual for students to use T-accounts except when required to
use three-column accounts in an exam! However, it is important to note that there is no differ-
ence in principle — the final balances are the same using either method.
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Introduction to double entry bookkeeping

Learning outcomes

You should now have learnt:

1 How to close off accounts upon which there is no balance outstanding.
2 How to balance-off accounts at the end of a period.

3 How to bring down the opening balance on an account at the start of a new
period.

4 That when an opening balance on an account is a debit, that account is said to
have a debit balance. It also has a debit balance during a period whenever the
total of the debit side exceeds the total of the credit side.

5 That when an opening balance on an account is a credit, that account is said to
have a credit balance. It also has a credit balance during a period whenever the
total of the credit side exceeds the total of the debit side.

6 That ‘debtors’ are people or organisations whose account in your accounting
books has a greater value on the debit side. They owe you money. They are
included in the amount shown for accounts receivable in the statement of
financial position.

7 That ‘creditors’ are people or organisations whose account in your accounting
books has a greater value on the credit side. You owe them money. They
are included in the amount shown for accounts payable in the statement of
financial position.

8 That T-accounts and three-column accounts disclose the same balance, given
identical information about transactions.

9 That three-column accounts update and show the balance on the account after
every transaction.

10 How to prepare three-column accounts.

Answers to activities

5.1

5.2

In order to survive, businesses must, in the long term, make profits. However, even profitable
businesses go ‘bust’ if they do not have enough funds to pay their bills when they are due. Debtors
represent a resource that is not yet in the form of funds (e.g. cash) that can be used to pay bills. By
regularly monitoring the position on the account of each debtor, a business can tell which debtors
are being slow to pay and, very importantly, do something about it.

The purpose is to prevent any more entries being made in the account. The entries would always
be made in ink, so as to prevent their being erased and replaced with different entries. In a com-
puterised accounting system, there is no need for measures such as these, because the controls and
checks built into the computerised system prevent such things from happening.
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Review questions

5.1 Enter the following items in the appropriate debtors’ accounts (i.e. your customers’ accounts)
only; do not write up other accounts. Then balance-off each of these personal accounts at the end
of the month. (Keep your answer; it will be used as a basis for Review Question 5.3.)

2012
May 1 Sales on credit to B. Flyn £810; F. Lane £1,100; T. Fey £413.
4 Sales on credit to F. Start £480; B. Flyn £134.
10 Returns inwards from B. Flyn £124; T. Fey £62.
18 F. Lane paid us by cheque £1,100.
20 T. Fey paid us £351 by cheque.
24 B. Flyn paid us £440 by cash.
31 Sales on credit to F. Start £240.

5.2 Enter the following in the appropriate creditors’ accounts (i.e. your suppliers’ accounts) only.
Do not write up the other accounts. Then balance-off each of these personal accounts at the end
of the month. (Keep your answer; it will be used as the basis for Review Question 5.4.)

2012
June 1 Purchases on credit from J. Saville £240; P. Todd £390; J. Fry £1,620.
3 Purchases on credit from P. Todd £470; P. Rake £290.
10 We returned goods to J. Fry £140; J. Saville £65.
15 Purchases on credit from J. Saville £210.
19 We paid P. Rake by cash £290.
28 We paid J. Saville by cash £300.
30 We returned goods to P. Todd £39.

5.3 Redraft each of the accounts given in your answer to 5.1 in three-column style.
5.4 Redraft each of the accounts given in your answer to 5.2 in three-column style.

5.5 Enter the following in the personal accounts (i.e. the creditor and debtor accounts) only. Do
not write up the other accounts. Balance-off each personal account at the end of the month. After
completing this, state which of the balances represent debtors and which represent creditors.

2012
Sept 1 Sales on credit to J. Bee £1,040; T. Day £1,260; J. Soul £480.
2 Purchases on credit D. Blue £780; F. Rise £1,020; P. Lee £560.
8 Sales on credit to T. Day £340; L. Hope £480.
10 Purchases on credit from F. Rise £92; R. James £870.
12 Returns inwards from J. Soul £25; T. Day £190.
17 We returned goods to F. Rise £12; R. James £84.
20 We paid D. Blue by cheque £780.
24 ). Bee paid us by cheque £900.
26 We paid R. James by cheque £766.
28 J. Bee paid us by cash £80.
30 L. Hope pays us by cheque £480.
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5.6A Enter the following transactions in personal accounts only. Bring down the balances at the
end of the month. After completing this, state which of the balances represent debtors and which
represent creditors.

2013

May 1 Credit sales G. Wood £310; K. Hughes £42; F. Dunn £1,100; M. Lyons £309.
2 Credit purchases from T. Sim £190; J. Leech £63; P. Tidy £210; F. Rock £190.
8 Credit sales to K. Hughes £161; F. Dunn £224.
9 Credit purchases from J. Leech £215; F. Rock £164.

10 Goods returned to us by F. Dunn £31; M. Lyons £82.

12 Cash paid to us by M. Lyons £227.

15 We returned goods to T. Sim £15; F. Rock £21.

19 We received cheques from F. Dunn £750; G. Wood £310.

21 We sold goods on credit to G. Wood £90; K. Hughes £430.

28 We paid by cheque the following: T. Sim £175; F. Rock £100; P. Tidy £180.

31 We returned goods to F. Rock £18.

5.7A Redraft each of the accounts given in your answer to 5.6A in three-column style.

M ‘cc'"””’-" lahm Need more practice? Instant feedback?

.v g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



The trial balance

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® prepare a trial balance from a set of accounts
® explain why the debit and credit trial balance totals should equal one another

® explain why some of the possible errors that can be made when double entries
are being entered in the accounts do not prevent the trial balance from ‘balancing’

® describe uses for a trial balance other than to check for double entry errors

Introduction

eeccccccccce

In this chapter, you'll learn how to prepare a trial balance from the accounts in
the accounting books. You'll discover that the alternate version of the accounting
equation can be a useful guide to understanding why a trial balance must balance
if all the double entries in the accounts are correct. You'll also learn that the trial
balance is no guarantee that the double entries have all been recorded correctly.
Finally, at the end of the chapter, you’ll have the opportunity to do twenty multiple
choice questions covering the material in Chapters 1-6.

0 Total debit entries = Total credit entries

You’ve learnt that under double entry bookkeeping

® for each debit entry there is a credit entry
® for each credit entry there is a debit entry

Let’s see if you can remember the basics of double entry.

@ What is the double entry for each of the following transactions:

(@) Purchase of a new van for £9,000 which was paid in full by cheque

Dr f
Cr f
(b) Goods which cost £40 taken out by the owner for her own use
Dr £
Cr £

65



Part 1 ® Introduction to double entry bookkeeping

The total of all the items recorded in all the accounts on the debit side should equal the total of
all the items recorded on the credit side of the accounts.

Do you remember the alternate form of the accounting equation you were
shown in Chapter 1? What does it tell you has happened when it does not
balance?

We need to check that for each debit entry there is also an equal credit entry. In order to
check that there is a matching credit entry for every debit entry, we prepare something called a
trial balance.

A type of trial balance could be drawn up by listing all the accounts and then entering the
total of all the debit entries in each account in one column and the total of all the credit entries in
each account into another column. Finally, you would add up the two columns of figures and
ensure they are equal. Using the worked example in Section 3.8, this trial balance would be:

Trial balance as at 31 May 2013
Dr Cr
f f
Purchases 994
Sales 490
Returns outwards 15
Returns inwards 16
D. Small 220 220
A. Lyon & Son 624
D. Hughes 60 60
M. Spencer 45 16
Cash _445 _355
1780 | 1,780

@ Total debit balances = Total credit balances

66

The method described in Section 6.1 is not the accepted method of drawing up a trial balance, but
it is the easiest to understand at first. The form of trial balance used by accountants is a list of
account balances arranged according to whether they are debit balances or credit balances.

Let’s balance-off the accounts you saw in Section 3.8. The new entries are in blue so that you
can see the entries required to arrive at the closing balances that are used in the trial balance.

You may find it worthwhile trying to balance these accounts yourself before reading any
further.

Purchases
2013 f 2013 f
May 1 D.Small 220 May 31 Balance c/d 994
2 A.lLyon & Son 410
12 Cash 150
31 A.Lyon & Son 214 o
994 994
June 1 Balance b/d 994 o
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Sales
2013 f 2013 f
May 31 Balance c/d 490 May 5 D. Hughes 60
6 M. Spencer 45
11 Cash 210
- 21 Cash 175
490 490
June 11 Balance b/d 490
Returns outwards
2013 f 2013 f
May 31 Balance c/d 15 May 10 D.Small 15
June 1 Balance b/d 15
Returns inwards
2013 f 2013 f
May 19 M. Spencer 16 May 31 Balance c/d 16
June 1 Balance b/d 16
D. Small
2013 f 2013 £
May 10 Returns outwards 15 May 1 Purchases 220
22 Cash 205 _
220 220
A. Lyon & Son
2013 f 2013 £
May 31 Balance c/d 624 May 2 Purchases 410
_ 31 Purchases 214
624 624
June 1 Balance b/d 624
D. Hughes
2013 f 2013 f
May 5 Sales 60 May 30 Cash 60
M. Spencer
2013 f 2013 f
May 6 Sales 45 May 19 Returnsinwards 16
o 31 Balance c/d 29
a5 a5
June 1 Balance b/d 29
Cash
2013 f 2013 f
May 11 Sales 210 May 12 Purchases 150
21 Sales 175 22 D.Small 205
30 D. Hughes _60 31 Balance c/d _90
ass a5
June 1 Balance b/d 90
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If you tried to do this before looking at the answer, be sure you understand any mistakes you
made before going on.
If the trial balance was drawn up using the closing account balances, it would appear as follows:

Trial balance as at 31 May 2013
Dr Cr
f £
Purchases 994
Sales 490
Returns outwards 15
Returns inwards 16
A. Lyon & Son 624
M. Spencer 29
Cash 90 _
1129 | 129

The trial balance always has the date of the /ast day of the accounting period to which it
relates. It is a snapshot of the balances on the ledger accounts at that date.

Just like the trial balance you saw in Section 6.1, the two sides of this one also ‘balance’.
However, the totals are lower. This is because the £220 in D. Small’s account, £60 in D. Hughes’
account, £16 in M. Spencer’s account and £355 in the cash account have been cancelled out from
each side of these accounts by taking only the balances instead of the totals. As equal amounts have
been cancelled from each side, £651 in all, the new totals should still equal one another, as in fact
they do at £1,129. (You can verify this if you subtract the new total of £1,129 from the previous
one of £1,780. The difference is £651 which is the amount cancelled out from both sides.)

This form of trial balance is the easiest to extract when there are more than a few transactions
during the period and it is the one accountants use.

Note that a trial balance can be drawn up at any time. However, it is normal practice to prepare
one at the end of an accounting period before preparing an ‘income statement’ and a ‘statement
of financial position’. The income statement shows what profit has been earned in a period.
(You will be looking at income statements in the next chapter.) The statement of financial posi-
tion shows what the assets and liabilities of a business are at the end of a period.

Go back to Chapter 1 to refresh your understanding of the statement of financial position.

What advantages are there in preparing a trial balance when you are about to
prepare an income statement and statement of financial position?

As you’ve just learnt from Activity 6.3, trial balances are not just done to find errors.

Trial balances and errors

Many students new to accounting assume that when the trial balance ‘balances’, the entries in
the accounts must be correct. This assumption is incorrect. While it means that certain types of
error have not been made (such as forgetting to enter the credit side of a transaction), there are
several types of error that will not affect the balancing of a trial balance — omitting a transaction
altogether, for example.

Examples of the errors which would be revealed, provided there are no compensating errors
which cancel them out, are addition errors, using one figure for the debit entry and another
figure for the credit entry, and entering only one side of a transaction.
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We shall consider addition errors in greater detail in Chapter 33.

If a trial balance fails to agree, what steps would you take in order to find the
cause of the difference?

Multiple choice self-test questions

A growing practice of examining boards is to set multiple choice questions in accounting. In fact,
this has become so popular with examiners that all the largest professional accounting bodies
now use them, particularly in their first-level examinations.

Multiple choice questions give an examiner the opportunity to cover large parts of the syllabus
briefly, but in detail. Students who omit to study areas of the syllabus will be caught out by an
examiner’s use of multiple choice questions. It is no longer possible to say that it is highly probable
a certain topic will not be tested — the examiner can easily cover it with a multiple choice question.

We have deliberately included sets of 20 multiple choice questions at given places in this
textbook, rather than a few at the end of each chapter. Such questions are relatively easy to
answer a few minutes after reading the chapter. Asking the questions later is a far better test of
your powers of recall and understanding. It also gives you practice at answering questions cover-
ing a range of topics in one block, as in an examination.

Each multiple choice question has a ‘stem’ (a part which poses the problem), a ‘key’ (which is
the one correct answer), and a number of ‘distractors’, i.e. incorrect answers. The key plus the
distractors are known as the ‘options’.

If you do not know the answer, you should guess. You may be right by chance, or you may
remember something subconsciously. In any event, unless the examiner warns otherwise, you
will be expected to guess if you don’t know the answer.

Read through the Learning Outcomes for this chapter and then attempt Multiple Choice Set 1.

Answers to all the multiple choice questions are given in Appendix 2 at the end of this book.

Closing inventory

Inventory at the end of a period is not usually to be found in an account in the ledger. It has to
be found from inventory records and physical stocktaking. As it is not generally to be found in
the ledger, it does not generally appear among the balances in a trial balance. However, opening
inventory is often recorded in a ledger account, in which case the inventory balance at the start
of a period would be included in the trial balance prepared at the end of that period.

Mnemonic

The following acronym may help you remember which accounts to debit and credit when
they increase in value:

PEARLS

P — Purchases

E — Expenses } Debit
A - Assets

R - Revenue

L — Liabilities } Credit
S — Sales
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Learning outcomes

e0ccccccccccce .

You should now have learnt:

1 How to prepare a trial balance.
2 That trial balances are one form of checking the accuracy of entries in the accounts.

3 That errors can be made in the entries to the accounts that will not be shown up
by the trial balance.

4 That the trial balance is used as the basis for preparing income statements and

statements of financial position.

Answers to activities

6.1

6.2

6.3

6.4

(@) Dr Van account £9,000

Cr Bank account £9,000
(b) Dr Drawings account £40

Cr Purchases account £40

The alternate form of the accounting equation is Assets = Capital + Liabilities. All the accounts with
debit balances are assets and all the accounts with credit balances are either capital or liabilities.
This means that so long as you enter a debit for every credit, the alternate accounting equation
must always balance. If the alternate accounting equation does not balance, you’ve made an error
somewhere, either in your double entries, or in your arithmetic within the individual accounts.
Virtually all occurrences where the accounting equation does not balance that arise in practice are
the result of double entry errors.

Firstly, you can verify whether the total of the debit balances equals the total of the credit balances.
They need to be equal, or your income statement and statement of financial position will be incor-
rect and your statement of financial position will not balance. (That is, the accounting equation will
not balance.) Secondly, you need to know what the balance is on every account so that you can
enter the appropriate figures into the income statement and statement of financial position. If you
don't prepare a trial balance, you will find it much more difficult to prepare these two accounting
statements.

You need to check each entry to verify whether or not it is correct but firstly, it is best to start by
checking that the totals in the trial balance have been correctly summed. Then, check that no
account has been omitted from the trial balance. Then, check each account in turn.

Multiple choice questions: Set 1
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Now attempt Set 1 of multiple choice questions. (Answers to all the multiple choice questions are
given in Appendix 2 at the end of this book.)

Each of these multiple choice questions has four suggested answers, (A), (B), (C) and (D). You
should read each question and then decide which choice is best, either (A) or (B) or (C) or (D).
Write down your answers on a separate piece of paper. You will then be able to redo the set of
questions later without having to try to ignore your answers.

MC1 Which of the following statements is incorrect?

(A)
(B)
(@)
(3))

Assets — Capital = Liabilities

Lia
Lia

bilities + Capital = Assets
bilities + Assets = Capital

Assets — Liabilities = Capital
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MC2 Which of the following is not an asset?

(A) Buildings

(B) Cash balance

(C) Accounts receivable
(D) Loan from K. Harris

MC3 Which of the following is a liability?

(A) Machinery

(B) Accounts payable for goods
(C) Motor vehicles

(D) Cash at bank

MC4 Which of the following is incorrect?

Assets Liabilities Capital
f f £
(A) 7,850 1,250 6,600
(B) 8,200 2,800 5,400
(@ 9,550 1,150 8,200
(D) 6,540 1,120 5,420

MC5 Which of the following statements is correct?

Effect upon
Assets Liabilities
(A) We paid a creditor by cheque —Bank —Accounts payable
(B) A debtor paid us £90 in cash +Cash +Accounts receivable
(©) J. Hall lends us £500 by cheque +Bank —Loan from Hall
(D) Bought goods on credit +Inventory +Capital
MC6 Which of the following are correct?
Accounts To record Entry in the account

(i) Assets an increase Debit

a decrease Credit
(i) Capital an increase Debit

a decrease Credit
(7ii) Liabilities an increase Credit

a decrease Debit

(A) (i) and (ii)

(B) (i) and (i)

(@) (i) and (iii)

(D) (i), (ii) and (iii)

MC7 Which of the following are correct?
Account to be debited Account to be credited

(/)  Bought office furniture for cash Office furniture Cash
(ii) A debtor, P. Sangster, pays us by cheque  Bank P. Sangster
(iii) Introduced capital by cheque Capital Bank
(iv) Paid a creditor, B. Lee, by cash B. Lee Cash

(A) (i), (ii) and (iii) only
(B) (i), (iii) and (iv) only
(Q) (i), (i) and (iv) only
(D) (i) and (iv) only
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MC8 Which of the following are incorrect?

(i)  Sold van for cash

(if) Returned some of Office Equipment to
Suppliers Ltd

(iii) Repaid part of loan from C. Charles
by cheque

(iv) Bought machinery on credit from
Betterways Ltd

(A) (i) and (iv) only

(B) (iii) and (iv) only

(Q) (i) and (iii) only

(D) (i) and (iii) only

MC9

(A) Items bought

(B) Goods bought on credit

(©) Goods bought for resale

(D)

Introduction to double entry bookkeeping

Goods paid for

Account to be debited
Cash

Office Equipment
Loan from C. Charles

Betterways Ltd

Which of the following best describes the meaning of ‘Purchases’?

MC10 Which of the following should not be called ‘Sales'?

(A)
(B)
(@)
(D)

MC11 Of the following, which are correct?

()
(if)
(iif)
(iv)
(A)
(B)
©
(D)

MC12 Which of the following are incorrect?

()
(if)
(iif)
(iv)
(A)
(B)
©
(D)

Office fixtures sold
Goods sold on credit
Goods sold for cash

Sale of item previously included in ‘Purchases’

Goods sold on credit to R. Williams
S. Johnson returns goods to us

Goods bought for cash

We returned goods to A. Henry

(i) and (iii) only
(/) and (ii) only
(ii) and (iv) only
(iii) and (iv) only

Goods sold for cash

Goods bought on credit from T. Carter
Goods returned by us to C. Barry

Van bought for cash

(i) and (iii) only
(i) only
(ii) and (iv) only
(iv) only

Account to be debited
R. Williams

Returns inwards

Cash

A. Henry

Account to be debited
Cash

Purchases

C. Barry

Purchases

Account to be credited
Van
Suppliers Ltd

Bank

Machinery

Account to be credited
Sales

S. Johnson

Purchases

Returns inwards

Account to be credited
Sales

T. Carter

Returns outwards

Cash

MC13 Given the following, what is the amount of Capital? Assets: Premises £20,000; Inventory
£8,500; Cash £100. Liabilities: Accounts payable £3,000; Loan from A. Adams £4,000
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(A) £21,100
(B) £21,600
(©) £32,400
(D) £21,400

MC14 Which of the following is correct?

(A) Profit does not alter capital

(B) Profit reduces capital

(C) Capital can only come from profit
(D) Profit increases capital

MC15 Which of the following are correct?
Account to be debited Account to be credited

(i) Received commission by cheque Bank Commission received
(if)  Paid rates by cash Rates Cash
(iii) Paid motor expenses by cheque Motor expenses Bank
(iv) Received refund of insurance by cheque Insurance Bank

(A) (i) and (ii) only

(B) (i), (ii) and (jii) only
(Q) (i), (iii) and (iv) only
(D) (i), (i) and (iv) only

MC16 Of the following, which are incorrect?
Account to be debited  Account to be credited

(/)  Sold van for cash Cash Sales
(ii) Bought stationery by cheque Stationery Bank
(iii) Took cash out of business for private use ~ Cash Drawings
(iv) Paid general expenses by cheque General expenses Bank

(A) (i) and (iv) only
(B) (i) and (ii) only

(©) (i) and (iii) only
(D) (i) and (iii) only

MC17 What is the balance on the following account on 31 May 2013?
C. De Freitas

2013 £ 2013 £

May 1 Sales 205 May 17 Cash 300
14 Sales 360 28 Returns 50
30 Sales 180

(A) A credit balance of £395
(B) A debit balance of £380
(C) A debit balance of £395
(D) There is a nil balance on the account

MC18 Wwhat would have been the balance on the account of C. De Freitas in MC17 on 19 May
2013?

(A) A debit balance of £265
(B) A credit balance of £95

(C) A credit balance of £445
(D) A credit balance of £265
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MC19 Which of the following best describes a trial balance?

(A) It shows the financial position of a business
(B) Itis a special account

(Q) It shows all the entries in the books

(D) Itis a list of balances on the books

MC20 s it true that the trial balance totals should agree?

(A) No, there are sometimes good reasons why they differ

(B) Yes, except where the trial balance is extracted at the year end
(©) Yes, always

(D) No, because it is not a statement of financial position

Review questions

74

6.1 You are to enter up the necessary accounts for the month of May from the following infor-
mation relating to a small printing firm. Then balance-off the accounts and extract a trial balance
as at 31 May 2013.

2013
May 1 Started in business with capital in cash of £1,800 and £4,200 in the bank.
2 Bought goods on credit from: J. Ward £610; P. Green £515; M. Taylor £174; S. Gemmill
£345; P. Tone £542.
4 Sold goods on credit to: J. Sharpe £340; G. Boycott £720; F. Titmus £1,152.
6 Paid rent by cash £410.
9 J. Sharpe paid us his account by cheque £340.
10 F. Titmus paid us £1,000 by cheque.
12 We paid the following by cheque: M. Taylor £174; J. Ward £610.
15 Paid carriage in cash £38.
18 Bought goods on credit from P. Green £291; S. Gemmill £940.
21 Sold goods on credit to G. Boycott £810.
31 Paid rent by cheque £490.

6.2 Enter the following transactions of an antiques shop in the accounts and extract a trial bal-
ance as at 31 March 2013.

2013
March 1 Started in business with £8,000 in the bank.
2 Bought goods on credit from: L. Frank £550; G. Byers £540; P. Lee £610.
5 Cash sales £510.
6 Paid wages in cash £110.
7 Sold goods on credit to: J. Snow £295; K. Park £360; B. Tyler £640.
9 Bought goods for cash £120.
10 Bought goods on credit from: G. Byers £410; P. Lee £1,240.
12 Paid wages in cash £110.
13 Sold goods on credit to: K. Park £610; B. Tyler £205.
15 Bought shop fixtures on credit from Stop Ltd £740.
17 Paid G. Byers by cheque £700.
18 We returned goods to P. Lee £83.
21 Paid Stop Ltd a cheque for £740.
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B. Tyler paid us his account by cheque £845.
We returned goods to L. Frank £18.

G. Prince lent us £1,000 by cash.

Bought a van paying by cheque £6,250.

6.3A Record the following details relating to a carpet retailer for the month of November 2013
and extract a trial balance as at 30 November 2013.

2013
Nov 1
3

5

6

7
11
17
18
19
20
21
23
25
26
28
30

Started in business with £15,000 in the bank.

Bought goods on credit from: J. Small £290; F. Brown £1,200; T. Rae £610; R. Charles
£530.

Cash sales £610.

Paid rent by cheque £175.

Paid business rates by cheque £130.

Sold goods on credit to: T. Potts £85; J. Field £48; T. Gray £1,640.

Paid wages by cash £290.

We returned goods to: J. Small £18; R. Charles £27.

Bought goods on credit from: R. Charles £110; T. Rae £320; F. Jack £165.

Goods were returned to us by: J. Field £6; T. Potts £14.

Bought van on credit from Turnkey Motors £4,950.

We paid the following by cheque: J. Small £272; F. Brown £1,200; T. Rae £500.

Bought another van, paying by cheque immediately £6,200.

Received a loan of £750 cash from B. Bennet.

Received cheques from: T. Potts £71; J. Field £42.

Proprietor brings a further £900 into the business, by a payment into the business
bank account.

6.4A Record the following transactions for the month of January of a small finishing retailer,
balance-off all the accounts, and then extract a trial balance as at 31 January 2012.

2012
Jan

1
2
3
4
5
6

[¢]

10
11
14
15
16
18
21
24
26
29
30
30

Started in business with £10,500 cash.

Put £9,000 of the cash into a bank account.

Bought goods for cash £550.

Bought goods on credit from: T. Dry £800; F. Hood £930; M. Smith £160; G. Low £510.
Bought stationery on credit from Buttons Ltd £89.

Sold goods on credit to: R. Tong £170; L. Fish £240; M. Singh £326; A. Tom £204.
Paid rent by cheque £220.

Bought fixtures on credit from Chiefs Ltd £610.

Paid salaries in cash £790.

Returned goods to: F. Hood £30; M. Smith £42.

Bought van by cheque £6,500.

Received loan from B. Barclay by cheque £2,000.

Goods returned to us by: R. Tong £5; M. Singh £20.

Cash sales £145.

Sold goods on credit to: L. Fish £130; A. Tom £410; R. Pleat £158.

We paid the following by cheque: F. Hood £900; M. Smith £118.

Received cheques from: R. Pleat £158; L. Fish £370.

Received a further loan from B. Barclay by cash £500.

Received £614 cash from A. Tom.

6.5 Note, this question should not be attempted until cash discounts and trade discounts have
been covered (see Chapters 13 and 14). It should also be noted that this is an example of the
exception to the rule that closing inventory does not generally appear in a trial balance.
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On 1 October 2012, the owner of the USS Enterprise, Mr Kirk, decides that he will boldly go and
keep his records on a double entry system. His assets and liabilities at that date were:

f
Fixtures and equipment 20,000
Inventory including weapons 15,000
Balance at Universe Bank 17,500
Cash 375
Accounts payable — Spock 3,175
— Scott 200
— McCoy 500

Kirk’s transactions during October were as follows:

Sold faulty phasers, original cost £500, to Klingon Corp, for cash £5,000

Bought Photon Torpedoes (weapons), on credit from Central Council £2,500

Sold goods to Aardvarks, original cost £250, on credit, £1,500

Bought Cloaking Device (Fixture and Fittings) from Klingon Corp £3,500

Paid the balance owed to Spock at 1 October less a 5 per cent cash discount

Paid Central Council full amount due by cheque

Received full amount due from Aardvarks by cheque

Paid Klingon Corp by cheque after deducting 20 per cent trade discount

Paid, by bankers order, £10,000 for repairs to Enterprise following disagreement over amount
owing to Klingon Corp and faulty phasers.

COoONOTUTA, WN =

Required:
Open Enterprise’s ledger accounts at 1 October, record all transactions for the month, balance the
ledger accounts, and prepare a trial balance as at 31 October.

M llccﬂlmlill lﬂhm Need more practice? Instant feedback?

V y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Income statements: an introduction

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® explain why income statements are not part of the double entry system
® explain why profit is calculated

® calculate cost of goods sold, gross profit, and net profit

® explain the difference between gross profit and net profit

® explain the relationship between the trading account and the profit and loss
account

explain how the trading account and the profit and loss account fit together to
create the income statement

® explain how to deal with closing inventory when preparing the trading account
section of an income statement

® close down the appropriate accounts and transfer the balances to the trading
account

® close down the appropriate accounts and transfer the balances to the profit and
loss account

® prepare an income statement from information given in a trial balance

©® make appropriate double entries to incorporate net profit and drawings in the
capital account

Introduction

ecccccccccce

In this chapter, you will learn how to close down revenue and expenditure accounts
in order to calculate profit and prepare an income statement. You will learn how to
adjust purchases with inventory and arrive at the cost of goods sold, and will dis-
cover the difference between gross profit and net profit. You will learn how to pre-
pare an income statement, and, finally, you will learn how to transfer net profit and
drawings to the capital account at the end of a period.
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The main reason why people set up businesses is to make profits. Of course, if the business is not
successful, it may well incur losses instead. The calculation of such profits and losses is probably
the most important objective of the accounting function. The owners will want to know how the
actual profits compare with the profits they had hoped to make. Knowing what profits are being
made helps businesses to do many things, including:

® planning ahead

® obtaining loans from banks, from other businesses, or from private individuals

® telling prospective business partners how successful the business is

® telling someone who may be interested in buying the business how successful the business is

® calculating the tax due on the profits so that the correct amount of tax can be paid to the tax
authorities.

Chapter 4 dealt with the grouping of revenue and expenses prior to bringing them together to
compute profit. In the case of a trader (someone who is mainly concerned with buying and sell-
ing goods), the profits are calculated by drawing up an income statement.

When it is shown in detail rather than in summary form (as is the case for the published
income statements of companies), it contains something called the trading account. The trading
account is prepared in order to arrive at a figure for gross profit.

Below the trading account is shown a summary of another account - the profit and loss
account. The profit and loss account is prepared so as to arrive at the figure for net profit.

It is these two accounts that together comprise the income statement. Both the trading
account and the profit and loss account are part of the double entry system. At the end of a
financial period, they are closed off. They are then summarised and the information they contain
is then copied into an income statement. Income statements are not part of the double entry
system.

Gross profit

One of the most important uses of income statements is that of comparing the results obtained
with the results expected. In a trading organisation, a lot of attention is paid to how much profit
is made, before deducting expenses, for every £1 of sales revenue. As mentioned in Section 7.1,
so that this can easily be seen in the profit calculation, the statement in which profit is calculated
is split into two sections — one in which the gross profit is found (this is the trading account
section of the statement), and the next section in which the net profit is calculated (this is the
‘profit and loss account’ section of the statement).

Gross profit is the excess of sales revenue over the cost of goods sold. Where the cost of goods
sold is greater than the sales revenue, the result is a gross loss. By taking the figure of sales rev-
enue less the cost of goods sold to generate that sales revenue, it can be seen that the accounting
custom is to calculate a trader’s profits only on goods that have been sold.

What does this tell you about the costs and revenues that are included in the
calculation of gross profit? (Hint: what do you not include in the calculation?)
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To summarise:

Gross profit is the excess of sales revenue over the
(calculated in the trading account) | cost of goods sold in the period.

Calculate the gross profit or gross loss of each of the following businesses:

Cost of goods purchased Sales Gross profit/(Gross loss)
£ £ £
A 9,820 10,676
B 7,530 14,307
C 10,500 19,370
D 9,580 9,350
E 8,760 17,200

@ Net profit

Net profit, found in the profit and loss account section of the income statement, consists of the
gross profit plus any revenue other than that from sales, such as rents received or commissions
earned, less the total costs used up during the period other than those already included in the
‘cost of goods sold’. Where the costs used up exceed the gross profit plus other revenue, the
result is said to be a net loss. Thus:

Net profit is what is left of the gross profit after all
(calculated in the profit and loss account) | other expenses have been deducted.

Using the answer to Activity 7.2, complete the following table:

Other revenues Expenses Net profit/(Net loss)
£ £ f
A - 2,622
B 4,280 2,800
C 500 2,500
D - 1,780
E 3,260 2,440

@ Information needed

Before drawing up an income statement you should prepare the trial balance. This contains
nearly all the information needed. (Later on in this book you will see that certain adjustments
have to be made, but we will ignore these at this stage.)

We can now look at the trial balance of B. Swift, drawn up as on 31 December 2012 after the
completion of his first year in business.
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Exhibit 7.1
B. Swift
Trial balance as at 31 December 2012
Dr Cr
f f

Sales 38,500
Purchases 29,000
Rent 2,400
Lighting expenses 1,500
General expenses 600
Fixtures and fittings 5,000
Accounts receivable 6,800
Accounts payable 9,100
Bank 15,100
Cash 200
Drawings 7,000
Capital 20,000

67,600 67,600

Note: To make this easier to follow, we shall assume that purchases consist of goods that are
resold without needing any further work. You'll learn later that these are known as ‘finished
goods’ but, for now, we’ll simply refer to them as ‘goods’.

We have already seen that gross profit is calculated as follows:

Sales — Cost of goods sold = Gross profit

It would be easier if all purchases in a period were always sold by the end of the same period.
In that case, cost of goods sold would always equal purchases. However, this is not normally the
case and so we have to calculate the cost of goods sold as follows:

What we bought in the period: Purchases
Less Goods bought but not sold in the period: (Closing inventory)
= Cost of goods sold

In Swift’s case, there are goods unsold at the end of the period. However, there is no record in
the accounting books of the value of this unsold inventory. The only way that Swift can find this
figure is by checking his inventory at the close of business on 31 December 2008. To do this
he would have to make a list of all the unsold goods and then find out their value. The value he
would normally place on them would be the cost price of the goods, i.e. what he paid for them.
Let’s assume that this is £3,000.

The cost of goods sold figure will be:

£
Purchases 29,000
Less Closing inventory (3,000)
Cost of goods sold 26,000

Based on the sales revenue of £38,500 the gross profit can be calculated:
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Sales — Cost of goods sold = Gross profit
£38,500 — £26,000 =£12,500

We now have the information we need to complete the trading account section of the income
statement. Next, we need to close off the sales and purchases accounts at the end of the period so
that they start the next period with no balance. To do so, we need to create a trading account (this
is not the same as the trading part of the income statement, though it does produce the same
gross profit figure) and then make the following entries:

(A) The balance of the sales account is transferred to the trading account by:

1 Debiting the sales account (thus closing it).
2 Crediting the trading account.

(B) The balance of the purchases account is transferred to the trading account by:

1 Debiting the trading account.
2 Crediting the purchases account (thus closing it).

(C) There is, as yet, no entry for the closing inventory in the double entry accounts. This is
achieved as follows:

1 Debit a closing inventory account with the value of the closing inventory.
2 Credit the trading account (thus completing the double entry).

The trading account will look like this:

Trading
2012 £ 2012 £
Dec 31 Purchases (B) 29,000 Dec 31 Sales (A) 38,500

31 Closing inventory (C) 3,000

We now close off the trading account in the normal way. In this case, revenues exceed costs so
we describe the balance as ‘gross profit’.

Trading
2012 £ 2012 f
Dec 31 Purchases (B) 29,000 Dec 31 Sales (A) 38,500
31 Gross profit 12,500 31 Closing inventory (C) 3,000
41,500 41,500

Note that the balance shown on the trading account is described as ‘gross profit’ rather than
being described as a balance. Also, note that the balance (i.e. the gross profit) is not brought
down to the next period. The other accounts used in these double entries appear as shown
below. (Note that there is no detail of the entries prior to the end of the period as all the infor-
mation we have been given is the closing balances. These closing balances are simply described
here as ‘balance’.)

Sales
2012 £ 2012 f
Dec 31 Trading 38,500 Dec 31 Balance 38,500
Purchases
2012 £ 2012 £
Dec 31 Balance 29,000 Dec 31 Trading 29,000
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Closing inventory

2012 £ 2012 f
Dec 31 Trading 3,000 Dec 31 Balance 3,000

The entry of the closing inventory on the credit side of the trading account is, in effect, a deduc-
tion from the purchases on the debit side. As you will see when we look later at the trading
account part of the income statement, the closing inventory is shown as a deduction from the
purchases and the figure then disclosed is described as ‘cost of goods sold’.

It must be remembered that we are concerned here with the very first year of trading when,
for obvious reasons, there is no opening inventory. In Chapter 9, we will examine how to account
for inventory in the later years of a business.

We can now draw up a profit and loss account (which is an ‘account’ opened so that the end-
of-period double entries can be completed). Double entries are then prepared, firstly transferring
the gross profit from the trading account to the credit of the profit and loss account. To do
this, you would change the entry in the trading account to read ‘Gross profit transferred to profit
and loss’:

Trading
2012 f 2012 f
Dec 31 Purchases 29,000 Dec 31 Sales 38,500
31 Gross profit transferred to 31 Closing inventory 3,000
Profit and loss 12,500
41,500 41,500

Then, any revenue account balances, other than sales (which have already been dealt with
in the trading account), are transferred to the credit of the profit and loss account. Typical ex-
amples are commissions received and rent received. In the case of B. Swift, there are no such
revenue accounts.

The costs used up in the year, in other words, the expenses of the year, are then transferred to
the debit of the profit and loss account. (It may also be thought, quite rightly, that, as the fixtures
and fittings have been used during the year with subsequent deterioration of the assets, some-
thing should be charged for this use. This charge is known as ‘depreciation’. The methods for
calculating this are left until Chapter 26.)

The profit and loss account will now appear as follows:

Profit and loss

2012 f 2012 f
Dec 31 Rent 2,400 Dec 31 Gross profit transferred
31 Lighting expenses 1,500 from Trading 12,500
31 General expenses 600
31 Net profit 8,000
12,500 12,500

The expense accounts closed off will now appear as:

Rent

2012 £ 2012 £
Dec 31 Balance 2,400 Dec 31 Profit and loss 2,400



Chapter 7 ® Income statements: an introduction

Lighting expenses

2012 £
Dec 31 Balance 1,500

2012 f
Dec 31 Profit and loss 1,500

General expenses

2012 £
Dec 31 Balance 600

2012 £
Dec 31 Profit and loss 600

You now have all the information you need in order to prepare the income statement for the
year ending 31 December 2012. It looks like this:

Exhibit 7.2
B. Swift
Income statement for the year ending 31 December 2012
f £
Sales 38,500
Less Cost of goods sold:
Purchases 29,000
Less Closing inventory (3,000)
(26,000)
Gross profit 12,500
Less Expenses
Rent 2,400
Lighting expenses 1,500
General expenses 600
(4,500)
Net profit 8,000

Note: ‘Revenue’ is often used instead of ‘Sales’ in this statement.

Effect on the capital account

Although the net profit has been calculated at £8,000 and is shown as a balancing figure on the
debit side of the profit and loss account, no credit entry has yet been made to complete the
double entry. In other accounts, the credit entry would normally be the ‘balance b/d’ at the start
of the next period. However, as net profit increases the capital of the owner, the credit entry
must be made in the capital account by transferring the net profit from the profit and loss
account. (You would change the entry in the profit and loss account from ‘net profit’ to read ‘net
profit transferred to capital’.)

The trading account and the profit and loss account, and, indeed, all the revenue and expense
accounts, can thus be seen to be devices whereby the capital account is saved from being con-
cerned with unnecessary detail. Every sale made at a profit increases the capital of the proprietor,
as does each item of revenue, such as rent received. On the other hand, each sale made at a loss,
or each item of expense, decreases the capital of the proprietor.

Instead of altering the capital after each transaction, the respective bits of profit and loss,
and of revenue and expense, are collected together using suitably described accounts. Then all
the balances are brought together in one financial statement, the ‘income statement’, and the
increase in the capital, i.e. the net profit, is determined. Alternatively, in the case of a net loss, the
decrease in the capital is ascertained.
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The fact that a separate drawings account has been in use can now also be seen to have been
in keeping with the policy of avoiding unnecessary detail in the capital account. There will,
therefore, only be one figure for drawings entered in the debit side of the capital account — the
total of the drawings for the whole of the period.

The capital account, showing these transfers, and the drawings account now closed are as
follows:

Capital
2012 f 2012 f
Dec 31 Drawings 7,000 Jan 1 Cash 20,000
31 Balance c/d 21,000 Dec 31 Net profit 8,000
28,000 28,000

2006

Jan 1 Balance b/d 21,000

Drawings
2012 £ 2012 £
Dec 31 Balance 7,000 Dec 31 Capital 7,000

Bertram Quigley opened a pet shop on 1 January 2012. He invested £10,000 in
the business. The following information was obtained from his accounting
records at the end of the year: Purchases of goods for resale £7,381; Sales
£13,311; Expenses £1,172; Drawings £800; Inventory £410. What is the balance on
Bertram Quigley’s capital account at 31 December 2012?

The balances still in our books

It should be noticed that not all the items in the trial balance have been used in the income state-
ment. The remaining balances are assets or liabilities or capital, they are not expenses or revenue.
These will be used later when a statement of financial position is drawn up. (You’ll remember
learning in Chapter 1 that assets, liabilities and capital are shown in statements of financial position.)

Go back to Chapter 1 to refresh your understanding of assets, liabilities and capital.

Exhibit 7.3 shows the trial balance after the entries to the trading account and the profit and
loss account have been made and the income statement prepared. All the accounts that were
closed off in that process have been removed, and drawings and net profit have been transferred
to the capital account. Notice also that the inventory account, which was not originally in the trial
balance, is in the redrafted trial balance, as the item was not created as a balance in the books
until the trading account was prepared. We will be using this trial balance when we start to look
at statements of financial position in the next chapter.

Note: As the income statement was prepared using all this information, the trial balance shown in
Exhibit 7.3 can also be described as having been prepared following preparation of the income
statement.
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Exhibit 7.3
B. Swift
Trial balance as at 31 December 2012
(after the trading account and the profit and loss account have been completed and the
income statement prepared and the capital account adjusted for net profit and drawings)
Dr Cr
£ £
Fixtures and fittings 5,000
Accounts receivable 6,800
Accounts payable 9,100
Inventory 3,000
Bank 15,100
Cash 200
Capital 21,000
30,100 30,100

Note for students: Now that you have learnt how to prepare a T-account for the trading account
and a T-account for the profit and loss account, we will only rarely ask you to prepare them again.
You should remember how they are used to calculate gross profit and net profit and the typical
entries they may contain. From now on, we will concentrate on producing the financial statement
that combines these two accounts: the income statement.

Note also that under UK GAAP (i.e. UK accounting rules) the income statement was called the
‘profit and loss account’. This confusing use of the same title for a financial statement and for
an account in the ledger caused many problems. However, even though we now use the term
‘income statement’ for the financial statement you may sometimes see such a statement with the
old title, or you may even be asked to prepare a financial statement using that title. If so, remem-
ber that it is the same as the one we call an income statement.

Learning outcomes

You should now have learnt:

1 Why income statements are not part of the double entry system.
2 Why profit is calculated.

3 How to calculate cost of goods sold, gross profit and net profit.
4

The double entries required in order to close off the relevant expense and revenue
accounts at the end of a period and post the entries to the trading account and to
the profit and loss account.

5 How to deal with inventory at the end of a period.
How to prepare an income statement from a trial balance.

7 How to transfer the net profit and drawings to the capital account at the end of a
period.

o~

8 That balances on accounts not closed off in order to prepare the income
statement are carried down to the following period, that these balances
represent assets, liabilities and capital, and that they are entered in the
statement of financial position.
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7.2

7.3

7.4

You only include the costs that were incurred in creating those goods that were sold. These costs
include the cost of buying those goods and any costs incurred in converting goods purchased into
the goods that were sold - for example, the costs of converting raw materials into finished goods.
The only costs you include are those that relate to the goods sold. The costs relating to goods that
have not yet been sold are not included. You do not include other costs of the business, such as
postage, motor expenses, office expenses, salaries of managers, and advertising costs. Nor do you
include any costs relating to the purchase or use of any assets, such as motor vehicles, computers,
machinery, fixtures and fittings, and buildings.

Cost of goods purchased Sales Gross profit/(Gross loss)
£ £ £
A 9,820 10,676 856
B 7,530 14,307 6,777
C 10,500 19,370 8,870
D 9,580 9,350 (230)
E 8,760 17,200 8,440
Other revenues Expenses Net profit/(Net loss)
£ f £
A - 2,622 (1,766)
B 4,280 2,800 8,257
C 500 2,500 6,870
D - 1,780 (2,010)
E 3,260 2,440 9,260

£14,368. That is, £10,000 + £13,311 - (£7,381 — £410) — £1,172 — £800.

Review questions

7.1

From the following trial balance of B. Cork, extracted after one year’s trading, prepare an income
statement for the year ending 31 December 2012. A statement of financial position is not required.

Trial balance as at 31 December 2012

Dr Cr
£ £
Sales 200,500
Purchases 120,800
Salaries 58,600
Motor expenses 2,400
Rent 1,900
Insurance 300
General expenses 170
Premises 95,600
Motor vehicles 17,200
Accounts receivable 26,800
Accounts payable 17,600
Cash at bank 16,400
Cash in hand 600
Drawings 8,400
Capital 131,070

349,170 349,170

Inventory at 31 December 2012 was £15,600.

(Keep your answer; it will be used later in Review Question 8.1.)
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7.2 From the following trial balance of G. Foot after his first year’s trading, you are required to
draw up an income statement for the year ending 30 June 2012. A statement of financial position

is not required.

Trial balance as at 30 June 2012

Dr Cr
£ £
Sales 266,000
Purchases 154,000
Rent 3,800
Lighting and heating expenses 700
Salaries and wages 52,000
Insurance 3,000
Buildings 84,800
Fixtures 2,000
Accounts receivable 31,200
Sundry expenses 300
Accounts payable 16,000
Cash at bank 15,000
Drawings 28,600
Vans 16,000
Motor running expenses 4,600
Capital 114,000
396,000 396,000

Inventory at 30 June 2012 was £18,000.

(Keep your answer; it will be used later in Review Question 8.2.)

7.3A  From the following trial balance of B. Morse drawn-up on conclusion of his first year in
business, draw up an income statement for the year ending 31 December 2013. A statement of

financial position is not required.

Trial balance as at 31 December 2013

Dr Cr
£ f
General expenses 305
Business rates 2,400
Motor expenses 910
Salaries 39,560
Insurance 1,240
Purchases 121,040
Sales 235,812
Car 4,300
Accounts payable 11,200
Accounts receivable 21,080
Premises 53,000
Cash at bank 2,715
Cash in hand 325
Capital 23,263
Drawings 23,400
270,275 270,275

Inventory at 31 December 2013 was £14,486.

(Keep your answer; it will be used later in Review Question 8.3A.)
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7.4A Extract an income statement for the year ending 30 June 2012 for G. Graham. The trial bal-
ance as at 30 June 2012 after his first year of trading was as follows:

Dr Cr
f f

Equipment rental 940

Insurance 1,804

Lighting and heating expenses 1,990

Motor expenses 2,350

Salaries and wages 48,580

Sales 382,420

Purchases 245,950

Sundry expenses 624

Lorry 19,400

Accounts payable 23,408

Accounts receivable 44,516

Fixtures 4,600

Shop 174,000

Cash at bank 11,346

Drawings 44,000

Capital 194,272

600,100 600,100

Inventory at 30 June 2012 was £29,304.
(Keep your answer; it will be used later in Review Question 8.4A.)

7.5 Bill Sankey is a sole proprietor who keeps records of his cash and bank transactions. His trans-
actions for the month of March were as follows:

March 1 Cash in hand £400, Cash at bank £6,000.
4 Sankey received a cheque for £1,200 from W. Abbot which was paid directly into the bank.
This represented sales.
6 Paid wages in cash £60.
8 Sold goods for cash £300.
10 Received cheque from G. Smart for £600, in full settlement of a debt of £640; this was
paid directly into the bank.
11 Paid sundry expenses in cash £48.
14 Purchased goods by cheque for £1,400.
18 Paid J. Sanders a cheque of £190 in full settlement of a debt of £210.
23 Withdrew £25 from the bank to pay the office cleaning company.
24 Paid wages in cash £60.
26 Sold goods for cash £380.
28 Paid salaries by cheque £240.
31 Retained cash amounting to £600 and paid the remainder into the bank.
Required:
(a) Enter the above transactions within T-accounts and bring down the balances.
(b) Assuming no opening accounts receivable, accounts payable, or inventory, prepare an income
statement for the month ended 31 March.

M ‘000”’"’-" lﬂll Need more practice? Instant feedback?

y y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



Statements of financial position

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® explain why statements of financial position are not part of the double entry system

® explain why it is important that account balances are shown under appropriate
headings in the statement of financial position

® explain the meanings of the terms non-current asset, current asset, current
liability, and non-current liability

® describe the sequence in which each of the five main categories of items appear
in the statement of financial position

® describe the sequence in which each non-current asset is entered in the
statement of financial position

® describe the sequence in which each current asset is entered in the statement of
financial position

® draw up a statement of financial position from information given in a trial balance

Introduction

eeccccccccce

In this chapter, you'll learn how to present asset, liability and capital balances in a
statement of financial position and of the importance of adopting a consistent and
meaningful layout.

Contents of the Statement of financial position

In Chapter 1, you learnt that statements of financial position contain details of assets, liabilities
and capital. The items and amounts to be entered in the statement of financial position are found
in the accounting books. As shown in the previous chapter, they comprise those accounts with
balances that were not included in the income statement. All these accounts that continue to
have balances must be assets, capital or liabilities.

Because it is these balances that are entered in the statement of financial position, it used to be
called the ‘balance sheet'. You should be aware of this: you may meet this term in an examination
question or in a textbook — many people still use the old term.

Activity

8.1 Why have the accounts entered into the income statement been removed

from the trial balance? (Hint: it is not because they were entered in that
statement.)
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Let’s look again at the post-income-statement trial balance of B. Swift (from Exhibit 7.3):

Exhibit 8.1
B. Swift
Trial balance as at 31 December 2012
(after the trading account and the profit and loss account have been completed and
the income statement prepared and the capital account adjusted for net profit and drawings)
Dr Cr
2 2
Fixtures and fittings 5,000
Accounts receivable 6,800
Accounts payable 9,100
Inventory 3,000
Bank 15,100
Cash 200
Capital 21,000
30,100 30,100

You'll probably remember seeing examples of statements of financial position in Chapter 1. If not,
this would be a good time to spend a few minutes reading that chapter again.

Based on what you learnt in Chapter 1, let’s now draw up the statement of financial position
for B. Swift as at 31 December 2012.

Exhibit 8.2
B. Swift
Statement of financial position as at 31 December 2012
f
Assets
Fixtures and fittings 5,000
Inventory 3,000
Accounts receivable 6,800
Bank 15,100
Cash 200
Total assets 30,100
Liabilities
Accounts payable (9,100)
Net assets 21,000
Capital 21,000

No double entry in Statements of financial position

After the way we used the double entry system in the previous chapter to prepare the informa-
tion we needed in order to draw up the income statement, it should not surprise you to learn that
statements of financial position are also not part of the double entry system.
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Activity

8.2 Why do you think it is that the statement of financial position is not part of the

double entry system?

When we draw up accounts such as a cash account, a rent account, a sales account, a trading
account, or a profit and loss account, we are preparing them as part of the double entry system.
We make entries on the debit side and the credit side of these accounts.

As with income statements, when we draw up a statement of financial position, we do not enter
anything in the various accounts. We do not actually transfer the fixtures and fittings balance or
the accounts payable balance, or any of the other balances, to the statement of financial position.

All we do is to list the asset, capital and liabilities balances so as to form a statement of finan-
cial position. This means that none of these accounts have been closed off. Nothing is entered in
the ledger accounts.

When the next accounting period starts, these accounts are still open and they all contain bal-
ances. As a result of future transactions, entries are then made in these accounts that add to or
deduct from these opening balances using double entry.

If you see the word ‘account’, you will know that what you are looking at is part of the
double entry system and will include debit and credit entries. If the word ‘account’ is not used, it
is not part of double entry. For instance, the following items are not ‘accounts’, and are therefore
not part of the double entry:

Trial balance: this is a list of the debit and credit balances in the accounts.

Income statement: this is a list of revenues and expenditures arranged so as to produce figures
for gross profit and net profit for a specific period of time.

Statement of this is a list of balances arranged according to whether they are assets, capital

financial position: or liabilities and so depict the financial situation on a specific date.

Layout of the Statement of financial position

Have you ever gone into a shop and found that the goods you were interested in were all mixed
up and not laid out in a helpful or consistent way? You can see an example of this in most large
shops specialising in selling CDs. They mix up some of their inventory, particularly anything on
‘special offer’, so that you need to search through everything in order to find what you want. In
the process of doing so, the shop hopes that you will come across other things that you will buy
that you would otherwise never have thought of. Some of Richard Branson’s first Virgin music
shops in the early 1970s used this technique and it seems to have developed from there as an
effective way to sell music.

Unfortunately, this mix-up presentation technique would be of no benefit to the users of a
statement of financial position. They would never find anything they didn’t set out to find, but
they would still have to go through the hassle of sorting through all the information in order to
produce a meaningful statement of financial position for themselves. Because the statement of
financial position is intended to be helpful and informative, we take great care in ensuring that it
portrays the information it contains in a consistent and meaningful way.

As a result, not only can a user who is only interested in looking at the statement of financial
position of one organisation find it easy to find information within it, other users who look at
lots of different statements of financial position, such as bank managers, accountants and
investors, find it straightforward making comparisons between different statements of financial
position.
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While the statement of financial position layout used in Exhibit 8.2 could be considered use-
ful, it can be improved. Let’s look at how we can do this. Firstly, we’ll look at how assets could
be presented in a more helpful and more meaningful way.

We are going to show the assets under two headings, non-current assets and current assets.

Non-current assets

Non-current assets are assets that:

1 were not bought primarily to be sold; but
2 are to be used in the business; and
3 are expected to be of use to the business for a long time.

Examples: buildings, machinery, motor vehicles, fixtures and fittings.

Non-current assets are listed first in the statement of financial position starting with those the
business will keep the longest, down to those which will not be kept so long. For instance:

Non-current assets

Land and buildings
Fixtures and fittings
Machinery

Motor vehicles

B WN =

Current assets

Current assets are assets that are likely to change in the short term and certainly within twelve
months of the date of the statement of financial position. They include items held for resale at a
profit, accounts receivable, cash in the bank, and cash in hand.

These are listed in increasing order of liquidity — that is, starting with the asset furthest away
from being turned into cash, and finishing with cash itself. For instance:

Current assets

1 Inventory

2 Accounts receivable
3 Cash at bank

4 Cash in hand

Some students feel that accounts receivable should appear before inventory because, at first
sight, inventory would appear to be more easily realisable (i.e. convertible into cash) than
accounts receivable. In fact, accounts receivable can normally be more quickly turned into cash —
you can often factor them by selling the rights to the amounts owed by debtors to a finance
company for an agreed amount.

As all retailers would confirm, it is not so easy to quickly turn inventory into cash. Another
advantage of using this sequence is that it follows the order in which full realisation of the assets
in a business takes place: before there is a sale, there must be an inventory of goods which, when
sold on credit, turns into accounts receivable and, when payment is made by the debtors, turns
into cash.
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Liabilities

There are two categories of liabilities, current liabilities and non-current liabilities.

Current liabilities

Current liabilities are items that have to be paid within a year of the date of the statement of
financial position.

Examples: bank overdrafts, accounts payable resulting from the purchase on credit of goods for

resale.

Non-current liabilities

Non-current liabilities are items that have to be paid more than a year after the date of the
statement of financial position.

Examples: bank loans, loans from other businesses.

A properly drawn up statement of financial position

Exhibit 8.3 shows Exhibit 8.2 drawn up in a more appropriate way. You should also read the
notes following the exhibit.

Exhibit 8.3
B. Swift
Statement of financial position as at 31 December 2012
£ £
Non-current assets
Fixtures and fittings 5,000
Current assets
Inventory 3,000
Accounts receivable 6,800
Bank 15,100
Cash 200
25,100
Total assets 30,100
Current liabilities
Accounts payable (9,100)
Net assets 21,000
Capital
Cash introduced 20,000
Add Net profit for the year 8,000
28,000
Less Drawings (7,000)
21,000
Notes:

(a) There are four categories of entries shown in this statement of financial position. In practice,
the fifth, non-current liabilities, often appears. It is positioned after the current liabilities;
and its total is added to the total of current liabilities to get the figure for total liabilities.
Exhibit 8.4 shows where this would be if B. Swift had any non-current liabilities.
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(b)

The figure for each item within each category should be shown and a total for the category
produced. An example of this is the £25,100 total of current assets. The figures for each
asset are listed, and the total is shown below them.

The total for non-current assets is added to the total for current assets and the total is
labelled ‘total assets’.

The total for current liabilities is added to the total for non-current liabilities and the total
is labelled ‘total liabilities’.

The total liabilities amount is subtracted from the total assets to get an amount labelled ‘net
assets’. This amount will be the same as the total capital (which, in company financial state-
ments, is called ‘total equity’).

You do not write the word ‘account’ after each item.

The owners will be most interested in their capital and the reasons why it has changed
during the period. To show only the final balance of £21,000 means that the owners will
not know how it was calculated. So we show the full details of the capital account.

Look at the date on the statement of financial position. Now compare it with the dates
put on the top of the income statement in the previous chapter. The statement of financial
position is a position statement — it is shown as being at one point in time, e.g. ‘as at
31 December 2012’. The income statement is different. It is for a period of time, in this case
for a whole year, and so it uses the phrase ‘for the year ending’.

Note: the difference between current assets and total liabilities is known as ‘net current assets’ or
‘working capital’ and is the amount of resources the business has in a form that is readily convert-
ible into cash. This figure is not shown in the statement of financial position but is easy to pro-
duce from a completed statement of financial position.

Exhibit 8.4

B. Swift
Statement of financial position as at 31 December 2012
(showing the position of non-current liabilities)

£ f

Non-current assets
Fixtures and fittings 5,000
Current assets
Inventory 3,000
Account receivable 6,800
Bank 15,100
Cash 200

25,100
Total assets 30,100
Current liabilities
Accounts payable 9,100
Non-current liabilities -
Total liabilities (9,100)
Net assets 21,000
Capital
Cash introduced 20,000
Add Net profit for the year 8,000

28,000
Less Drawings (7,000)
Total capital 21,000
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Learning outcomes

You should now have learnt:

1

That all balances remaining on a trial balance after the income statement for a
period has been drawn up are displayed in a statement of financial position dated
‘as at’ the last day of the period.

That the statement of financial position is not part of double entry.

That the statement of financial position starts with non-current assets at the top,
then current assets, then current liabilities, then non-current liabilities,
then capital.

The meanings of the terms non-current asset, current asset, current liability,
and non-current liability.

That you list non-current assets in descending order starting with those that will
remain in use in the business for the longest time.

That you list current assets from top to bottom in increasing order of liquidity.
That current assets less current liabilities are known as ‘net current assets’ or
‘working capital’.

Why the figure for net current assets is very important.

Answers to activities

8.1

8.2

All these accounts should have been closed off when the trading account and the profit and loss
account were completed and the income statement prepared. Only accounts with balances appear
in a trial balance.

A statement of financial position is a financial statement that summarises the position at the end of
a period. It contains all the balances on the accounts held in the accounting books at that time. As
it is prepared after the income statement, all the accounts have already been balanced-off. All we
do with the statement of financial position is copy the balances carried forward from the accounts
and place them in an appropriate position in the statement.
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8.1 Return to Review Question 7.1 and prepare a statement of financial position as at
31 December 2013.

8.2 Return to Review Question 7.2 and prepare a statement of financial position as at 30 June 2012.

8.3A Return to Review Question 7.3A and prepare a statement of financial position as at
31 December 2013.

8.4A Return to Review Question 7.4A and prepare a statement of financial position as at
30 June 2012.

8.5 A. Bell started in business on 1 July 2012, with £60,000 capital in cash. During the first year he
kept very few records of his transactions.
The assets and liabilities of the business at 30 June 2013 were:

£
Freehold premises 80,000
Mortgage on the premises 40,000
Inventory 28,000
Accounts receivable 1,600
Cash and bank balances 3,800
Accounts payable 6,200

During the year, Bell withdrew £12,000 cash for his personal use but he also paid £4,000 received
from the sale of his private car into the business bank account.

Required:
From the above information, prepare a statement of financial position showing the financial posi-
tion of the business at 30 June 2013 and indicating the net profit for the year.

8.6A The following information relates to A. Trader’s business:

Assets and liabilities at 1 January 2012 31 December 2012
f f
Fixtures 18,000 16,200
Account receivable 4,800 5,800
Inventory 24,000 28,000
Accounts payable 8,000 11,000
Cash 760 240
Balance at bank 15,600 4,600
Loan from B. Burton 6,000 2,000
Motor vehicle - 16,000

During the year, Trader had sold private investments for £4,000 which he paid into the business
bank account, and he had drawn out £200 weekly for private use.

Required:
Prepare a statement of financial position as at 31 December 2012 and give the net profit as at that date.

M Accn”’"in lﬂh Need more practice? Instant feedback?
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Income statements and statements
of financial position: further
considerations

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

explain the terms returns inwards, returns outwards, carriage inwards and
carriage outwards

record returns inwards and returns outwards in the income statement

explain the difference between the treatment of carriage inwards and carriage
outwards in the income statement

explain why carriage inwards is treated as part of the cost of purchasing
goods

explain why carriage outwards is not treated as part of the cost of purchasing
goods

prepare an inventory account showing the entries for opening and closing
inventory

prepare an income statement and a statement of financial position containing the
appropriate adjustments for returns, carriage and other items that affect the
calculation of the cost of goods sold

explain why the costs of putting goods into a saleable condition should be
charged to the trading account

Introduction

eeccccccccce

This chapter contains material that many students get wrong in examinations.
Take care as you work through it to understand and learn the points as they are
presented to you.

In this chapter, you’ll learn how to treat goods returned from customers and

goods returned to suppliers in the trading account. You'll also learn how to deal
with the costs of transporting goods into and out of a business. You will learn how to
record inventory in an inventory account and then carry it forward in the account to
the next period. You'll also learn how to enter opening inventory in the trading
account. You'll learn that there are other costs that must be added to the cost of
goods in the trading account. Finally, you'll learn how to prepare an income state-
ment and a statement of financial position when any of these items are included in
the list of balances at the end of a period.
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In Chapter 3, the idea of different accounts for different movements of inventory was intro-
duced. There are four accounts involved. The sales account and the returns inwards account deal
with goods sold and goods returned by customers. The purchases account and the returns out-
wards account deal with goods purchased and goods returned to the supplier respectively. In our
first look at the preparation of a trading account in Chapter 7, returns inwards and returns out-
wards were omitted. This was done deliberately, so that your first sight of income statements
would be as straightforward as possible.

Why do you think organisations bother with the two returns accounts? Why
don’t they just debit sales returned to the sales account and credit purchases
returned to the purchases account?

Just as you may have done yourself, a large number of businesses return goods to their suppliers
(returns outwards) and will have goods returned to them by their customers (returns inwards).
When the gross profit is calculated, these returns will have to be included in the calculations.

Let us look again at the trial balance shown in Exhibit 7.1:

Exhibit 7.1 (extract)

B. Swift
Trial balance as at 31 December 2012
Dr Cr
f f
Sales 38,500
Purchases 29,000

Now, suppose that in Exhibit 7.1 the trial balance of B. Swift, rather than simply containing a
sales account balance of £38,500 and a purchases account balance of £29,000 the balances
included those for returns inwards and outwards:

Exhibit 9.1
B. Swift
Trial balance as at 31 December 2012 (extract)
Dr Cr
f f
Sales 40,000
Purchases 31,200
Returns inwards 1,500
Returns outwards 2,200

Comparing these two exhibits reveals that they amount to the same thing as far as gross profit
is concerned. Sales were £38,500 in the original example because returns inwards had already
been deducted in arriving at the amount shown in Exhibit 7.1. In the amended version, returns



Chapter 9 ® Income statements and statements of financial position: further considerations

inwards should be shown separately in the trial balance and then deducted on the face of the
income statement to get the correct figure for goods sold to customers and kept by them, i.e.
£40,000 — £1,500 = £38,500. Purchases were originally shown as being £29,000. In the new ver-
sion, returns outwards should be deducted to get the correct figure of purchases kept by Swift.
Both the returns accounts are included in the calculation of gross profit, which now becomes:

(Sales less Returns inwards) — (Cost of goods sold less Returns outwards) = Gross profit

The gross profit is therefore unaffected and is the same as in Chapter 7: £12,500.
The trading account section of the income statement will appear as in Exhibit 9.2:

Exhibit 9.2
B. Swift
Trading account section of the income statement for the year ending 31 December 2012
f f
Sales 40,000
Less Returns inwards (1,500)
38,500
Less Cost of goods sold:
Purchases 31,200
Less Returns outwards (2,200)
29,000
Less Closing Inventory (3,000)
(26,000)
Gross profit 12,500

Carriage

If you have ever purchased anything by telephone, by letter or over the Internet, you have prob-
ably been charged for ‘postage and packing’. When goods are delivered by suppliers or sent to
customers, the cost of transporting the goods is often an additional charge to the buyer. In
accounting, this charge is called ‘carriage’. When it is charged for delivery of goods purchased, it
is called carriage inwards. Carriage charged on goods sent out by a business to its customers is
called carriage outwards.

When goods are purchased, the cost of carriage inwards may either be included as a hidden
part of the purchase price, or be charged separately. For example, suppose your business was
buying exactly the same goods from two suppliers. One supplier might sell them for £100 and
not charge anything for carriage. Another supplier might sell the goods for £95, but you would
have to pay £5 to a courier for carriage inwards, i.e. a total cost of £100. In both cases, the same
goods cost you the same total amount. It would not be appropriate to leave out the cost of car-
riage inwards from the ‘cheaper’ supplier in the calculation of gross profit, as the real cost to you
having the goods available for resale is £100.

As a result, in order to ensure that the true cost of buying goods for resale is always included
in the calculation of gross profit, carriage inwards is always added to the cost of purchases in the
trading account.

Carriage outwards is not part of the selling price of goods. Customers could come and collect
the goods themselves, in which case there would be no carriage outwards expense for the seller to
pay or to recharge customers. Carriage outwards is always entered in the profit and loss account
section of the income statement. It is never included in the calculation of gross profit.
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Suppose that in the illustration shown in this chapter, the goods had been bought for the same
total figure of £31,200 but, in fact, £29,200 was the figure for purchases and £2,000 for carriage
inwards. The trial balance extract would appear as in Exhibit 9.3.

Exhibit 9.3
B. Swift
Trial balance as at 31 December 2012 (extract)
Dr Cr
£ £
Sales 40,000
Purchases 29,200
Returns inwards 1,500
Returns outwards 2,200
Carriage inwards 2,000

The trading account section of the income statement would then be as shown in Exhibit 9.4:

Exhibit 9.4
B. Swift
Trading account section of the income statement for the year ending 31 December 2012
f f
Sales 40,000
Less Returns inwards (1,500)
38,500
Less Cost of goods sold:
Purchases 29,200
Less Returns outwards (2,200)
27,000
Carriage inwards 2,000
29,000
Less Closing inventory (3,000)
(26,000)
Gross profit 12,500

It can be seen that the three versions of B. Swift’s trial balance have all been concerned with the
same overall amount of goods bought and sold by the business, at the same overall prices.
Therefore, in each case, the same gross profit of £12,500 has been found.

Before you proceed further, attempt Review Questions 9.1 and 9.2A.

The second year of a business

At the end of his second year of trading, on 31 December 2013, B. Swift draws up another trial
balance.
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Exhibit 9.5
B. Swift
Trial balance as at 31 December 2013
Dr Cr
f f

Sales 67,000
Purchases 42,600
Lighting and heating expenses 1,900
Rent 2,400
Wages: shop assistant 5,200
General expenses 700
Carriage outwards 1,100
Buildings 20,000
Fixtures and fittings 7,500
Accounts receivable 12,000
Accounts payable 9,000
Bank 1,200
Cash 400
Drawings 9,000
Capital 31,000
Inventory (at 31 December 2012) 3,000

107,000 107,000

Adjustments needed for inventory

So far, we have been looking at new businesses only. When a business starts, it has no inventory
brought forward. B. Swift started in business in 2012. Therefore, when we were preparing
Swift’s income statement for 2012, there was only closing inventory to worry about.

When we prepare the income statement for the second year we can see the difference. If you
look back to the income statement in Exhibit 9.4, you can see that there was closing inventory of
£3,000. This is, therefore, the opening inventory figure for 2013 that we will need to incorporate
in the trading account. It is also the figure for inventory that you can see in the trial balance at
31 December 2013.

The closing inventory for one period is always brought forward as the opening inventory for
the next period.

Swift checked his inventory at 31 December 2013 and valued it at that date at £5,500.

We can summarise the opening and closing inventory account positions for Swift over the two
years as follows:

Trading account Year ending Year ending
for the period = 31 December 2012 31 December 2013
Opening inventory 1.1.2012 None

Closing inventory 31.12.2012 £3,000

Opening inventory 1.1.2013 £3,000
Closing inventory 31.12.2013 £5,500
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Inventory account

................................

Before going any further, let’s look at the inventory account for both years:

Inventory
2012 £ 2012 £
Dec 31 Trading 3,000 Dec 31 Balance c/d 3,000
2013 2013
Jan 1 Balance b/d 3,000 Dec 31 Trading 3,000
Dec 31 Trading 5,500 31 Balance c/d 5,500
8,500 8,500

You can see that in 2013 there is both a debit and a credit double entry made at the end of
the period to the trading account. First, the inventory account is credited with the opening inven-
tory amount of £3,000 and the trading account is debited with the same amount. Then, the
inventory account is debited with the closing inventory amount of £5,500 and the trading
account is credited with the same amount.

Thus, while the first year of trading only includes one inventory figure in the trading account,
for the second year of trading both opening and closing inventory figures will be in the calculations.

Let’s now calculate the cost of goods sold for 2013:

£
Inventory of goods at start of year 3,000
Add Purchases 42,600
Total goods available for sale 45,600
Less What remains at the end of the year (i.e. closing inventory) (5,500)
Therefore the cost of goods that have been sold is 40,100

We can look at a diagram to illustrate this:

N/

Goods bought in
the year 2013
£42,600

Exhibit 9.6

Cost of
goods sold
£40,100

Inventory in hand
1.1.2013
£3,000

Remaining inventory
in hand £5,500

You can see that the left-hand container in the exhibit contains all the inventory available to
be sold during the year. In the right-hand container, the closing inventory at the end of the year
is now lying at the bottom and the empty space above it must, therefore, represent the inventory
that has been sold.

The calculation of gross profit can now be done. You know from the trial balance that sales
were £67,000 and from the calculation above that the cost of goods sold was £40,100. Gross
profit is, therefore, £26,900.

Now the income statement and the statement of financial position can be drawn up, as shown
in Exhibits 9.7 and 9.8:
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Exhibit 9.7
B. Swift
Income statement for the year ending 31 December 2013
f f
Sales 67,000
Less Cost of goods sold:
Opening inventory 3,000
Add Purchases 42,600
45,600
Less Closing inventory (5,500)
(40,100)
Gross profit 26,900
Less Expenses:
Wages 5,200
Lighting and heating expenses 1,900
Rent 2,400
General expenses 700
Carriage outwards 1,100
(11,300)
Net profit 15,600
Exhibit 9.8
B. Swift
Statement of financial position as at 31 December 2013
£ f
Non-current assets
Buildings 20,000
Fixtures and fittings 7,500
27,500
Current assets
Inventory 5,500
Accounts receivable 12,000
Bank 1,200
Cash 400
19,100
Total assets 46,600
Current liabilities
Accounts payable (9,000)
Net assets 37,600
Capital
Balance at 1 January 2013 31,000
Add Net profit for the year 15,600
46,600
Less Drawings (9,000)
Total capital 37,600
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Financial statements

Financial statements is the term given to all the summary statements that accountants produce
at the end of accounting periods. They are often called ‘final accounts’, but this term is quite
misleading (as none of the financial statements are ‘accounts’ in the accounting sense).
Nevertheless, some do still refer to them as the ‘final accounts’ or simply as the accounts of a
business. You will, therefore, need to be aware of these terms, just in case you read something
that uses these terms, or your teacher or lecturer, or an examiner, uses them at some time.

Other expenses in the trading account

You already know that carriage inwards is added to the cost of purchases in the trading account.
You also need to add to the cost of goods in the trading account any costs incurred in converting
purchases into goods for resale. In the case of a trader, it is very unusual for any additional costs
to be incurred getting the goods ready for sale.

What costs do you think a trader may incur that would need to be added to the
cost of the goods in the trading account?

For goods imported from abroad it is usual to find that the costs of import duty and insurance
are treated as part of the cost of the goods, along with any costs incurred in repackaging the
goods. Any such additional costs incurred in getting goods ready for sale are debited to the trad-
ing account.

Note: Students often find it difficult to remember how to treat returns and carriage when prepar-
ing the income statement. You need to be sure to learn and remember that all returns, inwards
and outwards, and carriage inwards appear in the calculation of gross profit. Carriage outwards
appears as an expense in the profit and loss account section of the income statement.

A warning

Students lose a lot of marks on the topics covered in this chapter because they assume that the
topics are easy and unlikely to be things that they will forget. Unfortunately, they are fairly easy
to understand, and that is why they are easily forgotten and confused. You would be wise to
make sure that you have understood and learnt everything presented to you in this chapter
before you go any further in the book.

Review questions: the best approach

Before you attempt the review questions at the end of this chapter, you should read the section
on review questions in the Notes for Students (pp. xv-xxiv).
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Learning outcomes

You should now have learnt:

1 That returns inwards should be deducted from sales in the trading account.
2 That returns outwards should be deducted from purchases in the trading

account.

3 That carriage inwards is shown as an expense item in the trading account.
4 That carriage outwards is shown as an expense in the profit and loss account.
5 How to prepare the inventory account and carry forward the balance from one

period to the next.

6 Thatin the second and later years of a business, both opening and closing

inventory are brought into the trading account.

7 That it is normal practice to show cost of goods sold as a separate figure

in the trading account.

8 How to prepare an income statement that includes the adjustments for carriage

inwards and both opening and closing inventory in the trading section and
carriage outwards as an expense in the profit and loss section.

9 That expense items concerned with getting goods into a saleable condition

are charged in the trading account.

10 That where there is import duty or insurance charged on goods purchased,

these costs are treated as part of the cost of goods sold.

Answers to activities

9.1

9.2

Organisations want to know how much they sold as a separate item from how much of those
goods sold were returned. The same goes for purchases and the goods sent back to the supplier. It
is useful to know what proportion of goods sold are returned and whether there is any pattern in
which customers are returning them. On the purchases side, knowing how many times goods have
been returned and the proportion of purchases from individual suppliers that are being returned
helps with monitoring the quality of the goods being purchased. While this information could be
gathered if returns accounts were not used, it would be a more complicated task obtaining it. Most
of all, however, the sales account is a revenue account. Entering returns inwards amounts in the
sales account is contrary to the nature of the sales account. The same holds for returns outwards
and the purchases account, which is an expense account.

In the case of a trader, it is very unusual for any additional costs to be incurred getting the goods
ready for sale. However, a trader who sells clocks packed in boxes might buy the clocks from one
supplier, and the boxes from another. Both of these items would be charged in the trading account
as purchases. In addition, if someone was paid to pack the clocks into the boxes, then the wages
paid for that to be done would also be charged in the trading account as part of the cost of those
goods. Be careful not to confuse this with the wages of shop assistants who sell the clocks. Those
wages must be charged in the profit and loss account because they are selling costs rather than
extra costs incurred getting the goods ready for sale. The wages of the person packing the clocks
would be the only wages in this case that were incurred while ‘putting the goods into a saleable
condition’.
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9.1 From the following information, draw up the trading account section of the income state-
ment of J. Bell for the year ending 31 December 2012, which was his first year in business:

£
Carriage inwards 1,000
Returns outwards 900
Returns inwards 1,300
Sales 165,000
Purchases 120,000
Inventory of goods: 31 December 2012 11,600

9.2A The following information is available for the year ending 31 March 2013. Draw up the
trading account section of the income statement of P. Frank for that year.

f
Inventory: 31 March 2013 52,400
Returns inwards 16,220
Returns outwards 19,480
Purchases 394,170
Carriage inwards 2,490
Sales 469,320

9.3 From the following trial balance of G. Still, draw up an income statement for the year ending
30 September 2013, and a statement of financial position as at that date.

Dr Cr
£ £
Inventory: 1 October 2012 41,600
Carriage outwards 2,100
Carriage inwards 3,700
Returns inwards 1,540
Returns outwards 3,410
Purchases 188,430
Sales 380,400
Salaries and wages 61,400
Warehouse rent 3,700
Insurance 1,356
Motor expenses 1,910
Office expenses 412
Lighting and heating expenses 894
General expenses 245
Premises 92,000
Motor vehicles 13,400
Fixtures and fittings 1,900
Accounts receivable 42,560
Accounts payable 31,600
Cash at bank 5,106
Drawings 22,000
Capital 68,843

484,253 484,253

Inventory at 30 September 2013 was £44,780.
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9.4 The following trial balance was extracted from the books of F. Sorley on 30 April 2013. From
it, and the note about inventory, prepare his income statement for the year ending 30 April 2013,
and a statement of financial position as at that date.

Dr Cr
f £
Sales 210,420
Purchases 108,680
Inventory: 1 May 2012 9,410
Carriage outwards 1,115
Carriage inwards 840
Returns inwards 4,900
Returns outwards 3,720
Salaries and wages 41,800
Motor expenses 912
Rent 6,800
Sundry expenses 318
Motor vehicles 14,400
Fixtures and fittings 912
Accounts receivable 23,200
Accounts payable 14,100
Cash at bank 4,100
Cash in hand 240
Drawings 29,440
Capital 18,827

247,067 247,067

Inventory at 30 April 2013 was £11,290.

9.5A The following is the trial balance of T. Owen as at 31 March 2012. Draw up a set of finan-
cial statements for the year ended 31 March 2012.

Dr Cr
f f
Inventory: 1 April 2011 52,800
Sales 276,400
Purchases 141,300
Carriage inwards 1,350
Carriage outwards 5,840
Returns outwards 2,408
Wages and salaries 63,400
Business rates 3,800
Communication expenses 714
Commissions paid 1,930
Insurance 1,830
Sundry expenses 208
Buildings 125,000
Accounts receivable 45,900
Accounts payable 24,870
Fixtures 1,106
Cash at bank 31,420
Cash in hand 276
Drawings 37,320
Capital 210,516

514,194 514,194

Inventory at 31 March 2012 was £58,440.
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9.6A F.Brown drew up the following trial balance as at 30 September 2011. You are to draft the
income statement for the year ending 30 September 2011 and a statement of financial position as
at that date.

Dr Cr
f f
Capital 49,675
Drawings 28,600
Cash at bank 4,420
Cash in hand 112
Accounts receivable 38,100
Accounts payable 26,300
Inventory: 30 September 2010 72,410
Van 5,650
Office equipment 7,470
Sales 391,400
Purchases 254,810
Returns inwards 2,110
Carriage inwards 760
Returns outwards 1,240
Carriage outwards 2,850
Motor expenses 1,490
Rent 8,200
Telephone charges 680
Wages and salaries 39,600
Insurance 745
Office expenses 392
Sundry expenses 216

468,615 468,615

Inventory at 30 September 2011 was £89,404.

9.7 Enter the following transactions in the ledger of A. Baker and prepare a trial balance at
31 May, together with a calculation of the profit for the month and a statement of financial posi-
tion at 31 May.

May 1 Started in business with £1,500 in the bank and £500 cash.
2 Purchased goods to the value of £1,750 from C. Dunn, agreeing credit terms of 60 days.
3 Bought fixtures and fittings for the bakery for £150, paying by cheque.
6 Bought goods on credit from E. Farnham for £115.
10 Paid rent of £300 paying cash.
12 Bought stationery — cash book and invoices — for £75 - paying by cash.
14 Sold goods on credit, value £125, to G. Harlem.
20 Bought an old van for deliveries for £2,000 on credit from I. Jumpstart.
30 Paid wages of £450 net for the month by cheque.
31 Summarised cash sales for the month and found them to be £2,500. Took a cheque for
£500 as own wages for the month. Banked £2,000 out of the cash sales over the month.
31 Closing inventory was £500.
9.8A Ms Porter’s business position at 1 July was as follows:
f
Inventory 5,000
Equipment 3,700
Creditor (OK Ltd) 500
Debtor (AB Ltd) 300
Bank balance 1,200
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During July, she:

£
Sold goods for cash — paid to bank 3,200
Sold goods to AB Limited 600
Bought goods from OK Ltd on credit 3,900
Paid OK Ltd by cheque 3,000
Paid general expenses by cheque 500
AB Ltd paid by cheque 300

Inventory at 31 July was £6,200

Required:

(@) Open ledger accounts (including capital) at 1 July

(b) Record all transactions

(c) Prepare a trial balance

(d) Prepare an income statement for the period

(e) Prepare a statement of financial position as at 31 July

9.9 From the following trial balance of Kingfire, extracted after one year of operations, prepare
an income statement for the year ending 30 June 2012, together with a statement of financial
position as at that date.

£ £

Sales 35,800
Purchases 14,525
Salaries 2,325
Motor expenses 9,300
Rent and business rates 1,250
Insurances — building 750
— vehicles 1,200
Motor vehicles 10,000
Fixtures 17,500
Cash in hand 500

Cash at bank 1,250
Drawings 12,000

Long-term loan 15,000

Capital 19,275
Accounts receivable 11,725

Accounts payable 9,750

81,075 81,075

Inventory on 30 June 2012 was £3,000.

M Acca"""-n lﬂhm Need more practice? Instant feedback?

V y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Accounting concepts and
assumptions

Learning objectives

eecccccce

After you have studied this chapter, you should be able to:

® describe the assumptions which are made when recording accounting data

® explain why one set of financial statements has to serve many purposes

explain the implications of objectivity and subjectivity in the context of accounting
explain what accounting standards are and why they exist

explain the underlying concepts of accounting

explain how the concepts and assumptions of materiality, going concern,
comparability through consistency, prudence, accruals, separate determination,
substance over form and other concepts and assumptions affect the recording
and adjustment of accounting data and the reporting of accounting information

Introduction

eecccccce

What you have been reading about so far has been concerned with the recording of
transactions in the books and the subsequent preparation of trial balances, income
statements, and statements of financial position. Such recording has been based on
certain assumptions. Quite deliberately, these assumptions were not discussed in
detail at the time. This is because it is much easier to look at them with a greater
understanding after basic double entry has been covered. These assumptions are
known as the concepts of accounting.

The income statements and statements of financial position shown in the previ-
ous chapters were drawn up for the owner of the business. As shown later in the
book, businesses are often owned by more than just one person and these account-
ing statements are for the use of all the owners.

If the financial statements were solely for the use of the owner(s), there would be
no need to adopt a common framework for the preparation and presentation of the
information contained within them. However, as you learnt at the start of this book,
there are a lot of other people who may be interested in seeing these financial
statements, and they need to be able to understand them. It is for this reason that
there has to be a commonly established practice concerning how the information in
the financial statements is prepared and presented.

In this chapter, you will learn about some of the agreed practices that underpin
the preparation of accounting information, and about some of the regulations that
have been developed to ensure that they are adhered to.
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Chapter 10 ® Accounting concepts and assumptions

Objective of financial statements

Financial statements should provide information about the financial position, performance and
changes in the financial position of an entity that is useful to a wide range of users in making eco-
nomic decisions. In order to achieve this objective, financial statements are prepared on the basis
of a number of established concepts and assumptions and must adhere to the rules and pro-
cedures set down in regulations called, ‘accounting standards’.

One set of financial statements for all purposes

If it had always been the custom to draft different financial statements for different purposes,
so that one version was given to a banker, another to someone wishing to buy the business, etc.,
then accounting would be very different from what it is today. However, this has not occurred.
Identical copies of the financial statements are given to all the different external stakeholders,
irrespective of why they wish to look at them.

This means that the banker, the prospective buyer of the business, shareholders, etc. all see
the same income statement and statement of financial position. This is not an ideal situation as
the interests of each party are different and each party seeks different kinds of information from
those wanted by the others. For instance, bank managers would really like to know how much
the assets would sell for if the business ceased trading. They could then see what the possibility
would be of the bank obtaining repayment of its loan or the overdraft. Other people would also
like to see the information in the way that is most useful to them.

This doesn’t sound very ideal for anyone, does it? What benefits do you think
there may be that outweigh these disadvantages of one set of financial
statements for all?

Because everyone receives the same income statement and statement of financial position, in
order to be of any use, all the various stakeholders have to believe that the assumptions upon
which these financial statements are based are valid and appropriate. If they don’t, they won’t
trust the financial statements.

Assume that you are in a class of students and that you have the problem of valuing your
assets, which consist of four textbooks. The first value you decide is based upon how much you
could sell them for. Your own guess is £60, but the other members of your class suggest they
should be valued at anything from £30 to £80.

Suppose that you now decide to put a value on their use to you. You may well think that the
use of these textbooks will enable you to pass your examinations and that you’ll then be able to
get a good job. Another person may have the opposite idea concerning the use of the textbooks.
The use value placed on the textbooks by others in the class will be quite different. Your value
may be higher than those of some of your colleagues and lower than others.

Finally, you decide to value them by reference to cost. You take out the receipts you were
given when you purchased the textbooks, which show that you paid a total of £120 for them. If
the rest of the class does not think that you have altered the receipts, then they will all agree with
you that the value of the books, expressed at original cost, is £120. At last, you have found a way
of valuing the textbooks where everyone agrees on the same figure. As this is the only valuation
that you can all agree upon, each of you decides to use the idea of valuing the asset of textbooks
at their cost price so that you can have a meaningful discussion about what you are worth (in
terms of your assets, i.e. your textbooks) compared with everyone else in the class. It probably
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won’t come as a surprise to you to learn that this is precisely the basis upon which the assets of a
business are valued. Accountants call it the historical cost concept.

@ Objectivity and subjectivity

114

The use of a method which arrives at a value that everyone can agree to because it is based upon
a factual occurrence is said to be objective. Valuing your textbooks at their cost is, therefore,
objective — you are adhering to and accepting the facts. You are not placing your own interpreta-
tion on the facts. As a result, everyone else knows where the value came from and can see that
there is very good evidence to support its adoption.

If, instead of being objective, you were subjective, you would use your own judgement to
arrive at a cost. This often results in the value you arrive at being biased towards your own views
and preferences — as in the example above when the usefulness of the textbooks to you for exam-
inations was the basis of their valuation. Subjective valuations seem right to the person who
makes them, but many other people would probably disagree with the value arrived at, because
it won’t appear to them to be objectively based.

The desire to provide the same set of financial statements for many different parties, and so
provide a basis for measurement that is generally acceptable, means that objectivity is sought in
financial accounting. If you are able to understand this desire for objectivity, then many of the
apparent contradictions in accounting can be understood, because objectivity is at the heart of
the financial accounting methods we all use.

Financial accounting, therefore, seeks objectivity and it seeks consistency in how information
is prepared and presented. To achieve this, there must be a set of rules which lay down the way
in which the transactions of the business are recorded. These rules have long been known as
‘accounting concepts’. A group of these have become known as ‘fundamental accounting concepts’
or ‘accounting principles’ and have been enforced through their incorporation in accounting
standards issued on behalf of the accountancy bodies by accounting standards boards, and by
their inclusion in the relevant legislation governing companies.

Accounting Standards and Financial Reporting Standards
in the UK

At one time, there used to be quite wide differences in the ways that accountants calculated
profits. In the late 1960s a number of cases led to a widespread outcry against this lack of uni-
formity in accounting practice.

In response, the UK accounting bodies formed the Accounting Standards Committee (ASC). It
issued a series of accounting standards, called Statements of Standard Accounting Practice
(SSAPs). The ASC was replaced in 1990 by the Accounting Standards Board (ASB), which also
issued accounting standards, this time called Financial Reporting Standards (FRSs). Both these
forms of accounting standards were compulsory, enforced by company law.

From time to time, the ASB also issued Urgent Issue Task Force Abstracts (UITFs). These
were generally intended to be in force only while a standard was being prepared or an existing
standard amended to cover the topic dealt with in the UITF. Of course, some issues do not merit
a full standard and so a few UITFs were never replaced by a new standard. UITFs carried the
same weight as accounting standards and their application was compulsory for financial state-
ments prepared under UK GAAP - the term for the set of regulations and legislation applicable
to and created for UK financial statements.

SSAPs and FRSs were generally developed with the larger company in mind. In an effort to
make adherence to standards more manageable for smaller companies, in 1997 the ASB issued a



Chapter 10 ® Accounting concepts and assumptions

third category of standard — the Financial Reporting Standard for Smaller Entities (FRSSE). It
was, in effect, a collection of some of the rules from virtually all the other accounting standards.
Small entities could choose whether to apply it or continue to apply all the other accounting
standards.

The authority, scope and application of each document issued by the ASB was announced when
the document was issued. Thus, even though each accounting standard and UITF must be
applied by anyone preparing financial statements under UK GAAP, in some cases certain classes
of organisations were exempted from applying some or all of the rules contained within them.
You can find out more about the work of the ASB and the standards and UITFs currently in
issue at its website (www.frc.org.uk/asb/technical/standards/accounting.cfm).

What benefits do you think there are if all entities adopt the same set of
accounting standards?

In 2005, most companies whose shares were quoted on the London Stock Exchange were
required to switch to International Accounting Standards, and other entities could do so if they
wished. By 2010, many had switched voluntarily to International GAAP. Among those that had
not switched to International GAAP, many had changed from UK GAAP terminology in their
financial statements (such as ‘stock’ and ‘Profit and Loss Account’) to International GAAP
terminology (such as ‘inventory’ and ‘income statement’).

The usefulness of UK accounting standards was clearly in the wane. Consequently, in 2010
the ASB published an exposure draft on the future of financial reporting in the UK and Republic
of Ireland. It proposed a three-tier reporting framework, aimed at balancing the needs of pre-
parers and users of financial statements; and sought to simplify UK standards into a concise,
coherent and updated form. The new framework would be effective from 1 July 2013.

Two draft FRSs were proposed:

® Application of Financial Reporting Requirements, which describes the three-tier system; and

® The Financial Reporting Standard for Medium-sized Entities based on the International
Accounting Standard Board (IASB)’s IFRS for Small and Medium-Sized Enterprises (SMEs),
and applicable to entities which are not small and not publicly accountable.

The proposed three-tier system comprises:

1 Quoted groups will continue to report under international financial reporting standards
(IFRS), as adopted by the EU. In addition, other companies which are ‘publicly accountable’
would also report under IFRS. A company is considered to be ‘publicly accountable’ if its debt
is traded on public markets, or if it holds deposits or manages other people’s money.

2 Other entities other than the smallest companies would report under a new standard based on
the IFRS for SMEs: the FRSME, as it would be called, would comply with UK and EU law
and be designed so as to facilitate tax reporting.

3 The smallest companies, which will continue to use the simplified version of UK standards,
known as the FRSSE.

All existing ASB standards would be replaced under the new system, except the existing FRSSE
and the proposed FRSME.

What do you think the benefits of a change to this new three-tier framework
will be?

115



Part 2 ® The financial statements of sole traders

D

D

116

International Accounting Standards

The Accounting Standards Board deals with the United Kingdom and Ireland. Besides this and

other national accounting boards, there is an international organisation concerned with account-

ing standards. The International Accounting Standards Committee (IASC) was established in

1973 and changed its name to the International Accounting Standards Board (IASB) in 2000.
The need for an TASB was due to:

(a) The considerable growth in international investment. This means that it is desirable to have
similar accounting methods the world over so that investment decisions are more compatible.

(b) The growth in the number of multinational organisations. These organisations have to pro-
duce financial statements covering a large number of countries. Standardisation between
countries makes the accounting work that much easier, and reduces costs.

(¢) As quite a few countries now have their own standard-setting bodies, it is desirable that their
efforts be harmonised.

(d) The need for accounting standards in countries that cannot afford a standard-setting body
of their own.

The work of the IASB is overseen by 22 trustees, six from Europe, six from North America,
six from Asia/Oceania, one from Africa, one from South America, and two from the rest of the
world. The TASB has 15 members and will have 16 from 2012. Its members are appointed by the
Trustees and must reflect an appropriate balance of auditors, financial statement preparers, users
of financial statements and academics.

The TASC issued International Accounting Standards (IASs) and the TASB issues International
Financial Reporting Standards (IFRSs). When the IASC was founded, it had no formal authority
and IASs were entirely voluntary and initially intended for use in countries that either did not
have their own accounting standards or would have had considerable logistical difficulty in
establishing and maintaining the infrastructure necessary to sustain a national accounting stand-
ards board.

While the ASB has been at pains to ensure that most of the provisions of the relevant IASs are
incorporated in existing SSAPs or FRSs and each FRS indicates the level of compliance with the
relevant IAS, there do remain some differences between the two sets of standards. However, as
mentioned in Section 10.4, the ASB is moving to eliminate any significant impact of this situation
by the adoption of international standards by all but the smallest entities.

This textbook describes and discusses the contents of International Accounting Standards,
and the terminology used throughout the book is that typically used under those standards.

Accounting standards and the legal framework

Accounting standards are given legal status under the Companies Acts and comply with European
Union Directives. This ensures that there is no conflict between the law and accounting stand-
ards. Anyone preparing financial statements which are intended to show a ‘true and fair view’
(i.e. truly reflect what has occurred and the financial position of the organisation) must observe
the rules laid down in the accounting standards.

Underlying accounting concepts

A number of accounting concepts have been applied ever since financial statements were first
produced for external reporting purposes. These have become second nature to accountants and
are not generally reinforced, other than through custom and practice.
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The historical cost concept

The need for this has already been described in the textbook valuation example. It means that
assets are normally shown at cost price, and that this is the basis for valuation of the assets.

The money measurement concept

Accounting information has traditionally been concerned only with those facts covered by (a)
and (b) which follow:

(a) it can be measured in monetary units; and
(b) most people will agree to the monetary value of the transaction.

This limitation is referred to as the money measurement concept, and it means that accounting
can never tell you everything about a business. For example, accounting does not show the following:

(c) whether the business has good or bad managers;

(d) whether there are serious problems with the workforce;

(e) whether a rival product is about to take away many of the best customers;

(f) whether the government is about to pass a law which will cost the business a lot of extra
expense in future.

— —

The reason that (c) to (f) or similar items are not recorded is that it would be impossible to work
out a monetary value for them which most people would agree to.

Some people think that accounting and financial statements tell you everything you want to
know about a business. The above shows that this is not the case.

The business entity concept

The business entity concept implies that the affairs of a business are to be treated as being
quite separate from the non-business activities of its owner(s).

The items recorded in the books of the business are, therefore, restricted to the transactions of
the business. No matter what activities the proprietor(s) get up to outside the business, they are
completely disregarded in the books kept by the business.

The only time that the personal resources of the proprietor(s) affect the accounting records of
a business is when they introduce new capital into the business, or take drawings out of it.

The dual aspect concept

This states that there are two aspects of accounting, one represented by the assets of the business
and the other by the claims against them. The concept states that these two aspects are always
equal to each other. In other words, this is the alternate form of the accounting equation:

Assets = Capital + Liabilities

As you know, double entry is the name given to the method of recording transactions under
the dual aspect concept.

The time interval concept

One of the underlying principles of accounting, the time interval concept, is that financial
statements are prepared at regular intervals of one year. Companies which publish further finan-
cial statements between their annual ones describe the others as ‘interim statements’. For internal
management purposes, financial statements may be prepared far more frequently, possibly on a
monthly basis or even more often.
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The TASB Framework lists two assumptions that must be applied if financial statements are to meet
their objectives: the accrual basis (also called the accruals concept) and the going concern concept.

The effects of transactions and other events are recognised when they occur and they are
recorded in the books and reported in the financial statements of the period to which they relate.

Net profit is the difference between revenues and the expenses incurred in generating those
revenues, 1.e.

Revenues — Expenses = Net Profit

Determining the expenses used up to obtain the revenues is referred to as matching expenses
against revenues. The key to the application of the concept is that all income and charges relat-
ing to the financial period to which the financial statements relate should be taken into account
without regard to the date of receipt or payment.

This concept is particularly misunderstood by people who have not studied accounting. To
many of them, actual payment of an item in a period is taken as being matched against the rev-
enue of the period when the net profit is calculated. The fact that expenses consist of the assets
used up in a particular period in obtaining the revenues of that period, and that cash paid in a
period and expenses of a period are usually different, as you will see later, comes as a surprise to
a great number of them.

This assumption requires that adjustments are made to some figures in the trial balance before
the financial statements can be prepared. The process of doing so is covered in Chapter 28.

It is assumed that the business will continue to operate for at least twelve months after the end of
the reporting period.

Suppose, however, that a business is drawing up its financial statements at 31 December
2012. Normally, using the historical cost concept, the assets would be shown at a total value of
£100,000. It is known, however, that the business will be forced to close down in February
2013, only two months later, and the assets are expected to be sold for only £15,000.

In this case it would not make sense to keep to the going concern concept, and so we
can reject the historical cost concept for asset valuation purposes. In the statement of financial
position at 31 December 2012, the assets will be shown at the figure of £15,000. Rejection of the
going concern concept is the exception rather than the rule.

Examples where the going concern assumption should be rejected are:

® if the business is going to close down in the near future;

® where shortage of cash makes it almost certain that the business will have to cease trading;

® where a large part of the business will almost certainly have to be closed down because of a
shortage of cash.

Qualitative characteristics of financial statements

A useful diagram (Exhibit 10.1) illustrating the qualitative characteristics of accounting informa-
tion was included by the ASB in an early draft of its equivalent of the IASB principles (upon
which it was based).
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Exhibit 10.1 The qualitative characteristics of accounting information
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Source: Accounting Standards Board Statement of Principles 1999, © Accounting Standards Board (ASB). Adapted and reproduced with the
kind permission of the Financial Reporting Council. All rights reserved.
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These are the attributes that make the information provided in financial statements useful to
users. There are four principal qualitative characteristics: understandability, relevance, reliability
and comparability.

Understandability

®esecscscscsesesscscscsesessnss s

Information in financial statements should be readily understandable by users.

Relevance

Information in financial statements must be relevant to the decision-making needs of users. To
be relevant, information must influence the economic decisions of users by helping them evaluate
past, present or future events or confirming, or correcting, their past evaluation.

Materiality

Information is material if its omission or misstatement could influence the economic decisions
of users. Materiality depends on the size of the item or error judged in the particular circum-
stances of its omission or misstatement.

Everything that appears in a financial accounting statement should be ‘material’. That is, it
should be of interest to the stakeholders, those people who make use of financial accounting
statements. It need not be material to every stakeholder, but it must be material to a stakeholder
before it merits inclusion.

Accounting does not serve a useful purpose if the effort of recording a transaction in a certain
way is not worthwhile. Thus, if a box of paper-clips was bought it would be used up over a
period of time, and this cost is used up every time someone uses a paper-clip. It is possible to
record this as an expense every time a paper-clip is used but, obviously, the price of a paper-clip
is so small that it is not worth recording it in this fashion, nor is the entire box of paper-clips.
The paper-clips are not a material item and, therefore, the box would be charged as an expense
in the period when it was bought, irrespective of the fact that it could last for more than one
accounting period. In other words, do not waste your time in the elaborate recording of trivial
items.

Similarly, the purchase of a cheap metal ashtray would also be charged as an expense in the
period when it was bought because it is not a material item, even though it may in fact last for
twenty years. A lorry would, however, be deemed to be a material item in most businesses, and
s0, as will be seen in Chapter 26, an attempt is made to charge each period with the cost con-
sumed in each period of its use.

Which fundamental accounting concept is what is being described in the previous
paragraph an example of?

Businesses fix all sorts of arbitrary rules to determine what is material and what is not. There
is no law that lays down what these should be - the decision as to what is material and what is
not is dependent upon judgement. A business may well decide that all items under £100 should
be treated as expenses in the period in which they were bought, even though they may well be in
use in the business for the following 10 years. Another business, especially a large one, may fix
the limit at £1,000. Different limits may be set for different types of item.

It can be seen that the size and the type of business will affect the decisions as to which items
are material. With individuals, an amount of £1,000 may well be more than you, as a student,
possess. For a multi-millionaire, what is a material item and what is not will almost certainly not
be comparable. Just as individuals vary, then, so do businesses. Some businesses have a great
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deal of machinery and may well treat all items of machinery costing less than £1,000 as not
being material, whereas another business which makes about the same amount of profit, but has
very little machinery, may well treat a £600 machine as being a material item as they have fixed
their materiality limit at £250.

Reliability

eesecscccscscsssdes

To be useful, information must also be reliable. To be reliable, information must be free from
material error and bias and able to be depended upon by users to represent faithfully what it
claims to represent.

Faithful representation

A statement of financial position should represent faithfully the transactions and other events
that result in assets, liabilities and equity of the entity at the reporting date.

Substance over form

Transactions and other events must be accounted for and presented in accordance with their
substance and economic reality and not merely their legal form. This is referred to as substance
over form.

The legal form of a transaction can differ from its real substance. Where this happens,
accounting should show the transaction in accordance with its real substance which is, basically,
how the transaction affects the economic situation of the business. This means that accounting
in this instance will not reflect the exact legal position concerning that transaction.

You have not yet come across the best and easiest illustration of this concept. Later in your
studies you may have to learn about accounting for fixed assets being bought on hire purchase.
We will take a car as an example.

® From a legal point of view, the car does not belong to the business until all the hire purchase
instalments have been paid, and an option has been taken up whereby the business takes over
legal possession of the car.

® From an economic point of view, you have used the car for business purposes, just as any
other car owned by the business which was paid for immediately has been used. In this case,
the business will show the car being bought on hire purchase in its ledger accounts and state-
ment of financial position as though it were legally owned by the business, but also showing
separately the amount still owed for it.

In this way, therefore, the substance of the transaction has taken precedence over the legal form
of the transaction.

Neutrality

Information in financial statements must be free of bias.

Prudence

This is the inclusion of a degree of caution in the exercise of the judgement needed in making the
estimates required under conditions of uncertainty (e.g. decisions relating to bad debts and
allowances for doubtful debts), such that assets and income are not overstated and liabilities and
expenses are not understated.

Very often accountants have to use their judgement to decide which figure to take for an
item. Suppose a debt has been owing for quite a long time, and no one knows whether it
will ever be paid. Should the accountant be optimistic and think that it will be paid, or be more
pessimistic?
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It is the accountant’s duty to see that people get the proper facts about a business. The
accountant should make certain that assets are not valued too highly. Similarly, liabilities should
not be shown at values that are too low. Otherwise, people might inadvisedly lend money to a
business, which they would not do if they had been provided with the proper facts.

The accountant should always exercise caution when dealing with uncertainty while, at the
same time, ensuring that the financial statements are neutral — that gains and losses are neither
overstated nor understated — and this is known as prudence.

It is true that, in applying the prudence concept, an accountant will normally make sure that
all losses are recorded in the books, but that profits and gains will not be anticipated by record-
ing them before they should be recorded. Although it emphasises neutrality, many people feel
that the prudence concept means that accountants will normally take the figure relating to un-
realised profits and gains which will understate rather than overstate the profit for a period. That
is, they believe that accountants tend to choose figures that will cause the capital of the business
to be shown at a lower amount rather than at a higher amount.

Do you agree with this view that the prudence concept results in accountants
producing financial statements that understate profits and gains and therefore
present a value for capital that is lower than it should be? Justify your answer.

The recognition of profits at an appropriate time has long been recognised as being in need of
guidelines and these have long been enshrined in what is known as the realisation concept.
This is not so much a separate concept as a part of the broader concept of prudence.

The realisation concept holds to the view that profit and gains can only be taken into account
when realisation has occurred and that realisation occurs only when the ultimate cash realised is
capable of being assessed (i.e. determined) with reasonable certainty. Several criteria have to be
observed before realisation can occur:

® goods or services are provided for the buyer;

® the buyer accepts liability to pay for the goods or services;

® the monetary value of the goods or services has been established;

® the buyer will be in a situation to be able to pay for the goods or services.

Notice that it is not the time

® when the order is received; or
® when the customer pays for the goods.

However, it is only when you can be reasonably certain as to how much will be received that
you can recognise profits or gains.

Of course, recognising profits and gains now that will only be 100 per cent known in future
periods is unlikely to ever mean that the correct amount has been recognised. Misjudgements
can arise when, for example, profit is recognised in one period, and later it is discovered that this
was incorrect because the goods involved have been returned in a later period because of some
deficiency. Also, where services are involved rather than goods, the services might turn out to be
subject to an allowance being given in a later period owing to poor performance.

Activity

10.6 What do you think the accountant should do about these possibilities when
applying the realisation concept?



Chapter 10 ® Accounting concepts and assumptions

The accountant needs to take every possibility into account yet, at the same time, the pru-
dence concept requires that the financial statements are ‘neutral’, that is, that neither gains nor
losses should be overstated or understated.

As you will see if you take your studies to a more advanced stage, there are times other than
on completion of a sale when profit may be recognised. These could include profits on long-term
contracts spanning several years, such as the building of a hotel or a very large bridge. In this
case, profit might be calculated for each year of the contract, even though the work is not
finished at that date.

Completeness

To be reliable, information in financial statements must be complete within the bounds of mater-
iality and cost.

Comparability

Comparability requires consistency. The measurement and display of the financial effect of sim-
ilar transactions and other events must be done in a consistent way throughout an entity and
over time for that entity, and in a consistent way for different entities. Users must be informed of
the accounting policies used in the preparation of the financial statements. They must be
informed of any changes in those policies and of the effects of such changes. Financial statements
must include corresponding information for the preceding periods.

Constraints on relevant and reliable information

Timeliness

Information must be reported in a timely manner.

Balance between benefit and cost

............................................................

The benefits of information should exceed the costs of obtaining it.

Balance between qualitative characteristics

.............................................................................

The aim should be to achieve a balance among the characteristics that best meets the objective of
financial statements — see Section 10.1.

Other assumptions

Separate determination

In determining the aggregate amount of each asset or liability, the amount of each individual
asset or liability should be determined separately from all other assets and liabilities. This is
called separate determination. For example, if you have three machines, the amount at which
machinery is shown in the statement of financial position should be the sum of the values calcu-
lated individually for each of the three machines. Only when individual values have been derived
should a total be calculated.

123



Part 2 ® The financial statements of sole traders

124

Stability of currency

.......

Accounting follows the historical cost concept, so assets are normally shown at their original
cost. This has the effect of distorting the financial statements if inflation has caused the value of
money to change over time — assets purchased 20 years ago for £50,000 would cost considerably
more today, yet they would appear at that cost, not at the equivalent cost today. Users of finan-
cial statements need to be aware of this. There are techniques for eliminating these distortions,
and they are covered in Business Accounting 2.

Accounting concepts and assumptions in action

This is too early a stage in your studies for you to be able to appreciate more fully how these
concepts and assumptions work in practice. It is far better left towards the end of this book and,
therefore, we consider this topic further in Chapter 47.

Learning outcomes

You should now have learnt:

N oM o W

Why one set of financial statements has to serve many purposes.

Why the need for general agreement has given rise to the concepts and
conventions that govern accounting.

The implications of objectivity and subjectivity in the context of accounting.
What accounting standards are and why they exist.

The assumptions which are made when recording accounting data.

The underlying concepts of accounting.

How the concepts and assumptions of materiality, going concern, comparability
through consistency, prudence, accruals, separate determination, substance over
form, and other concepts and assumptions affect the recording and adjustment of
accounting data and the reporting of accounting information.

That an assumption is made that monetary measures remain stable, i.e. that
accounts are not normally adjusted for inflation or deflation.

Answers to activities

10.1

Although this is hardly ideal, at least everyone receives the same basic financial information con-
cerning an organisation and, because all financial statements are prepared in the same way, com-
parison between them is reasonably straightforward. Also, some of the users of these financial
statements have other sources of information, financial and otherwise, about a business — the
banker, for example, will also have access to the financial statements produced for use by the
managers of the business. These ‘'management accounts’ are considerably more detailed than
the financial statements and most bankers insist upon access to them when large sums of money
are involved. (The financial statements produced for internal use are dealt with in Chapter 45.)
The banker will also have information about other businesses in the same industry and about the
state of the market in which the business operates, and will thus be able to compare the per-
formance of the business against that of its competitors.
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10.2 The use of accounting standards does not mean that two identical businesses will show exactly the
same revenue, expenditure and profits year by year in their financial statements. However, it does
considerably reduce the possibilities of very large variations in financial reporting, facilitates com-
parison between entities, and encourages consistency in the preparation of financial statements.

10.3 If all but the smallest companies report under international GAAP, this will reduce training costs of
accountants and reduce the potential for auditing errors. At present, small and medium entities
have a choice of which version of GAAP to apply when preparing their financial statements.
Having all financial statements prepared according to which tier the entity that produced them
lies in, should facilitate interpretation and comparison.

10.4 The accruals assumption (which is also sometimes referred to as the ‘accruals concept’).

10.5 Although accountants do include all the losses that have been identified in the financial state-
ments, they also include all the gains that can be identified with reasonable certainty. In effect, by
doing so, an accountant is being neutral and so, in practice, the amount of capital shown in the
statement of financial position should be a true reflection of the position as known when the
financial statements were produced.

10.6 When applying the realisation concept, the accountant will endeavour to estimate as accurately as
possible the returns or allowances that are reasonably likely to arise and will build that informa-
tion into the calculation of the profit and gains to be recognised in the period for which financial
statements are being prepared.

Review questions

10.1 What is meant by the ‘money measurement concept’?
10.2 Explain the concept of prudence in relation to the recognition of profits and losses.
10.3 Explain the term ‘materiality’ as it is used in accounting.

10.4 'The historical cost convention looks backwards but the going concern convention looks
forwards.’

Required:

(a) Explain clearly what is meant by:
(/) the historical cost convention;
(if) the going concern convention.

(b) Does traditional financial accounting, using the historical cost convention, make the going
concern convention unnecessary? Explain your answer fully.

() Which do you think a shareholder is likely to find more useful — a report on the past or an
estimate of the future? Why?

(Association of Chartered Certified Accountants)
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Books of original entry and ledgers

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® justify the need for books of original entry
® explain what each book of original entry is used for

® describe the process of recording transactions in a book of original entry and
then recording a summary of the transactions involving similar items in a ledger

® distinguish between personal and impersonal accounts

® list the ledgers most commonly used and distinguish between those that are
used for personal accounts and those that are used for impersonal accounts

® explain the broader role of an accountant, the communicator role that lies
beyond the recording and processing of data about transactions

Introduction

eeccccccccce

In this chapter, you will learn about the books in which details of accounting trans-
actions are recorded. You will learn that Day Books and Journals are used to record
all transactions made on credit and that the Cash Book is used to record all cash
and bank transactions. Then, you will learn that these entries are transferred from
the books of original entry to a set of books called Ledgers and that each Ledger is
for a particular type of item and that, by having a set of Ledgers, entries in accounts
of items of a similar nature are recorded in the same place.

@ The growth of the business

When a business is very small, all the double entry accounts can be kept in one book, which we
would call a ‘ledger’. As the business grows it would be impossible just to use one book, as the
large number of pages needed for a lot of transactions would mean that the book would be too
big to handle. Also, suppose we have several bookkeepers. They could not all do their work
properly if there were only one ledger.

The answer to this problem is for us to use more books. When we do this, we put similar
types of transactions together and have a book for each type. In each book, we will not mix
together transactions which are different from one another.
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@ Books of original entry
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When a transaction takes place, we need to record as much as possible of the details of the trans-
action. For example, if we sold four computers on credit to a Mr De Souza for £1,000 per com-
puter, we would want to record that we sold four computers for £1,000 each to Mr De Souza on
credit. We would also want to record the address and contact information of Mr De Souza and
the date of the transaction. Some businesses would also record information like the identity of
the person who sold them to Mr De Souza and the time of the sale.

Books of original entry are the books in which we first record transactions, such as the sale
of the four computers. We have a separate book for each kind of transaction.

Thus, the nature of the transaction affects which book it is entered into. Sales will be entered
in one book, purchases in another book, cash in another book, and so on. We enter transactions
in these books, recording

® the date on which each transaction took place — the transactions should be shown in date
order; and

® details relating to the sale (as listed in the computer example above), which are entered in a
‘details’ column.

Also,

® a folio column entry is made cross-referencing back to the original ‘source document’, e.g. the
invoice; and

® the monetary amounts are entered in columns included in the books of original entry for that
purpose.

Types of books of original entry

Books of original entry are known as either ‘journals’ or ‘day books’. However, in the case of
the last book of original entry shown below, it is always a journal’ and the second last is always
known as the ‘cash book’. The term ‘day book’ is, perhaps, more commonly used, as it more
clearly indicates the nature of these books of original entry — entries are made to them every day.
The commonly used books of original entry are:

® Sales day book (or Sales journal) — for credit sales.

® Purchases day book (or Purchases journal) — for credit purchases.

® Returns inwards day book (or Returns inwards journal) — for returns inwards.

® Returns outwards day book (or Returns outwards journal) — for returns outwards.

® Cash book - for receipts and payments of cash and cheques.

® General journal (or Journal if the term ‘day book’ is used for the other books of original
entry) — for other items.

Most students find it less confusing if ‘day book’ is used rather than ‘journal’, as it makes it
very clear what is meant when someone refers to ‘the journal’. During the remainder of this book,
we will use the term ‘day book’. However, never forget that the term ‘journal’ can always be sub-
stituted for the term ‘day book’. Be sure to remember this. Examiners may use either term.

Using more than one ledger

Entries are made in the books of original entry. The entries are then summarised and the sum-
mary information is entered, using double entry, to accounts kept in the various ledgers of the
business. One reason why a set of ledgers is used rather than just one big ledger is that this
makes it easier to divide the work of recording all the entries between different bookkeepers.
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Why else do you think we have more than one ledger?

@ Types of ledgers

The different types of ledgers most businesses use are:

® Sales ledger. This is for customers’ personal accounts — the accounts receivable.

® Purchases ledger. This is for suppliers’ personal accounts — the accounts payable.
® General ledger. This contains the remaining double entry accounts, such as those relating to

expenses, non-current assets, and capital.

@ A diagram of the books commonly used

All business transactions

y

Classify — put same types of transactions together

D

Credit Credit Returns Returns Cash receipts Other
sales purchases inwards outwards and payments types
\ \ \ \ ) \
Enter in Enter in Enter in Enter in Enter in Enter in
Sales Purchases Returns Returns Cash Book Journal
Day Book Day Book Inwards Outwards
Day Book Day Book

>N\ S

Enter in double entry accounts in the various ledgers
e Sales Ledger

e Purchases Ledger
® General Ledger

@ Description of books used

In the next few chapters we will look at the books used in more detail.
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@ Types of accounts

Some people describe all accounts as personal accounts or as impersonal accounts.

® Personal accounts — these are for debtors and creditors (i.e. customers and suppliers).
® Impersonal accounts — divided between ‘real’ accounts and ‘nominal’ accounts:
— Real accounts — accounts in which possessions are recorded. Examples are buildings,
machinery, fixtures and inventory.
— Nominal accounts — accounts in which expenses, income and capital are recorded.

A diagram may enable you to follow this better:

Accounts
Personal Impersonal
accounts accounts
Accounts Accounts Real accounts Nominal accounts
receivable payable .
for possessions for expenses,
of all kinds income and capital

@ Nominal and private ledgers

The ledger in which the impersonal accounts are kept is known as the Nominal (or ‘General’)
Ledger. In order to ensure privacy for the proprietor(s), the capital, drawings and other similar
accounts are sometimes kept in a Private Ledger. This prevents office staff from seeing details of
items which the proprietors want to keep secret.

Why bother with books of original entry? Why don’t we just enter transactions
straight into the ledgers?

@ The accountant as a communicator
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The impression is often given that all that an accountant does is produce figures arranged in vari-
ous ways. This has led to a perception that accountants are boring, pragmatic people with no
sense of humour. While it is true that such work does take up quite a lot of an accountant’s time,
it does not account for all of a typical accountant’s work. Accountants also need to be good com-
municators, not just in the way they present accounting information on paper, but also in how
they verbally communicate the significance of the information they prepare.

An accountant can obviously arrange the financial figures so as to present the information in
as meaningful a way as possible for the people who are going to use that information. That is,
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after all, what accountants are trained to do. If the financial figures are to be given to several
people, all of whom are very knowledgeable about accounting, an accountant will simply apply
all the conventions and regulations of accounting in order to present the information in the ‘nor-
mal’ accounting way, knowing full well that the recipients of the information will understand it.
On the other hand, accounting figures may well be needed by people who have absolutely no
knowledge at all of accounting. In such a case, a typical accounting statement would be of little or
no use to them. They would not understand it. In this case, an accountant might set out the figures
in a completely different way to try to make it easy for them to grasp. For instance, instead of
preparing a ‘normal’ income statement, the accountant might show the information as follows:

£ £

In the year ended 31 December 2012 you sold goods for 100,000
Now, how much had those goods cost you to buy?

At the start of the year you had inventory costing 12,000

+ You bought some more goods in the year costing 56,000

So altogether you had goods available to sell that cost 68,000

— At the end of the year, you had inventory of goods unsold that cost (6,000)
So, the goods you had sold in the year had cost you 62,000
Let us deduct this from what you had sold the goods for (62,000)

This means that you had made a profit on buying and selling
goods, before any other expenses had been paid, amounting to 38,000

(We call this type of profit the gross profit)

But, during the year, you suffered other expenses such as wages,
rent and electricity. The amount of these expenses, not

including anything you took for yourself, amounted to (18,000)
So, in this year your sales value exceeded all the costs involved in
running the business (so that the sales could be made) by 20,000

(We call this type of profit the net profit)

An accountant is failing to perform his or her role appropriately and effectively if the figures
are not arranged so as to make them meaningful to the recipient. The accountant’s job is not just
to produce figures for the accountant’s own consumption, it is to communicate the results to
other people, many of whom know nothing about accounting.

Reconcile this observation with the standardisation of the presentation of
financial accounting information as contained in accounting standards and the
Companies Acts.

Nowadays, communication skills are a very important part of the accountant’s role. Very
often, the accountant will have to talk to people in order to explain the figures, or send a letter or
write a report about them. The accountant will also have to talk or write to people to find out
exactly what sort of accounting information is needed by them, or to explain to them what sort
of information could be provided.

If accounting examinations contained only computational questions, they would not test the
ability of candidates to communicate in any way other than writing down accounting figures
and, as a result, the examinations would fail to examine these other important aspects of the job.

In recent years much more attention has been paid by examining boards to these other aspects
of an accountant’s work.
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Learning outcomes
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You should now have learnt:

1 That transactions are classified and details about them are entered in the
appropriate book of original entry.

2 That the books of original entry are used as a basis for posting the transactions
in summary form to the double entry accounts in the various ledgers.

3 That there is a set of books of original entry, each of which serves a specific
purpose.

4 That there is a set of ledgers, each of which serves a specific purpose.
5 That accountants need to be good communicators.

Answers to activities
11.1 The most important reason is to aid analysis by keeping similar items together.

11.2 Books of original entry contain all the important information relating to a transaction. Ledgers
just contain a summary. In fact, some of the entries in the ledgers are often just one-line entries
covering an entire month of transactions.

11.3 There really is no conflict so far as financial information prepared for internal use is concerned.
Financial statements produced for consumption by users outside the business do have to conform
to the conventions relating to content and layout. However, those prepared for internal use do
not. There is no reason why they could not be prepared along the lines of the unconventionally
laid-out income statement shown on p. 133. External stakeholders will never receive their financial
statements in this highly user-friendly form. It is simply too much work to customise the financial
statement for every class of stakeholder.

M ‘ccn”’"’-" lﬂh Need more practice? Instant feedback?

.v y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® describe the changes that have occurred in the UK since the late 1960s in the
ways payments can be made

® describe the many alternatives to cheques and cash that currently exist
® describe the credit card payment system

® describe the cheque clearing system

® write a cheque

® explain the effect of various kinds of crossings on cheques

® explain how to endorse a cheque over to someone else

® complete bank pay-in slips

® explain the timing differences between entries in a cash book and those on a
bank statement

Introduction

eeccccccccce

In this chapter, you'll learn about the current UK system for payment of money out
of and into bank accounts. You'll learn about the range of plastic cards in use and
about various alternatives to cheques that have arisen since the 1960s. You will
also learn about the credit card payment system, the cheque clearing system, and
how to prepare cheques and bank pay-in slips.

Twenty-first-century banking

Until quite recently, if individuals wanted money out of their bank accounts, they had to go to
their local branch and use a cheque to withdraw the amount they needed. Now they can go into
their bank, hand over their debit card and withdraw money from their account. Alternatively,
they can use virtually any cash machine to do the same thing.

This alternative to cheques first started in 1967 when Barclays Bank introduced the first ‘auto-
matic teller machines’ (ATMs) or ‘cash machines’. These early ATMs gave cash in exchange for
tokens. In the early 1970s, plastic cards were introduced with magnetic strips that enabled the
ATMs to read the account details and process transactions directly with the accounts held in the
bank. This marked the start of the plastic card revolution in banking and transaction payment.

By the mid 1970s a number of banks had ATMs in the wall outside major branches where
cash could be withdrawn using a Personal Identification Number or ‘PIN’.

At that time, ATMs offered a very limited service — some, for example, only allowed you to
withdraw £10, no matter how much you had in your bank account.
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Why do you think they only offered a limited service at that time?

Gradually, cash machines became more common and by the mid-1980s the facilities they
offered began to include the options to print a mini statement, provide a receipt, and vary the
amount you wished to withdraw. However, you could only use the machines at some of the
branches of your own bank.

ATM facilities now are very much better than 30 years ago. In addition to allowing with-
drawal of funds and informing customers of the balance on their accounts, some ATMs also
allow customers to order cheque books, change their PIN, request statements, pay bills, deposit
funds and order mini statements; and most ATMs allow access to funds ‘24/7’, i.e. 24 hours a
day, 7 days a week. And, for some time, many banks and building societies have allowed their
customers access to their accounts via cash machines owned by other institutions, principally
through the Link network (www.link.co.uk), of which thirty-eight UK financial institutions and
thirteen non-financial institutions are members.

It is hardly surprising that nearly half of all personal cash withdrawals from bank accounts are
now done through an ATM and that over 75 per cent of all cash in circulation comes from an
ATM. In fact, over 35 million people make an average of six withdrawals, each of an average of
£66, from one of the UK’s 63,000 ATMs each month. In a move towards widening accessibility,
over a quarter of ATMs are not located at banks, but in places such as shopping centres, super-
markets, railway stations and airports where obtaining money quickly is important.

At peak times, the Link network handles over 10 billion withdrawals a month and over 1 mil-
lion transactions an hour.

Outside the UK, customers of many UK banks can continue to use their plastic cards in ATMs
through the Visa ‘Plus’ and Mastercard ‘Cirrus’ network.

Cash is still the most popular method of making payments, but use of debit and credit cards is
growing. Direct debits are the most popular form of non-cash payment and debit cards are the
most popular form of payment by plastic card. The situation is changing significantly, as can be
seen by the way it changed between 2001 and 2009, shown in Exhibit 12.1:

Exhibit 12.1
Number of payment transactions by medium (billions) 2001 2009
Debit card purchases 3.0 5.9
Credit and charge card purchases 1.7 2.0
Store cards (estimate) 0.1 <0.1
Plastic card withdrawals at ATMs and branch counters 2.3 2.9
BACS: Direct debits, standing orders, direct credits and CHAPS 3.9 6.2
Cheques 2.4 0.6
Total non-cash (plastic card, automated and paper) 13.5 18.1
Cash payments 26.6 21.4
Post Office order book payments and passbook withdrawals (estimate) 0.7 <0.5
TOTAL 40.8 39.5
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How many different forms of plastic cards do you think there are? Think about
this for a minute and then list as many forms of plastic card as you can. (Note:
this is not a question about how many different credit cards there are. It is about
different forms of plastic cards, of which a credit card is but one example.)

Payments using cash are declining and use of non-cash, other than cheques, is increasing.
Exhibit 12.2 presents another view of how non-cash payment habits have changed, this time
between 1999 and 2009.

Exhibit 12.2

Non-cash transactions volume
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Source: UK Payments Council.

Now let’s look in more detail at some of the features of the UK banking and payments system.

Cheques

The use of cheques in the UK dropped from 11 million per day in 1990, to 3.5 million a day in
2009. Over the five-year period from 2004 to 2009, their use fell by 40 per cent. Cheques are
in terminal decline and are now mainly used for financial transactions, predominantly by
businesses rather than individuals.

Cheques are only rarely used to buy goods: only 0.8 per cent of retail transactions, less than
3 per cent by value — 7 per cent of regular spending — were paid for by cheque. Most retailers
won’t accept them any more.

The comparison with debit card payments shows how unpopular cheques have become with
only 3.5 million cheques written each day, compared with 14.8 million debit card payments. In
terms of the number of cheques written, 577 million personal cheques were written in 2009.

This change in payment media has been reflected by the closure of the UK Domestic Cheque
Guarantee Card Scheme in June 2011, a system that guaranteed a cheque would be honoured
and that the payee would be paid up to the value of the guarantee, typically £200.

The ending of the scheme increases the financial risk of anyone or any business that accepts
payment of small amounts by cheque. This will further reduce the amount of cheques being writ-
ten and it has now been recognised that after 350 years of use, cheques are no longer a viable
option in the UK. As a result, the UK Cheque Clearing System will close in 2018. As shown in
Exhibit 12.3, by 2019, cheques are not expected to be a medium of payment in the UK.
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Exhibit 12.3

Non-cash transaction volumes: 2009 and 2019
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Debit cards

Debit cards were first introduced into the UK in 1987. The most basic debit cards have an ATM
facility. However, many also serve as cheque guarantee cards and as Visa Electron or Maestro
debit cards. These cards allows holders to pay for purchases and, in some shops, withdraw cash
at the checkout. Similarly to cheques, the money spent is automatically withdrawn from the
shopper’s bank account. But, compared to the three-working days it takes for the funds to be
available from a cheque, under the Faster Payments system that was introduced in the UK in
2008, and now accounts for 70 per cent of all inter-bank remote banking payments, debit card
payments are withdrawn from the payer’s account immediately.

More than half the adults in the UK use a debit card. In 1993, 660 million transactions were
conducted using a debit card. By 2002, this had increased to 3 billion transactions. In 2009,
there were 80 million debit cards in use in the UK and every adult uses one 158 times a year —
over 4 billion transactions a year.

Credit cards

The first credit card in the UK, Visa, was issued in 1966. By the end of the 1990s, there were just
under 50 million credit cards in use in the UK. By the end of 2009, this had risen to 64 million.

The growth of the use of credit cards to a large extent reflected the convenience of paying by
card rather than cash, plus the up to 30-days of interest free credit offered by the card issuers,
which meant that credit card users could avoid interest if they found the funds to pay for their
credit card transactions when payment was due to the credit card company, something that
61 per cent of credit card users did in 2009.

The maturing of the credit card market coincided with the emerging dominance of debit cards
as consumers increasingly preferred to charge their day to day expenses direct to their current
accounts during the recession which started in 2007/8. Use of debit cards now vastly exceeds the
use of credit cards in the UK.

Like the use of cheques, credit card use is likely to decline and unlikely to maintain even its
current level. However, it will not cease to be attractive to consumers as an alternative method
of payment in the ‘correct’ circumstances.
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Credit card payment

....................................

The system of payment using credit cards typically involves four parties:

® Card issuers offer credit cards to consumers.

® Merchant acquirers offer credit card acceptance facilities to merchants.
® Merchants sell their merchandise and services to customers.

® Customers use their credit cards to pay for their purchase.

The operation of the system is very simple.

® Once a customer pays for a purchase with a credit card, the card issuer debits the customer’s
credit card account for the amount of the transaction.

® The merchant is reimbursed by the merchant acquirer, who deducts a fee from the amount paid.

® The merchant acquirer is then reimbursed by the card issuer after deducting the card issuer’s fee.

The fee deducted by the merchant acquirer should not be less than the fee deducted by the card
issuer.

Why does the card issuer not charge a higher fee than the merchant acquirer?

Online banking

Since the emergence of the Internet marketplace in the late 1990s, many people have made non-
cash payments using credit cards and debit cards on the Internet, but Internet banking did not
exist until the beginning of this century. When banks began to offer the service, it was swiftly
adopted and, even by as early as 2002, over 6 million adults in the UK were accessing their cur-
rent accounts online.

Online banking is now a 24/7 facility offering balances to be checked, standing orders and
direct debits to be created, bills to be paid, and funds to be transferred between current accounts
and savings accounts. By 2010, 22 million UK adults operated their accounts online, more than
half of the 38 million Internet users in the UK, 31 million of whom access the Internet daily.

Automated payments

There were more than 2.25 billion payments of this type in 2009, more than double the number
in 1999. The two most common payments of this type are direct debits and standing orders.

Direct debits were introduced as a paper-based system in 1967. They enable payments to be
made automatically into a bank account for whatever amount the recipient requests. Initially,
the scheme was managed by BACS Limited, the UK’s automated clearing house. The system it
developed is referred to as ‘BACS’.

Standing orders differ from direct debits in that the amount transferred is stipulated by the
payer, not the payee. They also differ in that they can either be paid through the BACS system,
which involves a delay of three working days from the time of being transferred from the payer’s
account until the funds are available to the payee; or they can be paid through the Faster
Payment system, which makes the funds available to the payee immediately.

Standing orders are becoming increasingly popular, partly because of the recent introduc-
tion of the Faster Payments system but also because consumers are undertaking more transac-
tions of a type suitable for this payment vehicle, such as subscriptions to leisure centres and
health clubs.
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Clearing involves the transmission and settlement of cheque payments between accounts held at
different banks and different branches of the same bank. Clearing generally takes three working
days:

Day 1 Cheques are processed by the bank into which they were paid. Information about
each cheque is then sent electronically through a secure data exchange network (the
Inter Bank Data Exchange) to the clearing centre of the bank on which the cheque is
drawn.

Day 2 Each cheque is physically delivered to an Exchange Centre, where each bank collects all
the cheques drawn on accounts held with it.

Day 3 Bank staff review the cheques presented for payment and decide whether to authorise
payment; and the banks pay each other the net value of the cheques transferred between
them.

.............

The Association for Payment Clearing Services was set up in 1985. It is the umbrella body for
the UK payments industry and it oversees the major UK payment clearing systems and maintains
their operational efficiency and financial integrity.

Cheque and Credit Clearing Company

...................................................................

The Cheque and Credit Clearing Company is responsible for the bulk clearing of cheques and
paper credits throughout Great Britain. Cheque and credit payments in Northern Ireland are
processed locally.

Members of the Cheque and Credit Clearing Company, under the umbrella of APACS, are
individually responsible for processing cheques drawn by or credited to the accounts of their
customers. In addition, several hundred other institutions, such as smaller building societies,
provide cheque facilities for their customers and obtain indirect access to the cheque clearing
mechanisms by means of commercially negotiated agency arrangements with one of the full
members of APACS.

You can find further information about many of the topics so far covered in this chapter at the
APACS website (www.apacs.org.uk) and at the National Statistics website (www.statistics.gov.uk).

Let’s look now at the types of bank account typically in use and at how cheque payments are made.

Types of account

There are two main types of bank account: current accounts and deposit accounts.

..............................

Current accounts may be used for regular payments into and out of a bank account. A cheque
book will be given by the bank to the holder of the account. The cheque book will be used by
the account holder to make payments out of the current account.

So that the account holder can pay money into his/her current account, the holder may also
be given a pay-in book.
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Holders of current accounts are usually also given a multiple use plastic card incorporating a
cheque guarantee card, debit card and ATM card.

Many years ago, banks discovered that customers normally don’t change banks once they
have opened accounts. Their initial response in the 1970s was to encourage students to do so by
offering free gifts, such as loose-leaf folders and note pads. Things have moved on a lot and they
now offer reduced facility current accounts to children, young adults and students, often with
free gifts such as toys, personal organisers, calculators, discount vouchers to be used in retail
stores, and even cash.

Current accounts often earn little or no interest. To gain more interest on funds deposited in a
bank, it is necessary to also open a deposit account.

Deposit accounts

®ecescscccsescscsesescseseses

These accounts generally earn more interest than current accounts and are intended for funds
that will not be accessed on a frequent or regular basis. However, this is now changing with
many banks linking current accounts to deposit accounts (also known as ‘savings accounts’)
so that funds can be transferred from one to the other whenever it is appropriate. Some banks
operate this automatically but most leave it to the account holder to notify the bank, often by
telephone, that a transfer should be made between the accounts.

Cheques

Use of cheques peaked in 1990, since when debit cards and direct debits have swiftly established
themselves as favourite alternatives among private individuals. Nevertheless, they remain the
most common form of payment used by businesses.

Why do you think some businesses still prefer to use cheques?

1 When the bank has agreed to let someone open a current account it obtains a copy of the new
customer’s signature. This allows the bank to verify that cheques used are, in fact, signed by
the customer. The bank then normally issues the new customer with a cheque book. (Note:
some current accounts only offer a debit card and customers have to request a cheque book in
addition if they intend writing cheques.)

2 The cheques can then be used to make payments out of the account. Account holders need to
ensure that they do not make out a cheque for more than they have in their account — post-
dating cheques (i.e. putting a future date on them when sufficient funds will be available) is
not permitted and banks will not process such cheques. If a customer wishes to pay out more
money than is available they should contact the bank first and request an overdraft. The
bank is not obliged to grant an overdraft, though many grant all their customers a minimal
one — perhaps £100 — when they open the current account that they can use if they wish.
(Businesses often have very large overdrafts as this is a cheaper way of financing short-term
borrowing than taking out a formal bank loan.)

3 The person filling in the cheque and using it for payment is known as the drawer. The person
to whom the cheque is paid is known as the payee.
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Why do you think an overdraft is cheaper than a bank loan?

The features of a cheque

............................................

Exhibit 12.4 shows a blank cheque before it is filled in.
On the face of the cheque are various sets of numbers. These are:

914234  Every cheque printed for the Cheshire Bank for your account will be given a different
number, so that individual items can be traced.

09-07-99 Each branch of every bank in the United Kingdom has a different number given to it.
Thus this branch has a ‘code’ number 09-07-99.

058899  Each account with the bank is given a different number. This particular number is kept
only for the account of J. Woodstock at the Stockport branch.

Exhibit 12.4
: 09-07-99
20— . Cheshire Bank Ltd. — 20—
: Stockport Branch
PAYEE ! 324 Low Road, Stockport, Cheshire SK6 8AP

I PAY OR ORDER
£
i J. WOODSTOCK

£ !

914234 ' 914234 09-07-99": 058899
This part is :

E the counterfoil

If a cheque has a counterfoil attached, it can be filled in at the same time as the cheque, show-
ing the information that was entered on the cheque. The counterfoil is then kept as a note of
what was paid, to whom, and when. (Many cheque books don’t have counterfoils. Instead they
contain separate pages where the details can be entered.)

We can now look at the completion of a cheque. Let’s assume that we are paying seventy-two
pounds and eighty-five pence to K. Marsh on 22 May 2013. Exhibit 12.5 shows the completed
cheque.
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Exhibit 12.5
09-07-99
22 Yhay 2013 Cheshire Bank Ltd. 22/ May 20 13
Stockport Branch
PAYEE 324 Low Road, Stockport, ChesHire SK6/SAP
. Marsh
PAY . Marsh OR ORDER
Sevanty-tys pounds §5p
£ 72.55
J. WOODSTOCK
£ 72.55
J- Wrodstock
914234 914234 09-07-99": 058899

In Exhibit 12.5, the drawer is J. Woodstock, and the payee is K. Marsh.

The two parallel lines across the face of the cheque are drawn as a safeguard. If this had not
been done, the cheque would have been an ‘uncrossed cheque’. If this cheque had not been
crossed, a thief could have gone to the Stockport branch of the Cheshire Bank and obtained cash
in exchange for the cheque. When the cheque is crossed it must be paid into a bank account.
Normally, a more secure type of crossing is used.

..............................

Cheques can be further safeguarded by using a specific crossing, i.e. writing a form of instruction
within the crossing on the cheques as shown in Exhibit 12.6:

Exhibit 12.6

These both mean the same thing. They are specific instructions to the banks about the use of
the cheque. There is a third, more common crossing that also means the same thing, ‘Account
Payee’. As it is shorter, it is the one most commonly used. The use of any of these three crossings
means the cheques should be paid only into the account of the payee named. If cheques (whether
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crossed or not) are lost or stolen, the drawer must advise their bank immediately and the
cheques will be ‘stopped’, i.e. payment will not be made on these cheques, provided the drawer
acts swiftly. In addition, if a crossed cheque is lost or stolen it will be of no use to the thief or
finder. This is because it is impossible for this cheque to be paid into any bank account other
than that of the named payee. For obvious reasons, cheques are often printed with the ‘Account
Payee’ crossing on them.

Cheque endorsements

Cheques with the above crossings can only be paid into the bank account of the payee. However,
if the crossing does not contain any of these three terms, a cheque received by someone can be
endorsed over to someone else. The person then receiving the cheque could bank it. This means
that if Adam Smith receives a cheque from John Wilson, he can ‘endorse’ the cheque and hand it to
Petra Jones as payment of money by Smith to Jones. Jones can then pay it into her bank account.

To endorse the cheque, Smith would write the words ‘Pay P. Jones or order’ on the reverse
side of the cheque and then sign underneath it. Jones would then usually bank the cheque, but
she could endorse it over to someone else by adding yet another endorsement and signing it.

A cheque which has been paid to someone, and has passed through their bank account or
been endorsed over by that person to someone else, is legal proof of the fact that payment had
been made. However, cheques do not indicate what the payment was for, and so do not legally
carry the same weight as a receipt.

@ Pay-in slips

When we want to pay money into a current account, either cash or cheques, or both, we use a
pay-in slip. When the payment is into an account held in a different bank, the form is called
a bank giro credit. The two types of form are virtually identical. A bank giro credit can be
used instead of a pay-in slip, but not the other way around, as the details of the other bank need
to be entered on the bank giro credit. Exhibit 12.7 shows a completed bank giro credit.

Counterfoil retained
by Woodstock

Bank giro credit and cash and cheques handed in to bank

Exhibit 12.7
Face of bank giro credit
E pounds pence
Date 22 JNay 2073 i Date 22 Yy 2013 bank giro credit £5 notes and over 20
Cashier’s stamp | Cashier’s stamp Destination Branch Code number £1 coins 3
and initials E and initials estinatio anch L-ode numbe 50p coins 50
' | [ 09.07-99 || Other silver 50
i Bronze coins iz
! Bank
' Chieshire Bank Total cash 23 g2
D Branch Cheques, PO’s etc. | 249 59
A . Stockport (see over)
/c g WOODSTOCK 0 273 57
i Account Name (Block letters) & A/c. No
Cash 23.92 5
Ch :
Po‘?sq:f 249.59 | J- WOODSTOCK 055599
| Paidin by Details for
! advice to
f 27357 E J Woodstock recipient
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Reverse side of bank giro credit

Details of Cheques, P.O.s etc.

for cheques please specify and Bank Code Number H
Drawer’s name as shown in 0
top right corner i

£ RANE # SON 02-55-76 154 75 154 75

J- FALE 05-77-85 65 %4 65 %4
In view of the risk of loss in course of :
. . Total ;
clearing, customers are advised to keep . '
n independent record of the drawers carried 5

a over £ 249 59 : 249 59
of cheques. i

Reverse of counterfoil

J. Woodstock has banked the following items:

Four £5 notes

Three £1 coins

One 50p coin

Other silver 30p

Bronze coins 12p

Cheques received from: Code numbers:
E. Kane & Son £184.15 02-58-76

J. Gale £65.44 05-77-85

Cheque clearing

In Section 12.7, you learnt about the cheque clearing system. Let’s now look at an example of

how cheques paid from one person’s bank account pass into another person’s bank account.
We’ll use the cheque from Exhibit 12.5.

2013
May 22 Woodstock, in Stockport, sends the cheque to K. Marsh, who lives in Leeds. Woodstock
enters the payment in his cash book.
23 Cheque received by Marsh. He deposits it the same day in his bank account at Barclays Bank
in Leeds. Marsh shows the cheque in his cash book as being received and banked on 23 May.
24 The Exchange Centre in London receives it, where the Cheshire Bank collects it. The
Cheshire Bank sends the cheque to their Stockport branch.
25 Staff at the Stockport branch of the Cheshire Bank examine the cheque. If there is
nothing wrong with it, the cheque can now be debited by the bank to J. Woodstock’s
account.

In Chapter 30, we'll be looking at bank reconciliation statements.

What we have looked at so far:

2013
May 22 the day on which Woodstock has made the entry in his cash book
25 the day when the bank makes an entry in Woodstock’s account in respect of the cheque

will become an important part of your understanding of such statements.

145



Part 3

146

Books of original entry

Learning outcomes

You should now have learnt:

1

That the banking sector has been revolutionised by the developments in
computers and information technology over the last 40 years.

That where previously payments could usually only be made by cash or cheque,
there is now a wide range of alternatives, ranging from plastic cards to direct
debits and direct transfers into bank accounts.

That the use of cheques is falling but that they are still a very common form of
payment in business.

4 How the credit card payment system operates.

That cheque clearing is the way in which a cheque goes through the banking
system and is credited to its rightful owner and charged against the drawer’s
bank account.

That it usually takes three days for a cheque payment to reach the account of
the payee.

That a debit card payment will reach the account of the payee immediately.

8 That cash is still the most common form of medium for payments.

10
1

12

13

14
15

That holders of a current account will be normally be issued with a cheque book
and a multiple use plastic card incorporating a cheque guarantee card, debit
card and ATM card.

How to write a cheque.

That crossings on cheques indicate that they must be banked before cash can
be collected for them.

That special crossings on cheques act as instructions to the banker, and are
usually used to ensure that the cheque cannot be used by anyone other than its
rightful owner.

That cheque endorsements enable the rightful owner of the cheque to give it to
someone else.

How to complete a bank pay-in slip.
How to complete a bank giro credit.

Answers to activities

121

12.2

Computers were still very limited in what they could do, particularly in terms of the size of com-
puter needed for even the smallest task. Without the sophisticated programming flexibility of
modern computers, these first age cash machines could only have very limited facilities. There was
also the fairly obvious point that cash machines were a new invention and no one knew at that

time whether the general public would actually use them!

There are many varieties of plastic cards. A list based on one produced by the Association for

Payment Clearing Services (APACS) is listed below:

Affinity card. A credit card where the card issuer makes a donation to an organisation (often a

charity) every time the card is used.
ATM card. A plastic card used in an ATM for cash withdrawals and other bank services.

Business card. Also known as a company or corporate card. A card which companies issue to

staff to pay for business expenses like travel costs.
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Charge card. A payment card that requires the cardholder to settle the account in full at the
end of a specified period, such as American Express and Diners cards. Holders have to pay an
annual fee for the card. (Compare this to a credit card.)

Cheque guarantee card. A card that guarantees settlement of cheques of up to a specified amount.
Credit card. A card enabling the holder to make purchases and to draw cash up to a pre-
arranged limit. The credit granted in a period can be settled in full or in part by the end of a
specified period. Many credit cards carry no annual fee. (Compare this to a charge card.)

Debit card. A card linked to a bank or building society account and used to pay for goods and
services by debiting the holder’s account. Debit cards are usually combined with other facilities
such as ATM and cheque guarantee functions.

Electronic purse. Also known as a prepayment card. This card has a stored cash value which can
be used to purchase goods and services — it is an alternative to cash. The card can be disposable
or re-loadable. Examples include Mondex and VisaCash.

Loyalty card. Cards issued by retailers to promote customer loyalty. Holders earn cash back,
vouchers or discounts. Examples include the Tesco Clubcard and the Boots Advantage card.
Payment card. A generic term for any plastic card (credit, debit, charge, etc.) which may be
used on its own to pay for goods and services or to withdraw cash.

Purchasing card. A payment card issued to businesses, companies or government departments
to make supplier and/or trade payments.

Smart card. A card that holds details on a computer chip instead of a traditional magnetic
stripe. (This is expected to be the normal form of all credit and debit cards in the future.)
Shareholder card. A special form of store card issued to shareholders that operates like a credit
card but gives the holder a discount off all purchases charged to the card. These cards can only be
used in shops owned by the company that issued the card. An example is the Arcadia Group card.
Store card. Also known as a retailer card. A plastic payment card that can be used only in a
specified retailer or group of retailers. An example is the John Lewis Partnership card.

Travel & entertainment card. A plastic payment card which operates similarly to a charge card.

12.3 Each payment is based upon the value of the original transaction. If the merchant acquirer’s fee
were less than the card issuer’s fee, the merchant acquirer would make a loss on the transaction.

12.4 Businesses can’t send employees round to all their suppliers with debit cards. Nor can they insist
that one-off suppliers allow them to pay by direct transfer into the supplier’s bank account.
Cheques remain more convenient in many cases, though there is a definite shift towards using
more modern methods. The most obvious indicator of this is the attempt by many companies to
encourage shareholders to accept their dividend payments as electronic transfers into the share-
holders’ bank accounts.

Customers also still often use cheques, particularly for postal payments for goods purchased by
telephone or mail order and to send deposits on, for example, holidays — and to pay credit card bills!

12.5 Itis not because the rate of interest is lower on overdrafts, it isn't, it is higher! It is because interest
on overdrafts is charged daily on the amount of the overdraft on that date. Bank loans are for
fixed amounts and interest is paid on the full amount each day whether or not the money has
been spent. With an overdraft, customers have the freedom to use as much or as little of the over-
draft as they wish (and so incur interest only on the amount they are overdrawn). In many cases,
they will never actually use the overdraft facility. Also, bank loans must be repaid on a stated date.
Overdrafts are only payable to the bank when the bank demands repayment, which is rare, unless
the individual or business looks likely to have problems paying back the overdraft at some future
date. Thus, overdrafts are cheaper to use than bank loans, they are more flexible, and the bor-
rower doesn’t have to look regularly for other funds to replace them.

M ﬂcl:ﬂllﬂliﬂ lﬂhm Need more practice? Instant feedback?

V g §l  Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Cash books

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® explain the format of two-column and three-column cash books
® enter up and balance-off cash books

® use folio columns for cross-referencing purposes

® make the entries for discounts allowed and discounts received both in the cash
book and, at the end of a period, in the discount accounts in the general ledger

® make similar entries in separate columns in the cash book for other recurring items

Introduction

eeccccccccce

In this chapter, you’ll learn how businesses record cash and cheque transactions in
the cash book. You'll learn that a memorandum column, called the ‘folio column’, is
included in the cash book; and you’'ll learn the reasons why this is done. You will
learn how to make the necessary entries in the cash book and how to include
entries for discounts received from creditors and allowed to debtors, both in the
cash book and in the general ledger.

@ Drawing up a cash book
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The cash book consists of the cash account and the bank account put together in one book. We
used to show these two accounts on different pages of the ledger. Now it is easier to put the two
sets of account columns together. This means that we can record all money received and paid
out on a particular date on the same page.

In the cash book, the debit column for cash is put next to the debit column for bank. The
credit column for cash is put next to the credit column for bank.

Exhibit 13.1 shows how a cash account and a bank account would appear if they had been
kept separately. In Exhibit 13.2, they are shown as if the transactions had, instead, been kept in
a cash book.

The bank column contains details of the payments made by cheque and direct transfer from
the bank account and of the money received and paid into the bank account. The bank will have
a copy of the account in its own books.

Periodically, or on request from the business, the bank sends a copy of the account in its
books to the business. This document is known as the bank statement. When the business
receives the bank statement, it checks it against the bank columns in its cash book to ensure that
there are no errors.
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Exhibit 13.1
Cash
2012 f 2012 f
Aug 2 T.Moore 33 Aug 8 Printing 20
5 K. Charles 25 12 C. Potts 19
15 F. Hughes 37 28 Office stationery 25
30 H.Howe 18 31 Balance c/d 49
113 13
Sept 1 Balance b/d 49
Bank
2012 £ 2012 f
Aug 1 Capital 10,000 Aug 7 Rent 205
3 W.P.Ltd 244 12 F.Small Ltd 95
16 K. Noone 408 26 K. French 268
30 H.Sanders 20 31 Balance c/d 10,104
10,672 10,672
Sept 1 Balance b/d 10,104
Exhibit 13.2
Cash book
Cash Bank Cash Bank
2012 £ f 2012 £ f
Aug 1 Capital 10,000 | Aug 7 Rent 205
2 T. Moore 33 8 Printing 20
3 W.P.Ltd 244 12 C. Potts 19
5 K. Charles 25 12 F.Small Ltd 95
15 F. Hughes 37 26 K. French 268
16 K. Noone 408 28 Office stationery 25
30 H.Sanders 20 31 Balances c/d 49 10,104
30 H.Howe 18 o
13 | 10,672 113 | 10,672
Sept 1 Balances b/d 49 10,104

@ Cash paid into the bank

In Exhibit 13.2, the payments into the bank were cheques received by the business. They have
been banked immediately upon receipt. We must now consider cash being paid into the bank.

1 Let’s look at the position when customers pay their account in cash and, later, a part of this
cash is paid into the bank. The receipt of the cash is debited to the cash column on the date
received, the credit entry being in the customer’s personal account. The cash banked has the
following effect needing action:
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Effect Action

1 Asset of cash is decreased Credit the asset account, i.e. the cash account which is
represented by the cash column in the cash book.

2 Asset of bank is increased Debit the asset account, i.e. the bank account which is
represented by the bank column in the cash book.

A cash receipt of £100 from M. Davies on 1 August 2012 which was followed by the banking
on 3 August of £80 of this amount would appear in the cash book as follows:

Cash book
Cash Bank Cash Bank
2012 £ £ 2012 £ £
Aug 1 M. Davies 100 Aug 3 Bank 80
3 Cash 80

The details column shows entries against each item stating the name of the account in which
the completion of double entry has taken place. Against the cash payment of £80 appears the
word ‘bank’, meaning that the debit of £80 is to be found in the bank column, and the oppo-
site applies.

2 Where the whole of the cash received is banked immediately the receipt can be treated in exactly
the same manner as a cheque received, i.e. it can be entered directly into the bank column.

3 If the business requires cash, it may withdraw cash from the bank. Assuming this is done by
use of a cheque, the business would write out a cheque to pay itself a certain amount in cash.
The bank will give cash in exchange for the cheque over the counter. It could also be done
using a cash card. The effect on the accounts is the same.

The twofold effect and the action required is:

Effect Action

1 Asset of bank is decreased Credit the asset account, i.e. the bank column in the cash book.

2 Asset of cash is increased Debit the asset account, i.e. the cash column in the cash book.

A withdrawal of £75 cash on 1 June 2012 from the bank would appear in the cash book as:

Cash book
Cash Bank Cash Bank
2012 £ £ 2012 £ £
June 1 Bank 75 June 1 Cash 75

Both the debit and credit entries for this item are in the same book. When this happens it is
known as a contra item.
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The use of folio columns

As you have already seen, the details column in an account contains the name of the account in
which the other part of the double entry has been entered. Anyone looking through the books
should, therefore, be able to find the other half of the double entry in the ledgers.

However, when many books are being used, just to mention the name of the other account
may not be enough information to find the other account quickly. More information is needed,
and this is given by using folio columns.

In each account and in each book being used, a folio column is added, always shown on the
left of the money columns. In this column, the name of the other book and the number of the
page in the other book where the other part of the double entry was made is stated against each
and every entry.

So as to ensure that the double entry is completed, the folio column should only be filled in
when the double entry has been completed.

An entry for receipt of cash from C. Kelly whose account was on page 45 of the sales ledger, and
the cash recorded on page 37 of the cash book, would have the following folio column entries:

® in the cash book, the folio column entry would be SL 45
® in the sales ledger, the folio column entry would be CB 37

Note how each of the titles of the books is abbreviated so that it can fit into the space available
in the folio column. Each of any contra items (transfers between bank and cash) being shown on
the same page of the cash book would use the letter ‘¢’ (for ‘contra’) in the folio column. There is
no need to also include a page number in this case.

The act of using one book as a means of entering transactions into the accounts, so as to per-
form or complete the double entry, is known as posting. For example, you ‘post’ items from the
sales day book to the appropriate accounts in the sales ledger and to the sales account and you
‘post’ items from the cash book to the appropriate accounts in the sales ledger.

Why do you think only one account is posted to from the cash book rather than
two, which is what happens with postings from the other day books (i.e. the
other books of original entry)?

Advantages of folio columns

As described in Section 13.3, folio entries speed up the process of finding the other side of the
double entry in the ledgers.

What other advantage can you think of for using a folio column?

Example of a cash book with folio columns

The following transactions are written up in the form of a cash book. The folio columns are
filled in as though all the double entries had been completed to other accounts.
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2012 f
Sept 1 Proprietor puts capital into a bank account for the business. 10,940
2 Received cheque from M. Boon. 315
4 Cash sales. 802
6 Paid rent by cash. 135
7 Banked £50 of the cash held by the business. 50
15 Cash sales paid direct into the bank. 490
23 Paid cheque to S. Wills. 277
29 Withdrew cash from bank for business use. 120
30 Paid wages in cash. 518
Cash book (page 1)
Folio | Cash | Bank Folio | Cash | Bank
2012 f £ | 2012 £ f
Sept 1 Capital GL1 10,940 | Sept 6 Rent GL65 135
2 M. Boon SL98 315 7 Bank ¢ 50
4 Sales GL87 | 802 23 S. Wills PL23 277
7 Cash ¢ 50 29 Cash ¢ 120
15 Sales GL87 490 30 Wages GL39 518
29 Bank ¢ 120 30 Balances c/d 219 11,398
922 11,795 922 11,795
Oct 1 Balances b/d | 219 [11,398

The abbreviations used in the folio column are:

GL =general ledger SL =sales ledger ¢ =contra PL =purchases ledger

Cash discounts

Businesses prefer it if their customers pay their accounts quickly. A business may accept a
smaller sum in full settlement if payment is made within a certain period of time. The amount of
the reduction of the sum to be paid is known as a ‘cash discount’. The term ‘cash discount’ thus
refers to the allowance given for quick payment. It is still called cash discount, even if the
account is paid by cheque or by direct transfer into the bank account.

The rate of cash discount is usually stated as a percentage. Full details of the percentage
allowed, and the period within which payment is to be made, are quoted on all sales documents
by the seller. A typical period during which discount may be allowed is one month from the date
of the original transaction.

Note: Cash discounts always appear in the profit and loss section of the income statement. They
are not part of the cost of goods sold. Nor are they a deduction from selling price. Students often
get this wrong in examinations - be careful!

Discounts allowed and discounts received

A business may have two types of cash discounts in its books. These are:

1 Discounts allowed: cash discounts allowed by a business to its customers when they pay
their accounts quickly.
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2 Discounts received: cash discounts received by a business from its suppliers when it pays

what it owes them quickly.

We can now see the effect of discounts by looking at two examples.

W. Clarke owed us £100. He pays us in cash on 2 September 2012, which is within the time
limit applicable for a 5 per cent cash discount. He pays £100 — £5 = £95 in full settlement of his

account.

Effect

Action

1 Of cash:
Cash is increased by £95.

Asset of accounts receivable is decreased by £95.

Debit cash account, i.e. enter £95 in

debit column of cash book.

Credit W. Clarke £95.

2 Of discounts:

Asset of accounts receivable is decreased by £5.
(After the cash was paid there remained a balance
of £5. As the account has been paid, this asset
must now be cancelled.)

Expense of discounts allowed increased by £5.

Credit W. Clarke £5.

Debit discounts allowed account £5.

The business owed S. Small £400. It pays him by cheque on 3 September 2012, which is within
the time limit laid down by him for a 2'/2 per cent cash discount. The business will pay £400 —

£10 = £390 in full settlement of the account.

Effect

Action

1 Of cheque:
Asset of bank is reduced by £390.

Liability of accounts payable is reduced by £390.

Credit bank, i.e. entry in the credit
bank column for £390.

Debit S. Small’s account £390.

2 Of discounts:

Liability of accounts payable is reduced by £10.
(After the cheque was paid, a balance of £10
remained. As the account has been paid the
liability must now be cancelled.)

Revenue of discounts received increased by £10.

Debit S. Small’s account £10.

Credit discounts received account £10.

The entries made in the business’s books would be:

Cash book (page 32)
Folio | Cash | Bank Folio | Cash | Bank

2012 £ £ 2012 £ £
Sept 2 W. Clarke SL12 95 Sept 3 S.Small PL75 390
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Discounts received (General Ledger page 18)
Folio f
2012
Sept 2 S.Small PL75 10
Discounts allowed (General Ledger page 17)
Folio f
2012
Sept 2 W. Clarke SL12 5
W. Clarke (Sales Ledger page 12)
Folio f Folio f
2012 2012
Sept 1 Balance b/d 100 Sept 2 Cash CB32 95
o 2 Discount GL17 | _5
100 100
S. Small (Purchases Ledger page 75)
Folio f Folio f
2012 2012
Sept 3 Bank CB32 | 390 Sept 1 Balance b/d 400
3 Discount GL18 | _10 -
400 400

It is the accounting custom to enter the word ‘Discount’ in the personal accounts without stating
whether it is a discount received or a discount allowed.

Why do you think it is accounting custom only to enter the word ‘Discount’ in the
personal accounts?

@ Discounts columns in cash book
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The discounts allowed account and the discounts received account are in the general ledger
along with all the other revenue and expense accounts. It has already been stated that every
effort should be made to avoid too many entries in the general ledger. To avoid this, we add two
columns for discount in the cash book.

An extra column is added on each side of the cash book in which the amounts of discounts
are entered. Discounts received are entered in the discounts column on the credit side of the cash
book, and discounts allowed in the discounts column on the debit side of the cash book.

The cash book entries for the two examples so far dealt with would be:

Cash book (page 32)
Folio | Discount | Cash | Bank Folio | Discount | Cash | Bank

2012 £ £ £ 2012 £ iz £
Sept 2 W. Clarke |SL12 5 95 Sept 3 S. Small PL75 10 390

There is no alteration to the method of showing discounts in the personal accounts.
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To make entries in the discounts accounts in the general ledger

.................................................................................................................

At the end of the period:

Total of discounts column on 1
receipts side of cash book

Total of discounts column on
payments side of cash book

I Enter on debit side of discounts allowed account.

} Enter on credit side of discounts received account.

2012 £
May 1 Balances brought down from April:
Cash balance 29
Bank balance 654
Accounts receivable accounts:
B. King 120
N. Campbell 280
D. Shand 40
Accounts payable accounts:
U. Barrow 60
A. Allen 440
R. Long 100
2 B. King pays us by cheque, having deducted 2'/> per cent cash discount £3. 117
8 We pay R. Long his account by cheque, deducting 5 per cent cash discount £5. 95
11 We withdrew £100 cash from the bank for business use. 100
16 N. Campbell pays us his account by cheque, deducting 2'/> per cent discount £7. 273
25 We paid office expenses in cash. 92
28 D. Shand pays us in cash after having deducted 5 per cent cash discount. 38
29 We pay U. Barrow by cheque less 5 per cent cash discount £3. 57
30 We pay A. Allen by cheque less 2'/> per cent cash discount £11. 429
Folio numbers have been included in the solution to make the example more realistic.
Cash book (page 64)
Folio| Discount | Cash | Bank Folio| Discount | Cash | Bank
2012 £ £ £ | 2012 £ £ £
May 1 Balance b/d 29 | 654| May 8 R.Long PL58 5 95
2 B. King SL13 3 117 11 Cash ¢ 100
11 Bank ¢ 100 25 Office GL77 92
16 N. Campbell | SL84 7 273 expenses
28 D. Shand SL91 2 38 29 U. Barrow | PL15 3 57
30 A. Allen PL98 11 429
- N 31 Balances c/d - _75 |_363
12|17 108 1| 167 |1,044
Jun 1 Balances b/d 75| 363
Sales ledger
B. King (page 13)
2012 Folio £ 2012 Folio f
May 1 Balance b/d 120 May 2 Bank CB64 | 117
o 2 Discount CB64 | 3
120 120
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N. Campbell (page 84)
2012 Folio f 2012 Folio f
May 1 Balance b/d 280 May 16 Bank CB64 | 273
- 16 Discount cBe4 | 7
280 280
D. Shand (page 91)
2012 Folio f 2012 Folio f
May 1 Balance b/d 40 May 28 Cash CB64 38
_ 28 Discount CB64 | 2
40 40
Purchases ledger
U. Barrow (page 15)
2012 Folio f 2012 Folio f
May 29 Bank CB64 57 May 1 Balance b/d 60
29 Discount CB64 3 o
60 60
R. Long (page 58)
2012 Folio f 2012 Folio f
May 8 Bank CB64 95 May 1 Balance b/d 100
8 Discount CcBe4 | 5 o
100 100
A. Allen (page 98)
2012 Folio f 2012 Folio f
May 30 Bank CB64 | 429 May 1 Balance b/d 440
30 Discount cB64 | _11 _
a0 7
General ledger
Office expenses (page 77)
2012 ‘ Folio f
May 25 Cash CB64 92
Discounts received (page 88)
2012 ‘ Folio f
May 31 Total for the monthl CB64 19
Discounts allowed (page 89)
2012 Folio f
May 31 Total for the month CB64 12

Is the above method of entering discounts correct?
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You can easily check:

Discounts in ledger accounts Debits Credits
f
Discounts received U. Barrow 3 Discounts received £19
R. Long 5 n
A. Allen 1
19
£
Discounts allowed Discounts allowed £12 B. King 3
T N. Campbell 7
D. Shand 2
12

You can see that proper double entry has been carried out. Equal amounts, in total, have been
entered on each side of the two discount accounts.

Bank overdrafts

A business may borrow money from a bank by means of a bank overdraft. This means that the
business is allowed to pay more out of its bank account than the total amount it has deposited in
the account.

Up to this point, the bank balances have all been money at the bank, so they have all been
assets, i.e. debit balances. When the bank account is overdrawn, the business owes money to the
bank, so the account is a liability and the balance becomes a credit one.

Taking the cash book last shown, suppose that the amount payable to A. Allen was £1,429
instead of £429. The amount in the bank account, £1,044, is exceeded by the amount
withdrawn. We will take the discount for Allen as being £11. The cash book would appear as
follows:

Cash book (page 64)
Discount | Cash | Bank Discount | Cash | Bank
2012 £ f £ 2012 £ £ £
May 1 Balances b/d 29 654 | May 8 R.Long 5 95
2 B.King 3 117 11 Cash 100
11 Bank 100 25 Office

16 N. Campbell 7 273 expenses 92
28 D. Shand 2 38 29 U. Barrow 3 57
31 Balance c/d 30 A. Allen 11 1,429
. | _637 31 Balance c/d o 75 |
12| 167 | 1,681 19 | 167 | 1,681
Jun 1 Balance b/d 75 Jun 1 Balance b/d 637

On a statement of financial position, a bank overdraft is included under the heading ‘current
liabilities’.
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Bank cash books

In the United Kingdom, except for very small organisations, three-column cash books are not
usually used. All receipts, whether of cash or cheques, will be banked daily. A “petty cash book’
will be used for payments of cash. As a result, there will be no need for cash columns in the cash
book itself.

This move towards only recording bank transactions in the cash book is not yet evident in
countries where banking systems are not as developed or as efficient as in the UK.

Multiple column cash book

In Chapter 18, you will learn how to prepare an analytical (or multiple column) petty cash book.
Cash books are often prepared with multiple columns where additional columns are added
for each ledger account to which many entries may be made in a period. As with columns for
discount, this has the advantage of reducing the number of entries made in the accounts in the
general ledger.

Learning outcomes

You should now have learnt:

1 That a cash book consists of a cash account and a bank account put together
into one book.

2 How to enter up and balance a two-column cash book, i.e. one containing a debit
and a credit column for the bank account, and a debit and a credit column for
the cash account.

3 That the bank columns in the cash book are for cheques and any other transfers
of funds that have been made into or out of the bank account.

4 That a folio column is included in the cash book so as to help trace entries made
into accounts in the ledgers and so as to provide assurance that the double
entries have been made.

5 That cash discounts are given to encourage people to pay their accounts within a
stated time limit.

6 That ‘cash discount’ is the name given for discount for quick payment even
where the payment was made by cheque or by direct transfer into the bank
account, rather than by payment in cash.

7 That cash discounts appear in the profit and loss part of the income statement.
8 How to enter up and balance a three-column cash book, i.e. one containing a

debit and a credit column for the bank account, a debit and a credit column for
the cash account, and a debit and a credit column for discount.

9 That the discounts columns in the cash book make it easier to enter up the
books. They act as a collection point for discounts allowed and discounts
received, for which double entry into the general ledger is completed when the
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totals are transferred to the discount accounts in the general ledger, usually
at the end of the month.

10 That a multiple column cash book is often used in order to further reduce the
number of entries made in the general ledger.

11 How to add additional columns to the cash book for frequently recurring items
and make the appropriate entries in them and in the general ledger.

Answers to activities

13.1 Although the cash book is a book of original entry, it is also where the cash account and bank account
are recorded. In effect, it is both a book of original entry and a ledger dedicated to those two
accounts. As a result, each transaction in the cash book is only posted once to another account, the
first part of the entry having been made when the transaction was recorded in the cash book.

13.2 If an entry has not been filled in, i.e. if the folio column is blank against an entry, the double entry
has not yet been made. As a result, looking through the entry lines in the folio columns to ensure
they have all been filled in helps detect such errors quickly.

13.3 It should be quite obvious whether discount is received or allowed. And, more importantly, the
double entry is with the cash book columns for discount, not with either the discount allowed
account or the discount received account in the general ledger. At the end of the period (usually a
month) the totals of the two discount columns in the cash book are posted to the discount
allowed and discount received accounts in the general ledger.

Multiple choice questions: Set 2

Now attempt Set 2 of multiple choice questions. (Answers to all the multiple choice questions are
given in Appendix 2 at the end of this book.)

Each of these multiple choice questions has four suggested answers, (A), (B), (C) and (D). You
should read each question and then decide which choice is best, either (A) or (B) or (C) or (D).
Write down your answers on a separate piece of paper. You will then be able to redo the set of
questions later without having to try to ignore your answers from previous attempts.

MC21 Gross profit is

(A) Excess of sales over cost of goods sold
(B) Sales less purchases

(C) Cost of goods sold + opening inventory
(D) Net profit less expenses of the period

MC22 Net profit is calculated in the

(A) Trading account

(B) Profit and loss account

(C) Trial balance

(D) Statement of financial position

MC23 To find the value of closing inventory at the end of a period we

(A) Do this by physically counting the inventory (i.e. stocktaking)
(B) Look in the inventory account

(©) Deduct opening inventory from cost of goods sold

(D) Deduct cost of goods sold from sales
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-> MC24 The credit entry for net profit is on the credit side of

(A) The trading account

(B) The profit and loss account
(C) The drawings account

(D) The capital account

MC25 Which of these best describes a statement of financial position?

(A) An account proving the books balance
(B) A record of closing entries

(©) A listing of balances

(D) A statement of assets

MC26 The descending order in which current assets should be shown in the statement of finan-
cial position is

(A) Inventory, Accounts receivable, Bank, Cash
(B) Cash, Bank, Accounts receivable, Inventory
(C) Accounts receivable, Inventory, Bank, Cash
(D) Inventory, Accounts receivable, Cash, Bank

MC27 Which of these best describes non-current assets?

(A) Items bought to be used in the business

(B) Items which will not wear out quickly

(C) Expensive items bought for the business

(D) Items having a long life and not bought specifically for resale

MC28 cCarriage inwards is charged to the trading account because

(A) Itis an expense connected with buying goods

(B) It should not go in the statement of financial position
(©) Itis not part of motor expenses

(D) Carriage outwards goes in the profit and loss account

MC29 Given figures showing: Sales £8,200, Opening inventory £1,300, Closing inventory £900,
Purchases £6,400, Carriage inwards £200, the cost of goods sold figure is

(A) £6,800
(B) £6,200
(C) £7,000

(D) Another figure

MC30 The costs of putting goods into a saleable condition should be charged to

(A) The trading account

(B) The profit and loss account

(C) The statement of financial position
(D) None of these

MC31 Ssuppliers’ personal accounts are found in the

(A) Nominal ledger
(B) General ledger
(©) Purchases ledger
(D) Sales ledger
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MC32 The sales day book is best described as

(A) Part of the double entry system
(B) Containing customers’ accounts
(C) Containing real accounts

(D) A list of credit sales

MC33 Which of the following are personal accounts?

(/) Buildings

(ii) Wages

(iiif) Accounts receivable
(iv) Accounts payable

(A) (i) and (iv) only

(B) (ii) and (iii) only
(©) (i) and (iv) only
(D) (ii) and (iv) only

MC34 When Lee makes out a cheque for £50 and sends it to Young, then Lee is known as

(A) The payee

(B) The banker
(C) The drawer
(D) The creditor

MC35 If you want to make sure that your money will be safe if cheques sent are lost in the post,
you should

(A) Not use the postal service

(B) Always pay by cash

(C) Always take the money in person

(D) Cross your cheques ‘Account Payee only, Not Negotiable’

MC36 When depositing money in your current account you should always use

(A) A cheque book
(B) A paying-in slip
(C) A cash book

(D) A general ledger

MC37 A debit balance of £100 in a cash account shows that

(A) There was £100 cash in hand

(B) Cash has been overspent by £100

(C) £100 was the total of cash paid out

(D) The total of cash received was less than £100

MC38 £50 cash taken from the cash till and banked is entered

(A) Debit cash column £50: Credit bank column £50
(B) Debit bank column £50: Credit cash column £50
(C) Debit cash column £50: Credit cash column £50

(D) Debit bank column £50: Credit bank column £50
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- MC39 A credit balance of £200 on the cash columns of the cash book would mean

(A) We have spent £200 more than we have received
(B) We have £200 cash in hand

(C) The bookkeeper has made a mistake

(D) Someone has stolen £200 cash

MC40 ‘Posting’ the transactions in bookkeeping means

(A) Making the first entry of a double entry transaction
(B) Entering items in a cash book

(C) Making the second entry of a double entry transaction
(D) Something other than the above

Review questions

13.1 Write up a two-column cash book for a pine furniture shop from the following details, and
balance it off as at the end of the month:

2012
May 1 Started in business with capital in cash £5,000.

2 Paid rent by cash £500.

3 G. Broad lent us £6,000, paid by cheque.

4 \We paid J. Fine by cheque £900.

5 Cash sales £400.

7 F. Love paid us by cheque £100.

We paid A. Moore in cash £150.

11 Cash sales paid direct into the bank £300.

15 P. Hood paid us in cash £350.

16 We took £2,000 out of the cash till and paid it into the bank account.
19 We repaid R. Onions £1,000 by cheque.

22 Cash sales paid direct into the bank £600.

26 Paid motor expenses by cheque £230.

30 Withdrew £160 cash from the bank for business use.

31 Paid wages in cash £420.

O

13.2A Write up a two-column cash book for a second-hand bookshop from the following:

2013
Nov Balance brought forward from last month: Cash £295; Bank £4,240.
Cash sales £310.

Took £200 out of the cash till and paid it into the bank.

F. Bell paid us by cheque £194.

We paid for postage stamps in cash £80.

Bought office equipment by cheque £310.

We paid L. Root by cheque £94.

Received business rates refund by cheque £115.

11 Withdrew £150 from the bank for business use.

12 Paid wages in cash £400.

13 Cash sales £430.

14 Paid motor expenses by cheque £81.

16 J. Bull lent us £1,500 in cash.

20 K. Brown paid us by cheque £174.

28 We paid general expenses in cash £35.

30 Paid insurance by cheque £320.

ONoOOUThA, WN =
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13.3 A three-column cash book for a wine wholesaler is to be written up from the following
details, balanced-off, and the relevant discount accounts in the general ledger shown.

2012
Mar 1

(o)}

10
12
15
18

21
24
25
29
31

Balances brought forward: Cash £620; Bank £7,142.

The following paid their accounts by cheque, in each case deducting 5 per cent cash
discounts: G. Slick £260; P. Fish £320; T. Old £420 (all amounts are pre-discount).

Paid rent by cheque £430.

F. Black lent us £5,000 paying by cheque.

We paid the following accounts by cheque in each case deducting a 2'/> per cent cash
discount: R. White £720; G. Green £960; L. Flip £1,600 (all amounts are pre-discount).
Paid motor expenses in cash £81.

J. Pie pays his account of £90, by cheque £88, deducting £2 cash discount.

Paid wages in cash £580.

The following paid their accounts by cheque, in each case deducting 5 per cent cash
discount: A. Pony £540; B. Line & Son £700; T. Owen £520 (all amounts are pre-discount).
Cash withdrawn from the bank £400 for business use.

Cash drawings £200.

Paid W. Peat his account of £160, by cash £155, having deducted £5 cash discount.
Bought fixtures paying by cheque £720.

Received commission by cheque £120.

13.4A Enter the following in the three-column cash book of an office supply shop. Balance-off
the cash book at the end of the month and show the discount accounts in the general ledger.

2011
June 1

8
10
12
14
16

20
24
29
30
30

Balances brought forward: Cash £420; Bank £4,940.

The following paid us by cheque, in each case deducting a 5 per cent cash discount:
S. Braga £820; L. Pine £320; G. Hodd £440; M. Rae £1,040.

Cash sales paid direct into the bank £740.

Paid rent by cash £340.

We paid the following accounts by cheque, in each case deducting 2'/> per cent cash
discount: M. Peters £360; G. Graham £960; F. Bell £400.

Withdrew cash from the bank for business use £400.

Cash sales £1,260.

B. Age paid us their account of £280 by cheque less £4 cash discount.

Paid wages by cash £540.

We paid the following accounts by cheque: R. Todd £310 less cash discount £15; F. Dury
£412 less cash discount £12.

Bought fixtures by cheque £4,320.

Bought lorry paying by cheque £14,300.

Received £324 cheque from A. Line.

Cash sales £980.

Bought stationery paying by cash £56.

13.5 0On 1 September, V. Duckworth, a bar manager and entrepreneur, has the following finan-
cial position relating to her activities as a corporate function organiser:

£

Balance at bank 10,000
Accounts receivable — M. Baldwin 5,000
— A. Roberts 2,000

- G. Platt 1,000

Inventory 9,600
Accounts payable — Newton and Ridley 8,200
—J. Duckworth 400
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During September the following events occur:

M. Baldwin settles his account after taking a cash discount of 10 per cent.

A. Roberts is declared bankrupt and no payments are anticipated in respect of the debt.

G. Platt pays in full.

All accounts payable are paid. Newton and Ridley had indicated that, because of the speed of
payment, a 5 per cent quick settlement discount may be deducted from the payment.

HWN =

Required:

(@) Use T-accounts to open a bank account and the accounts for the accounts receivable and
accounts payable at 1 September.

(b) Record the above transactions for September.

(c) Balance-off the accounts at the end of the month.

13.6A At 1 September the financial position of Sara Young's business was:

£

Cash in hand 80
Balance at bank 900
Accounts receivable: AB 200
CcD 500

EF 300

Inventory 1,000
Accounts payable: GH 600
1J 1,400

During September:

The three debtors settled their accounts by cheque subject to a cash discount of 4 per cent.
A cheque for £100 was cashed for office use.

GH was paid by cheque less 7.5 per cent cash discount.

1)'s account was settled, subject to a discount of 5 per cent, by cheque.

5 Wages of £130 were paid in cash.

A WN =

Required:

(@) Open a three-column cash book and the accounts for the accounts receivable and accounts
payable at 1 September.

(b) Record the above transactions for September.

M ‘ccl"""’-” lahm Need more practice? Instant feedback?

V g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



Sales day book and sales ledger

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® distinguish between a cash sale and a credit sale and between the way they are
recorded in the accounting books

® explain why, when credit card payments are received at the time of sale, details
of the customer are not recorded even though a debtor is created at the same
time

draw up a sales invoice

explain why multiple copies are often made of each sales invoice

make the appropriate entries relating to credit sales in a sales day book

make the correct postings from the sales day book to the sales ledger and
general ledger

® explain how trade discounts differ from cash discounts, both in nature and in the
way they are treated in the accounting books

® describe measures that may be taken to exercise credit control over debtors

Introduction

ecccccccccce

In Chapter 11, you learnt that, rather than having only one book of original entry and
only one ledger, most businesses use a set of day books (or journals) and a set of
ledgers. In this chapter, you’ll learn more about the sales day book (or sales journal)
and the sales ledger. You'll also learn how cash and credit sales are entered in
these books, and about trade discounts and how to record them.

@ Cash sales

As you have already learnt, when goods are paid for immediately they are described as ‘cash
sales’, even where the payment has been made by cheque or transfer of funds from the cus-
tomer’s bank account into the seller’s bank account. For accounting purposes, in such cases we
do not need to know the names and addresses of customers nor what has been sold to them and,
as a result, there is no need to enter such sales in the sales day book. The sales day book (and all
the other day books) are only used for credit transactions.
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Other than for accounting purposes, can you think of anything a business might
want to record somewhere outside the accounting records concerning these
transactions?

Credit card payments

When customers pay immediately by credit card, so far as recording details of the customer is
concerned, this is treated as if it were a payment made by cash. No record is required for
accounting purposes concerning the contact details of the customer. However, it is still a credit
transaction and it does result in a debtor being created — the credit card company. The double
entry would be a credit to the sales account and a debit to the credit card company’s account in
the sales ledger.

Credit sales

In all but the smallest business, most sales will be made on credit. In fact, the sales of many busi-
nesses will consist entirely of credit sales. The only major exceptions to this are Internet businesses
(such as Amazon) and retailers (e.g. corner shops and supermarkets), where all sales are paid for
at the time of sale.

For each credit sale, the selling business will give or send a document to the buyer showing
full details of the goods sold and the prices of the goods. This document is an ‘invoice’. It is
known to the buyer as a ‘purchase invoice’ and to the seller as a sales invoice. The seller will
keep one or more copies of each sales invoice for his or her own use.

What uses would the seller have for these copies of the sales invoice?

Exhibit 14.1 is an example of an invoice:

Exhibit 14.1

Your Purchase Order: 10/A/980 J. Blake
INVOICE No. 16554 7 Over Warehouse
Leicester LE1 2AP
1 September 2013
To: D. Poole & Co
45 Charles Street
Manchester M1 5ZN

Per unit Total
i £

21 cases McBrand Pears 20 420
5 cartons Kay's Flour 4 20
6 cases Joy's Vinegar 20 120
560

Terms 1'/4% cash discount

if paid within one month
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You must not think that all invoices will look exactly like the one shown in Exhibit 14.1. Each
business will have its own design. All invoices will be uniquely numbered, usually sequentially,
and they will contain the names and addresses of both the supplier and the customer. In this
case, the supplier is J. Blake and the customer is D. Poole. (A ‘purchase order’ — there’s one
referred to in the top left-hand corner of this sales invoice — is the record or document drawn up
by the customer that the customer referred to or gave the seller when the order was placed with
the seller. It is used by the buyer to check the details of the order against the invoice and against
the goods delivered.)

Copies of sales invoices

As soon as the sales invoices for the goods being sold have been prepared, they are given or sent
to the customer. The copies kept by the seller are created at the same time as the original.

Making entries in the sales day book

From the copy of the sales invoice, the seller enters up the transaction in the sales day book. This
book is merely a list of details relating to each credit sale:

® date

® name of customer

® invoice number

® folio column

® final amount of invoice.

There is no need to show details of the goods sold in the sales day book. This can be found by
looking at copy invoices.

We can now look at Exhibit 14.2, which shows page 26 of a sales day book, starting with the
record of the sales invoice already shown in Exhibit 14.1. (These could have been on any page.
In this example, we are assuming they have been entered on page 26 as pages 1-25 have been
filled with details of earlier transactions.)

Exhibit 14.2
Sales Day Book (page 26)
Invoice No. Folio Amount

2013 f
Sept 1 D.Poole 16554 560
8 T. Cockburn 16555 1,640
28 C. Carter 16556 220
30 D. Stevens & Co 16557 1,100
3,520

@ Posting credit sales to the sales ledger

Instead of having one ledger for all accounts, we now have a separate sales ledger for credit sale
transactions. This was described in Chapter 11.
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1 The credit sales are now posted, one by one, to the debit side of each customer’s account in
the sales ledger.

2 At the end of each period the total of the credit sales is posted to the credit of the sales
account in the general ledger.

This is now illustrated in Exhibit 14.3.

Exhibit 14.3 Posting credit sales

Each sale posted separately T Total only to Sales Account
ales Day Boo

Book of original entry for credit sales

Sales Ledger General Ledger
Customer’s Account Sales Account
> Debit Credit Debit Credit |¢

@ An example of posting credit sales

The sales day book in Exhibit 14.2 is now shown again. This time, posting is made to the sales
ledger and the general ledger. Notice the completion of the folio columns with the reference

numbers.
Sales Day Book (page 26)
Invoice No. Folio Amount
2013 £
Sept 1D. Poole 16554 SL 12 560
8 T. Cockburn 16555 SL 39 1,640
28 C. Carter 16556 SL 125 220
30 D. Stevens & Co 16557 SL 249 1,100
Transferred to Sales Account GL 44 3,520
Sales Ledger
D. Poole (page 12)
2013 Folio f
Sept 1 Sales SB 26 560
T. Cockburn (page 39)
2013 Folio £
Sept 8 Sales SB 26 1,640
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C. Carter (page 125)
2013 Folio £
Sept 28 Sales SB 26 220
D. Stevens & Co (page 249)
2013 Folio £
Sept 30 Sales SB 26 1,100

General Ledger

Sales (page 44)
2013 Folio f
Sept 30 Creditsales for SB26 | 3,520
the month

Before you continue you should attempt Review Question 14.1.

Trade discounts

Suppose you are the proprietor of a business. You are selling to three different kinds of customer:

1 traders who buy a lot of goods from you;
2 traders who buy only a few items from you;
3 the general public (direct).

The traders themselves have to sell the goods to the general public in their own areas. They have
to make a profit to help finance their businesses, so they will want to pay you less than the retail
price (i.e. the price at which the goods are sold to the general public).

The traders who buy in large quantities will not want to pay as much as those traders who
buy in small quantities. You want to attract large customers like these, so you are happy to sell
to these traders at a lower price than the price you charge the other customers.

This means that your selling prices are at three levels:

1 to traders buying large quantities;
to traders buying small quantities; and
3 to the general public.

(9]

Let’s use an example to illustrate this. You sell a food mixing machine. The basic price is
£200. The traders who buy in large quantities are given 25 per cent trade discount. The other
traders are given 20 per cent, and the general public get no trade discount. The price paid by
each type of customer would be:

Trader 1 Trader 2 General Public
£ £ £
Basic price 200 200 200
Less Trade discount (25%) (50) (20%) (40) _nil
Price to be paid by customer 150 160 200

You could deal with this by having three price lists, and many businesses do. However, some
use trade discounts instead. This involves having only one price list but giving a trade discount
to traders so that they are invoiced for the correct price.

169



Part 3 ® Books of original entry

Exhibit 14.4 is an example of an invoice for a food manufacturer and retailer that shows how
trade discount is presented clearly and the trade discounted price easily identified. It is for the
same items as were shown in Exhibit 14.1 as having been sold to D. Poole. In that example, the
seller operated a different price list for each category of customer. This time the seller is R. Grant
and trade discount is used to adjust the selling price to match the category of customer.

Exhibit 14.4

To: D. Poole & Co
45 Charles Street
Manchester M1 5ZN

Your Purchase Order: 11/A/G80

INVOICE No. 30756

R. Grant

Higher Side
Preston PR1 2NL
2 September 2013

Tel (01703) 33122
Fax (01703) 22331

Per unit Total

£ £
21 cases McBrand Pears 25 525
5 cartons Kay's Flour 5 25
6 cases Joy's Vinegar 25 150
700
Less 20% trade discount (140)
560

By comparing Exhibits 14.1 and 14.4, you can see that the amount paid by D. Poole was the
same. It is simply the method of calculating it and presenting it in the exhibit that is different.

@ No double entry for trade discounts

As trade discount is simply a way of calculating sales prices, no entry for trade discount should
be made in the double entry records, nor in the sales day book. The recording of Exhibit 14.4 in

R. Grant’s sales day book and D. Poole’s personal account will be:

Sales Day Book (page 87)
Invoice No. Folio Amount
2013 f
Sept 2 D. Poole 30756 SL 32 560
Sales Ledger
D. Poole (page 32)

2013 ‘ Folio £
Sept 2 Sales SB 87 560
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To compare with cash discounts:

® Trade discounts: never shown in double entry accounts, nor in the income statement.
® Cash discounts: always shown in double entry accounts and in the profit and loss part of the
income statement.

Be very careful about this topic. Students often get confused between the treatment of trade
discount and the treatment of cash discount. Remember, it is trade discount that is not entered
anywhere in either the ledger accounts or the financial statements. Cash discount appears in the
cash book and is always shown in the financial statements.

Manufacturer’s recommended retail price

Looking at an item displayed in a shop window, you will frequently see something like the
following:

50 inch HD LCD TV

Manufacturer’'s Recommended Retail Price £1,200
Less discount of 20 per cent (240)
You pay only £960

Very often the manufacturer’s recommended retail price is a figure above what the manufacturer
would expect the public to pay for its product. In the case of the TV, the manufacturer would
probably have expected the public to pay around £960 for the TV.

The inflated figure used for the ‘manufacturer’s recommended retail price’ is simply a sales
gimmick. Most people like to believe they are getting a bargain. They feel happier about making
a purchase like this if they are told they are getting ‘20 per cent discount’ and pay £960 rather
than being told that the price is £960 and that they cannot get any discount.

Credit control

Any organisation which sells goods on credit should keep a close check to ensure that debtors
pay their accounts on time. If this is not done properly, the amount of accounts receivables can
grow to a level that will make the business short of cash. Businesses that grow too short of cash
will fail, no matter how profitable they may be.

The following procedures should be carried out:

1 A credit limit should be set for each debtor. Debtors should not be allowed to owe more than
their credit limit. The amount of the limit will depend on the circumstances. Such things as the
size of the customer’s business and the amount of business done with it, as well as its past
record of payments, will help guide the choice of credit limit. Credit rating agencies may be
used to assess the credit worthiness of customers before credit is granted.

2 As soon as the payment date set by the seller has been reached, a check should be made to
verify whether the debtor has paid the amount due. Failure to pay on time may trigger a
refusal to supply any more goods to the customer until payment is received, even if the cus-
tomer’s credit limit has not been reached.

3 Where payment is not forthcoming, after investigation it may be necessary to take legal action
to sue the customer for the debt. This will depend on the circumstances.

4 It is important that the customer is aware of what will happen if the amount due is not paid
by the deadline set by the seller.
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Books of original entry

Learning outcomes

You should now have learnt:

1
2

That ‘sales day book’ and ‘sales journal’ are different names for the same book.
That cash sales are not entered in the sales day book.

3 That when credit card payments are received at the time of sale, details of the

customer are not recorded even though a debtor is created at the same time.

4 That the sales day book (or sales journal) contains information relating to each

8
9
10
1"

12

credit sale made in each period.
That the sales day book is used for posting credit sales to the sales ledger.

That the total of the sales day book for the period is posted to the credit of the
sales account in the general ledger.

How to make the appropriate entries relating to credit sales in a sales day book
and make the correct postings from it to the sales ledger and general ledger.

How to prepare a sales invoice.
Why multiple copies are often made of each sales invoice.
That no entry is made for trade discounts in the double entry accounts.

That all businesses should operate a sound system of credit control over their
debtors.

Some measures that may be taken to exercise credit control over debtors.

Answers to activities

14.1

14.2

A business may want to know the contact details of cash customers for marketing purposes. In
fact, most businesses of any size would like to keep records in a database of all their cash cus-
tomers for this reason. Businesses may also want to encourage cash customers to open credit
accounts with the business so that they may be more likely to buy from the business in future.
Also, where the goods sold are to be delivered to the customer, the customer’s contact details will
need to be recorded, but this will be in a record held elsewhere than in the accounting books.

Sellers keep copies of sales invoices for a number of reasons including: to prove that a sale took
place; to enable the entries in the books to be correctly recorded and checked; to pass to the
inventory department so that the correct goods can be selected for shipping to the customer; to
pass to the delivery department, so that the correct goods will be shipped to the customer and to
the correct address, and to enable the goods to be shipped accompanied by a copy of the sales
invoice so that the customer can acknowledge receipt of the correct goods.

Review questions
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14.1 You

ant account

2012
Mar 1

10
17
19
27
31

are to enter up the Sales Day Book from the following details. Post the items to the relev-
s in the Sales Ledger and then show the transfer to the sales account in the General Ledger.
Credit sales to B. Hope £310
Credit sales to T. Fine £285
Credit sales to L. Moore £38
Credit sales to B. Hope £74
Credit sales to H. Tor £534
Credit sales to J. Young £92
Credit sales to T. Most £44
Credit sales to R. Best £112



Chapter 14 ® Sales day book and sales ledger

14.2A Enter up the Sales Day Book from the following details. Post the items to the relevant
accounts in the Sales Ledger and then show the transfer to the sales account in the General Ledger.

2013
Mar 1 Credit sales to I. Hood £520
3 Creditsales to S. Bell £318
5 Credit sales to J. Smart f64
7 Credit sales to K. Byers £165
16 Credit salesto T. Todd £540
23 Credit sales to W. Morris £360
30 Credit sales to F. Lock £2,040

14.3 F. Benjamin of 10 Lower Street, Plymouth, is selling the following items at the recom-
mended retail prices as shown: white tape £10 per roll, green felt at £4 per metre, blue cotton at
£6 per sheet, black silk at £20 per dress length. He makes the following sales:

2013
May 1 To F. Gray, 3 Keswick Road, Portsmouth: 3 rolls white tape, 5 sheets blue cotton, 1 dress
length black silk. Less 25 per cent trade discount.
4 To A. Gray, 1 Shilton Road, Preston: 6 rolls white tape, 30 metres green felt. Less
33"/ per cent trade discount.
8 To E. Hines, 1 High Road, Malton: 1 dress length black silk. No trade discount.
20 To M. Allen, 1 Knott Road, Southport: 10 rolls white tape, 6 sheets blue cotton, 3 dress
lengths black silk, 11 metres green felt. Less 25 per cent trade discount.
31 To B. Cooper, 1 Tops Lane, St. Andrews: 12 rolls white tape, 14 sheets blue cotton,
9 metres green felt. Less 33"/ per cent trade discount.

You are to (a) draw up a sales invoice for each of the above sales, (b) enter them up in the Sales
Day Book and post to the personal accounts, and (c) transfer the total to the sales account in the
General Ledger.

14.4A ). Fisher, White House, Bolton, is selling the following items at the retail prices as shown:
plastic tubing at £1 per metre, polythene sheeting at £2 per length, vinyl padding at £5 per box,
foam rubber at £3 per sheet. She makes the following sales:
2012
June 1 To A. Portsmouth, 5 Rockley Road, Worthing: 22 metres plastic tubing, 6 sheets foam
rubber, 4 boxes vinyl padding. Less 25 per cent trade discount.
5 To B. Butler, 1 Wembley Road, Colwyn Bay: 50 lengths polythene sheeting, 8 boxes vinyl
padding, 20 sheets foam rubber. Less 20 per cent trade discount.
11 To A. Gate, 1 Bristol Road, Hastings: 4 metres plastic tubing, 33 lengths of polythene
sheeting, 30 sheets foam rubber. Less 25 per cent trade discount.
21 To L. Mackeson, 5 Maine Road, Bath: 29 metres plastic tubing. No trade discount is given.
30 To M. Alison, Daley Road, Box Hill: 32 metres plastic tubing, 24 lengths polythene sheet-
ing, 20 boxes vinyl padding. Less 33'/3 per cent trade discount.
Required:
(@) Draw up a sales invoice for each of the above sales.
(b) Enter them up in the Sales Day Book and post to the personal accounts.
(c) Transfer the total to the sales account in the General Ledger.

M ﬂﬂﬂﬂlﬂ"iﬂ lﬂhm Need more practice? Instant feedback?

V g ' Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Purchases day book and
purchases ledger

Learning objectives

e0ccccccccce

After you have studied this chapter, you should be able to:

® make the appropriate entries relating to credit purchases in a purchases day
book

® make the correct postings from the purchases day book to the purchases ledger
and general ledger

® explain the differences between the processes of recording credit sales and
credit purchases in the books

Introduction

e0ccccccccce

In this chapter, you'll continue your look at the day books and ledgers by looking in
more detail at the purchases day book (or purchases journal] and the purchases
ledger. Having already looked at the sales side of transactions in Chapter 14, you're
now going to look at them from the side of purchases. Much of what you will learn
in this chapter is virtually identical to what you learnt in Chapter 14. This shouldn’t
come as a surprise. After all, you're looking once more at how transactions are pro-
cessed in day books and ledgers and the process ought to be similar as you move
from the sales side to the purchases side of similar transactions. If it weren't,
accounting would be a far more complex subject than it is.

@ Purchases invoices

In Chapter 14, you learnt that an invoice is called a ‘sales invoice’ when it is entered in the books
of the seller. When an invoice is entered in the books of the buyer, it is called a ‘purchases
invoice’. For example, in Exhibit 14.1, the first invoice you looked at in Chapter 14,

® in the books of | Blake, the seller, it is a sales invoice; and
® in the books of D Poole, the buyer, it is a purchases invoice.

@ Making entries in the purchases day book

From the purchases invoices for goods bought on credit, the purchaser enters the details in the
purchases day book (or purchases journal).

174
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Think back to what you learnt about the list of items contained in the sales day
book. What do you think is the list of items recorded in the purchases day book?

There is no need to show details of the goods bought in the purchases day book. This can be
found by looking at the invoices themselves. Exhibit 15.1 is an example of a purchases day book.

Exhibit 15.1

Purchases Day Book (page 49)
Invoice No. Folio Amount
2013 £
Sept 1 J.Blake 9/101 560
8 B. Hamilton 9/102 1,380
19 C. Brown 9/103 230
30 K. Gabriel 9/104 510
2,680

Note the entry for 1 September and compare it to the entry on the same date
shown in the sales day book of J. Blake in Exhibit 14.2. What differences are

there between the entries in the two day books? Why do you think these
differences arise?

@ Posting credit purchases to the purchases ledger

We now have a separate purchases ledger. The double entry is as follows:

1 The credit purchases are posted one by one, to the credit of each supplier’s account in the

purchases ledger.

2 At the end of each period the total of the credit purchases is posted to the debit of the
purchases account in the general ledger. This is now illustrated in Exhibit 15.2.

Exhibit 15.2 Posting credit purchases

Total only to Purchases

Account

Purchases Day Book

Each purchase posted

separately

Book of original entry for credit purchases

General Ledger

Purchases Account

Debit

Y

Credit

Purchases Ledger

Supplier’s Account

Debit Credit |
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@ An example of posting credit purchases

The purchases day book in Exhibit 15.1 is now shown again in Exhibit 15.3 but, this time, post-
ing is made to the purchases ledger and the general ledger. Note the completion of the folio

176

columns indicating that the posting had been completed.

Exhibit 15.3
Purchases Day Book (page 49)
Invoice No. Folio Amount
2013 £
Sept 1 J.Blake 9/101 PL 16 560
8 B. Hamilton 9/102 PL 29 1,380
19 C.Brown 9/103 PL 55 230
30 K. Gabriel 9/104 PL 89 510
Transferred to Purchases Account GL 63 2,680
Purchases Ledger
J. Blake (page 16)
2013 Folio ‘ f
Sept 1 Purchases PB 49 560
B. Hamilton (page 29)
2013 Folio £
Sept 8 Purchases PB 49 1,380
C. Brown (page 55)
2013 Folio f
Sept 19 Purchases PB 49 230
K. Gabriel (page 89)
2013 Folio £
Sept 30 Purchases PB 49 510
General Ledger
Purchases (page 63)
2013 Folio f

Sept 30 Credit purchases
for the month PB 49 | 2,680
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Learning outcomes

You should now have learnt:

1

w

That ‘purchases day book’ and ‘purchases journal’ are different names for the
same book.

That cash purchases are not entered in the purchases day book.
That the purchases day book is a list of all credit purchases.

That the purchases day book is used to post the items to the personal accounts in
the purchases ledger.

That the total of credit purchases for the period is posted from the purchases day
book to the debit of the purchases account in the general ledger.

How to make the appropriate entries relating to credit purchases in a purchases
day book and make the correct postings from it to the purchases ledger and
general ledger.

That the process of making entries in the books of the purchaser is very similar
to that of making those in the books of the seller.

Answers to activities

15.1

15.2

Similarly to the sales day book, the purchases day book is merely a list of details relating to each
credit purchase. The list of items is virtually identical to those recorded in the sales day book, the
only differences being that it is the name of the supplier that is recorded, not the purchaser, and
that the invoice number is replaced with the buyer’s own internally generated reference number:

date

name of supplier

the reference number of the invoice
folio column

final amount of invoice.

Apart from the name of the day books, there are two differences. Firstly, the description of the
entry in each case contains the name of the other party to the transaction. This is the personal
account in the respective ledger (sales or purchases) where details of the transaction will be
entered. The second difference is in the entry in the Invoice Number column. In the case of the
seller, Blake, the number entered in Chapter 14 was the number of the invoice that Blake gave to
the invoice and is the invoice number shown on the invoice in Exhibit 14.1. In the case of the
buyer, Poole, the invoice number is one Poole gave the invoice when it was received from the
seller, Blake. As with the number assigned to it by the seller, the buyer also gives each purchase
invoice a unique number relating to its place in the sequence of purchase invoices that the buyer
has received so far in the period. ‘9/101" probably means ‘month nine’ (9), ‘purchase invoice’ (1)
‘number one’ (01).
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Review questions

178

15.1 A. Jack has the following purchases for the month of May 2012:

2012
May 1 From D. Pope: 4 DVDs at £60 each, 3 mini hi-fi units at £240 each. Less 25 per cent trade
discount.
3 From F. Lloyd: 2 washing machines at £280 each, 5 vacuum cleaners at £80 each, 2 dish-
washers at £200 each. Less 20 per cent trade discount.
15 From B. Sankey: 1 hi-fi unit at £600, 2 washing machines at £320 each. Less 25 per cent
trade discount.
20 From J. Wilson: 6 CD/radios at £45 each. Less 33'/z per cent trade discount.
30 From R. Freer: 4 dishwashers at £240 each. Less 20 per cent trade discount.
Required:

(a) Draw up a purchases invoice for each of the above purchases.
(b) Enter up the purchases day book for the month.

(c) Post the transactions to the suppliers’ accounts.

(d) Transfer the total to the purchases account.

15.2A ). Glen has the following purchases for the month of June 2012:

2012
June 2 From F. Day: 2 sets golf clubs at £800 each, 5 footballs at £40 each. Less 25 per cent
trade discount.
11 From G. Smith: 6 cricket bats at £60 each, 6 ice skates at £35 each, 4 rugby balls at £30
each. Less 20 per cent trade discount.
18 From F. Hope: 6 sets golf trophies at £90 each, 4 sets golf clubs at £900. Less 33'5 per
cent trade discount.
25 From L. Todd: 5 cricket bats at £52 each. Less 25 per cent trade discount.
30 From M. Moore: 8 goal posts at £80 each. Less 40 per cent trade discount.

Required:

(@) Enter up the purchases day book for the month.
(b) Post the items to the suppliers’ accounts.

(c) Transfer the total to the purchases account.

15.3 C. Phillips, a sole trader specialising in material for Asian clothing, has the following pur-
chases and sales for March 2013:

Mar 1 Bought from Smith Stores: silk £40, cotton £80. All less 25 per cent trade discount.
8 Sold to A. Grantley: lycra goods £28, woollen items £44. No trade discount.
15 Sold to A. Henry: silk £36, lycra £144, cotton goods £120. All less 20 per cent trade
discount.
23 Bought from C. Kelly: cotton £88, lycra £52. All less 25 per cent trade discount.
24 Sold to D. Sangster: lycra goods £42, cotton £48. Less 10 per cent trade discount.
31 Bought from J. Hamilton: lycra goods £270. Less 33'/3 per cent trade discount.

Required:

(@) Prepare the purchases and sales day books of C. Phillips from the above.
(b) Post the items to the personal accounts.

(c) Post the totals of the day books to the sales and purchases accounts.
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15.4A A. Henriques has the following purchases and sales for May 2013:

2013
May 1 Sold to M. Marshall: brass goods £24, bronze items £36. Less 25 per cent trade discount.
7 Sold to R. Richards: tin goods £70, lead items £230. Less 33'/s per cent trade discount.
9 Bought from C. Clarke: tin goods £400. Less 40 per cent trade discount.
16 Bought from A. Charles: copper goods £320. Less 50 per cent trade discount.
23 Sold to T. Young: tin goods £50, brass items £70, lead figures £80. All less 20 per cent
trade discount.

31 Bought from M. Nelson: brass figures £100. Less 50 per cent trade discount.

Required:

(@) Write up the sales and purchases day books.

(b) Post the items to the personal accounts.

(c) Post the totals of the day books to the sales and purchases accounts.

15.5 A. Jones has the following credit purchases and credit sales for May:

May 1 Sold to M. Marshall: brass goods £24, bronze items £36. All less 25 per cent trade
discount.
Sold to R. Richards: tin goods £70, lead items £230. All less 33; per cent trade discount.
9 Bought from C. Clarke: tin goods £400 less 40 per cent trade discount.

16 Bought from A. Charles: copper goods £320 less 50 per cent trade discount.

23 Sold to T. Young: tin goods £50, brass items £70, lead figures £80. All less 20 per cent
trade discount.

31 Bought from M. Nelson: brass figures £100 less 50 per cent trade discount.

Required:

(@) Write up sales and purchases day books.

(b) Post the items to the personal accounts.

(c) Post the totals of the day books to the sales and purchases accounts.

(d) What are the books of prime entry within a business and why are they so called? Illustrate
your answer with suitable examples.

M ﬂl?lmlmﬂll lﬂhm Need more practice? Instant feedback?

V y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Returns day books

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® make the appropriate entries relating to returns outwards in the returns
outwards day book

® make the appropriate entries relating to returns inwards in the returns inwards
day book

make the correct postings from the returns day books to the purchases ledger,
sales ledger and general ledger

explain the differences between a credit note and a debit note
describe how a debtor should use statements received from suppliers
enter up the accounts for credit card transactions

explain the need for internal checks on all sales and purchases invoices and
credit notes

® describe what use may be made of factoring

Introduction

e0ccccccccce

In this chapter, you'll continue your look at the day books and ledgers by looking in
more detail at the two day books that are used to record returns - the returns
inwards day book (or returns inwards journal) and the returns outwards day book
(or returns outwards journal). Having already looked at the sales side of trans-
actions in Chapter 14 and the purchases side in Chapter 15, you'll find that much of
what you will learn in this chapter is very similar. In fact, postings from the returns
day books to the personal accounts are the mirror image of the ones you learnt to
make for sales and purchases.

@ Returns inwards and credit notes

You know that businesses allow customers to return goods they’ve bought. You’ve probably
done so yourself at some time or other. Some retail businesses give every customer the right to do
so within a few days of the sale and won’t ask why they are being returned. It is a means of
assuring the customer that the seller believes that the goods are of good quality and will do what
the customer wants. Whatever the rights of return granted by the seller, in the UK there are also
legal rights of return that permit retail customers to return goods for a refund should the goods
prove to have been unfit for the purpose that was intended.
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Businesses that deal with trade customers may operate a similar policy, but that would be
more unusual and would normally include a proviso that the customer had a justifiable and

reasonable reason for returning the goods.

customers may return goods to the seller.

List as many reasons as you can think of why (a) retail customers and (b) trade

Sometimes sellers may agree to keep the goods returned, even when they don’t normally do
so, but won’t provide a full refund. Sometimes buyers will agree to keep goods they had wanted

to return if the seller offers to refund some of the price they paid.

When the seller agrees to take back goods and refund the amount paid, or agrees to refund
part or all of the amount the buyer paid, a document known as a credit note will be sent to the
customer, showing the amount of the allowance given by the seller.

It is called a credit note because the customer’s account will be credited with the amount of

the allowance, to show the reduction in the amount owed.

Referring back to Exhibit 14.4, if D. Poole returns two of the cases of McBrand Pears, a credit
note like the one shown in Exhibit 16.1 would be issued by R. Grant, the seller.

Exhibit 16.1

To: D. Poole & Co
45 Charles Street
Manchester M1 5ZN

CREDIT NOTE No. 9/37

R. Grant

Higher Side
Preston PR1 2NL
8 September 2013

Tel (01703) 33122
Fax (01703) 22331

Per unit Total
£ f
2 cases McBrand Pears 25 50
Less 20% trade discount (10)
40

To stop them being mistaken for invoices, credit notes are often printed in red.

@ Returns inwards day book

The credit notes are listed in a returns inwards day book (or returns inwards journal). This is

then used for posting the items, as follows:

1 Sales ledger: credit the amount of credit notes, one by one, to the accounts of the customers in

the ledger.

2 General ledger: at the end of the period the total of the returns inwards day book is posted to

the debit of the returns inwards account.
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@ Example of a returns inwards day book

182

Exhibit 16.2 presents an example of a returns inwards day book showing the items to be posted
to the sales ledger and the general ledger followed by the entries in the ledger accounts.

Exhibit 16.2
Returns Inwards Day Book (page 10)
Note No. Folio Amount
2013 f
Sept 8 D.Poole 9/37 SL 12 40
17 A. Brewster 9/38 SL 58 120
19 C. Vickers 9/39 SL 99 290
29 M. Nelson 9/40 SL 112 160
Transferred to Returns Inwards Account GL 114 610
Sales Ledger
D. Poole (page 12)
2013 Folio £
Sept 8 Returnsinwards RI 10 40
A. Brewster (page 58)
2013 Folio i
Sept 17 Returnsinwards RI10 | 120
C. Vickers (page 99)
2013 Folio £
Sept 19 Returnsinwards RI10 | 290
M. Nelson (page 112)
2013 ‘ Folio £
Sept 29 Returnsinwards RI10 | 160
General Ledger
Returns Inwards (page 114)
2013 Folio f
Sept 30 Returns for the RI10 | 610
month

The returns inwards day book is sometimes known as the sales returns day book, because it is
goods that were sold that are being returned.



Chapter 16 ® Returns day books

@ Returns outwards and debit notes

If the supplier agrees, goods bought previously may be returned. When this happens a debit
note is sent by the customer to the supplier giving details of the goods and the reason for their
return.

The credit note received from the supplier will simply be evidence of the supplier’s agreement,
and the amounts involved.

Also, an allowance might be given by the supplier for any faults in the goods. Here also, a
debit note should be sent to the supplier. Referring back to Exhibit 16.1, Exhibit 16.3 shows an
example of the debit note that Poole, the buyer, may have sent to Grant, the seller.

Exhibit 16.3
D. Poole & Co
45 Charles Street
To: R. Grant Manchester M1 5ZN
Higher Side 7 September 2013

Preston PR1 2NL Tel (0161) 488 2142

Fax (0161) 488 2143
DEBIT NOTE No. 9.22

Per unit Total
f £
2 cases McBrand Pears damaged in transit 25 50
Less 20% trade discount (10)
40

Note the differences between this debit note and the credit note in Exhibit 16.1: the names
and addresses have swapped places and the document is described as ‘Debit Note No. 9.22°
rather than ‘Credit Note No. 9/37°, because Poole uses its own debit note numbering sequence.
Also, the dates are different. In this case, it is assumed that Poole raised the debit note on
7 September and sent it and the goods to Grant. Grant received the goods on 8 September and
raised the credit note on that date. Finally, the reason for the return of the goods is given.

@ Returns outwards day book

The debit notes are listed in a returns outwards day book (or returns outwards journal). This is
then used for posting the items, as follows:

1 Purchases ledger: debit the amounts of debit notes, one by one, to the personal accounts of the
suppliers in the ledger.

2 General ledger: at the end of the period, the total of the returns outwards day book is posted
to the credit of the returns outwards account.
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@ Example of a returns outwards day book

Exhibit 16.4 presents an example of a returns outwards day book showing the items to be posted
to the purchases ledger and the general ledger followed by the entries in the ledger accounts.

Exhibit 16.4
Returns Outwards Day Book (page 7)
Note No. Folio Amount
2013 f
Sept 7 R.Grant 9.22 PL 29 40
16 B. Rose 9.23 PL 46 240
28 C. Blake 9.24 PL 55 30
30 S.Saunders 9.25 PL 87 360
Transferred to Returns Outwards Account GL 116 670
Purchases Ledger
R. Grant (page 29)
2013 ‘ Folio f
Sept 7 Returns outwards RO 7 40
B. Rose (page 46)
2013 Folio £
Sept 16 Returns outwards RO7 | 240
C. Blake (page 55)
2013 Folio £
Sept 28 Returns outwards RO 7 30
S. Saunders (page 87)
2013 Folio f
Sept 30 Returns outwards RO7 | 360

General Ledger

Returns Outwards (page 116)
2013 Folio £
Sept 30 Returns for the RO7 | 670
month

The returns outwards day book is sometimes known as the purchases returns day book, because
it is goods that were purchased that are being returned.

@ Double entry and returns

Exhibit 16.5 shows how the entries are made for returns inwards and returns outwards.
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Exhibit 16.5 Posting returns inwards and returns outwards

Returns Outwards
Each debit note

Returns Outwards
Day Book

posted separately

Purchases Ledger

Suppliers’ Accounts

Debit

Credit

~ Book of original
entry for debit notes

Total only to
Returns Outwards

Account

General Ledger

Returns Outwards Account

Total only to

Returns Inwards Account

@ Statements

Debit | Credit <
Returns Inwards Account
> Debit | Credit

Sales Ledger

Customers’ Accounts

Debit Credit [<€

Return Inwards
Day Book

Book of original
entry for credit notes

Returns Inwards
|« Each credit note

posted separately

At the end of each month, a statement of account or, ‘statement’, should be sent to each debtor
who owes money on the last day of the month. It is really a copy of the debtor’s account in the

seller’s books. It should show:

N W=

the amount owing at the start of the month;
the amount of each sales invoice sent to the debtor during the month;
credit notes sent to the debtor in the month;
cash and cheques received from the debtor during the month; and, finally,
the amount due from the debtor at the end of the month.

Exhibit 16.6 on the next page shows an example of a statement.

Debtors will check to see if the account in their accounting records agrees with the statement.
If the statement shows that they owe £520, but their records show a different amount due, they
will investigate the difference in order to see whether either the statement or their records is
incorrect. If they discover that there has been an error in their books, they will correct it. If they
find that there is an error in the statement, they will contact the seller.

What sort of things could result in the statement and the account held in the

books of the debtor showing different balances?
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Exhibit 16.6

STATEMENT OF ACCOUNT

R. GRANT
Higher Side

Preston PR1 2NL
Tel (01703) 33122
Fax (01703) 22331

Accounts Dept

D. Poole & Co

45 Charles Street

Manchester M1 5ZN

Date Details Debit Credit Balance
2013 £ £ £
Sept 1 Balance b/d 880
2 Invoice 30756 560 1,440
8 Returns 9/37 40 1,400
25 Bank 880 520
Sept 30 Balance owing c/d 520

All accounts due and payable within 1 month

Apart from enabling debtors to check the amount due, the statement also acts as a reminder
to debtors that they owe the seller money, and shows the date by which they should make
payment. Sellers who are contacted by a debtor querying a statement will benefit from having
any errors identified in their records.

Sales and purchases via credit cards

Various banks, building societies and other financial institutions issue credit cards to their cus-
tomers. The most common examples are Visa and MasterCard. The holder of the credit card
purchases goods or services without giving cash or cheques, but simply signs a credit card
voucher. The customer is given a copy and the other copy is filed by the seller. Such sales are very
rarely sales to anyone other than the general public.

The seller is paid later by the credit card company for all the credit card transactions in the
period since the last payment made to the seller. This payment is subject to a deduction of com-
mission by the credit card company.

Once a month, the customer pays the credit card company for all of the payments charged to
the credit card during the previous month.

As far as the purchaser is concerned, he has seen goods and has received them (or received the
service he requested). In the eyes of the customer, they were paid for at the time of purchase and
a loan has been granted by the credit card company in order to do so.

Once the customer has the goods, or has received the appropriate services, the customer does
not become a debtor needing an entry in a sales ledger and so (as mentioned in Chapter 14), sim-
ilarly to a cash sale, no ledger account is maintained for the customer. All the selling company is
then interested in, from a recording point of view, is collecting the money from the credit card
company.
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The double entry needed is:

Sale of items via credit cards: Dr: Credit card company
Cr: Sales
Receipt of money from credit card company: Dr: Bank
Cr: Credit card company
Commission charged by credit card company: Dr: Selling expenses

Cr: Credit card company

Note: the commission is not a deduction from the selling price. It is treated in the same way as
cash discounts. That is, it is a selling expense and is entered in the profit and loss account section
of the income statement.

Internal check

When sales invoices are prepared, they should be very carefully checked. A system is usually set
up so that each stage of the preparation of an invoice is checked by someone other than the per-
son whose job is to send out the invoice.

What sort of things could occur that make checking of all invoices, both those for
sales and those for purchases, something that all businesses should do?

A system should, therefore, be set up whereby invoices are checked at each stage by someone
other than the person who sends out the invoices or is responsible for paying them.

For purchase invoices, checks should be established, such as using a rubber stamp to stamp
each incoming invoice with a mini form with spaces for ticks as each stage of the check on them
is completed. The spaces in the stamp will be filled in by the people responsible for making each
of the checks on the purchase invoices received, e.g.:

® one person certifying that the goods were actually received;

® a second person certifying that the goods were ordered;

® a third person certifying that the prices and calculations on the invoice are correct, and in
accordance with the order originally placed and agreed;

® a fourth person certifying that the goods are in good condition and suitable for the purpose
for which ordered.

Naturally, in a small business, simply because the office staff might be quite small, this cross-
check may be in the hands of only one person other than the person who will pay the invoice.

A similar sort of check will be made in respect of sales invoices being sent out and on credit
notes, both those being sent out and those being received.

Factoring

You’ve already learnt that one of the problems that many businesses face is the time taken by
debtors to pay their accounts. Few businesses have so much cash available to them that they do
not mind how long debtors take to pay. It is a rather surprising fact that a lot of businesses
which fail do so not because the business is not making a profit, but because it has run out of
cash funds. Once that happens, confidence in the business evaporates, and the business then
finds that very few people will supply it with goods. It also cannot pay its employees. Closure of
the business then happens fairly quickly in many cases.
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As mentioned in Chapter 8, in the case of accounts receivable, the cash flow problem may be
alleviated by using the services of a financial intermediary called a factor.

Factoring is a financial service designed to improve the cash flow of healthy, growing com-
panies, enabling them to make better use of management time and the money tied up in trade
credit to customers.

In essence, factors provide their clients with three closely integrated services covering sales
accounting and collection; credit management, which can include protection against bad debts;
and the availability of finance against sales invoices.

E&OE

On some invoices and other documents you will see ‘(E&OE’ printed at the bottom. This abbre-
viation stands for ‘Errors and Omissions Excepted’. Basically, this is a warning that there may
possibly be errors or omissions which could mean that the figures shown could be incorrect, and
that the recipient should check carefully the figures before taking any action concerning them.

Learning outcomes

You should now have learnt:

1 That ‘returns inwards day book’, ‘returns inwards journal’, ‘sales returns
journal” and ‘sales returns day book’ are different names for the same book.

2 That ‘returns outwards day book’, ‘returns outwards journal’, ‘purchases
returns journal” and ‘purchases returns day book" are different names for the
same book.

3 That goods returned by customers are all entered in a returns inwards day
book.

4 That the returns inwards day book is used to post each item to the credit of the
personal account of the customer in the sales ledger.

5 That the total of the returns inwards day book is debited at the end of the
period to the returns inwards account in the general ledger.

6 That goods returned to suppliers are all entered in a returns outwards day
book.

7 What the difference is between a credit note and a debit note.

8 That the returns outwards day book is used to debit the personal account of
each supplier in the purchases ledger.

9 That the total of the returns outwards day book is credited at the end of the
period to the returns outwards account in the general ledger.

10 How to make the appropriate entries relating to returns in the returns inwards
and returns outwards day books and make the correct postings from them to
the purchases ledger, sales ledger and general ledger.

11 That the process of making entries for returns in the books of purchasers and
sellers is the mirror image of those made in their books for purchases and
sales.
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12 That statements are used by debtors to check the entries made in their books.

13 Of a range of causes for differences that can arise between statements and the

seller’'s account in the debtor’s purchases ledger and that such differences
may not all be the result of an error.

14 How credit card transactions are recorded in the books and how commission

charged to sellers by the credit card companies is treated in the income
statement.

15 Why an effective system of invoice checking should be used by all businesses.

16 Why factoring is an attractive option for some businesses.

Answers to activities

16.1

In either case, the reasons why goods may be returned include:

they were of the wrong type (e.g. the wrong model number of replacement remote control for
aTVv),

the item purchased was one that was already owned by the customer (e.g. a CD);

they were the wrong colour (e.g. paint doesn’t match the existing colour);

they were the wrong size (e.g. a pair of trousers was too tight);

they were faulty (e.g. a computer kept crashing);

a customer bought more than was needed (newsagents returning unsold newspapers);

a customer changed her mind (e.g. hire purchase agreement on a DVD player);

a customer saw the same goods elsewhere at a cheaper price;

a customer found the goods too difficult to use (e.g. the instructions for setting up and operat-
ing a video recorder were too complicated);

(for trade customers) a customer had returned a faulty item to them and they were now
returning it to their supplier;

items had been received in a damaged condition by the customer (e.g. fruit delivered to a
supermarket);

the seller had asked all customers to return a specific item (e.g. when an electrical good or
a child’s toy was found to be dangerous).

16.2 Differences could be due to a number of things having occurred, including the following:

16.3

a purchase had been omitted from the books of either the seller or the debtor;

a purchase had been incorrectly entered in the books of either the seller or the debtor;

a purchase had been made at the end of the month but only entered in the books of either the
seller or the debtor in the following month;

goods returned had been entered in the books of the seller but not in the books of the debtor;
goods returned had been incorrectly entered in the books of either the seller or the debtor;

the debtor had entered goods as having been returned in the books when, in fact, the goods
were not returned to the seller;

a purchase had been recorded in the books of the seller in the debtor’s account when it should
have been entered in the account of another customer;

a purchase had been recorded in the books of the debtor in the seller’s account when it should
have been entered in the account of another seller;

a payment made to the supplier and entered in the books of the debtor had not yet been
received by the seller;

goods had been despatched by the seller and entered in the books of the seller but had not yet
been received by the debtor.

If this were not done, it would be possible for someone inside a business to send out an invoice
at a price less than the true price. Any difference could then be split between that person and
the outside business. For example, if an invoice was sent to Ivor Twister & Co for £2,000 but
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the invoice clerk made it out deliberately for £200 then, if there was no cross-check, the difference
of £1,800 could be split between the invoice clerk and Ivor Twister & Company.

Similarly, outside businesses could send invoices for goods which were never received by the
business. This might be in collaboration with an employee within the business, but there are busi-
nesses sending false invoices which rely on the businesses receiving them being inefficient and
paying for items never received. There have been cases of businesses sending invoices for such
items as advertisements which have never been published. The cashier of the business receiving
the invoice, if the business is an inefficient one, might possibly think that someone in the business
had authorised the advertisements and would pay the bill. Besides these there are, of course,
genuine errors that an invoice checking system helps to avoid.

Review questions
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16.1 You are to enter up the Purchases Day Book and the Returns Outwards Day Book from the
following details, then to post the items to the relevant accounts in the Purchases Ledger and to
show the transfers to the General Ledger at the end of the month.

2013
May 1 Credit purchase from F. Bean £324.
4 Credit purchases from the following: A. Clerk £216; B. Lock £322; F. Turner £64; G. Rill
£130.
7 Goods returned by us to the following: F. Bean £56; A. Clerk £28.
10 Credit purchase from B. Lock £140.
18 Credit purchases from the following: J. Top £230; I. Gray £310; F. Low £405; P. Able £180.
25 Goods returned by us to the following: I. Gray £140; B. Lock £34.
31 Credit purchases from: F. Turner £174; T. Burns £230.

16.2A Enter up the Sales Day Book and the returns inwards day book from the following details.
Then post to the customers’ accounts and show the transfers to the General Ledger.

2012
June 1 Credit sales to: B. Dock £240; M. Ryan £126; G. Soul £94; F. Trip £107.
6 Credit sales to: P. Coates £182; L. Job £203; T. Mann £99.
10 Goods returned to us by: B. Dock £19; F. Trip £32.
20 Credit sales to B. Uphill £1,790.
24 Goods returned to us by L. Job £16.
30 Credit sales to T. Kane £302.

16.3 You are to enter up the sales, purchases, returns inwards and returns outwards day books
from the following details, then to post the items to the relevant accounts in the sales and pur-
chases ledgers. The totals from the day books are then to be transferred to the accounts in the
General Ledger.

2013
May 1 Creditsales: T. Thompson £56; L. Rodriguez £148; K. Barton £145.
3 Credit purchases: P. Potter £144; H. Harris £25; B. Spencer £76.
7 Credit sales: K. Kelly £89; N. Mendes £78; N. Lee £257.
9 Credit purchases: B. Perkins £24; H. Harris £58; H. Miles £123.
11 Goods returned by us to: P. Potter £12; B. Spencer £22.
14 Goods returned to us by: T. Thompson £5; K. Barton £11; K. Kelly £14.
17 Credit purchases: H. Harris £54; B. Perkins £65; L. Nixon £75.
20 Goods returned by us to B. Spencer £14.
24 Credit sales: K. Mohammed £57; K. Kelly £65; O. Green £112.
28 Goods returned to us by N. Mendes £24.
31 Creditsales: N. Lee £55.
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16.4A You are to enter the following items in the books, post to personal accounts, and show
the transfers to the General Ledger.

2013
July 1 Credit purchases from: K. Hill £380; M. Norman £500; N. Senior £106.
3 Credit sales to: E. Rigby £510; E. Phillips £246; F. Thompson £356.
5 Credit purchases from: R. Morton £200; J. Cook £180; D. Edwards £410; C. Davies £66.
8 Credit sales to: A. Green £307; H. George £250; J. Ferguson £185.
12 Returns outwards to: M. Norman £30; N. Senior £16.
14 Returns inwards from: E. Phillips £18; F. Thompson £22.
20 Credit sales to: E. Phillips £188; F. Powell £310; E. Lee £420.
24 Credit purchases from: C. Ferguson £550; K. Ennevor £900.
31 Returns inwards from: E. Phillips £27; E. Rigby £30.
31 Returns outwards to: J. Cook £13; C. Davies £11.

M Acco'""in lahm Need more practice? Instant feedback?

v y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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The journal

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® explain the purpose of having a journal

® enter up the journal

® post from the journal to the ledgers

® complete opening entries for a new set of accounting books in the journal and
make the appropriate entries in the ledgers

® describe and explain the accounting cycle

Introduction

e0ccccccccce

In this chapter, you will learn about the book of original entry that sweeps up all the
transactions that have not been entered fully in the other five books of original entry
- the journal. You'll learn about the sort of transactions that are entered in the
journal and how to make those entries. You'll also learn how to transfer those
entries to the accounts in the ledgers. Finally, you will learn what the accounting
cycle consists of and see how it links all the material you have learnt so far in this
book.

@ Main books of original entry

We have seen in earlier chapters that most transactions are entered in one of the following books
of original entry:

® cash book

® sales day book

® purchases day book

® returns inwards day book
® returns outwards day book.

These books are each devoted to a particular form of transaction. For example, all credit sales
are in the sales day book. To trace any of the transactions entered in these five books would be
relatively easy, as we know exactly which book of original entry would contain the information
we are looking for.
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@ The journal: the other book of original entry

The other items which do not pass through these five books are much less common, and some-
times much more complicated. It would be easy for a bookkeeper to forget the details of these
transactions if they were made directly into the ledger accounts from the source documents and, if
the bookkeeper left the business, it could be impossible to understand such bookkeeping entries.

If these five books are used to record all cash and bank transactions, and all
credit purchase and sales items, what are these other items that need to be
recorded in a sixth book of original entry?

What is needed is a form of diary to record such transactions, before the entries are made in
the double entry accounts. This book is called the journal. For each transaction it will contain:

® the date

® the name of the account(s) to be debited and the amount(s)

® the name of the account(s) to be credited and the amount(s)

® a description and explanation of the transaction (this is called a narrative)
® a folio reference to the source documents giving proof of the transaction.

The use of a journal makes fraud by bookkeepers more difficult. It also reduces the risk of enter-
ing the item once only instead of having double entry. Despite these advantages there are many
businesses which do not have such a book.

@ Typical uses of the journal

Some of the main uses of the journal are listed below. It must not be thought that this is a com-
plete list.

1 The purchase and sale of fixed assets on credit.

2 Writing-off bad debts.

3 The correction of errors in the ledger accounts.

4 Opening entries. These are the entries needed to open a new set of books.
5 Adjustments to any of the entries in the ledgers.

The layout of the journal is:

The Journal

Date Details Folio Dr Cr

The name of the account to be debited.
The name of the account to be credited.
The narrative.

On the first line in the entry is the account to be debited. The second line gives the account to be
credited. It is indented so as to make it obvious that it is the credit part of the double entry. The
final line is a description of what is being done and provides a permanent record of the reason(s)
for the entry.

You should remember that the journal is not a double entry account. It is a form of diary, just
as are the day books you learnt about in Chapters 14 to 16. Entering an item in the journal is not
the same as recording an item in an account. Once the journal entry is made, the entry in the
double entry accounts can then be made.
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Note for students: The vertical lines have been included above in order to illustrate how the paper
within the journal may be printed. You may find it useful to rule your paper according to this lay-
out when attempting examples and questions on this topic.

Journal entries in examination questions

If you were to ask examiners what type of bookkeeping and accounting questions are always
answered badly by students they would certainly include ‘questions involving journal entries’.
This is not because they are difficult, but because many students seem to suffer some sort of
mental block when doing such questions. The authors, who have been examiners for a large
number of accounting bodies around the world, believe that this occurs because students fail to
view the journal as a document containing instructions, three per transaction:

1 The account(s) to be debited.
2 The account(s) to be credited.
3 A description of the transaction.

To help you avoid this sort of problem with journal entries, you’ll first of all see what the
entries are in the accounts, and then be shown how to write up the journal for each of these
entries. Let’s now look at a few examples.

In practice, the folio reference entered in the T-accounts is often that of the other account
involved in the transaction, rather than that of a journal entry. However, this is done when no
journal entry has been prepared. When a journal entry has been prepared, it is always the journal
entry folio reference that appears in the T-accounts.

Purchase and sale on credit of non-current assets

.........................................................................................

1 A milling machine is bought on credit from Toolmakers Ltd for £10,550 on 1 July 2012.

The transaction involves the acquisition of an asset matched by a new liability. From what you
have learnt in earlier chapters, you will know that the acquisition of an asset is represented by a
debit entry in the asset account. You will also know that a new liability is recorded by crediting
a liability account. The double entries would be:

Machinery Folio GL1
2012 £
July 1 Toolmakers Ltd n 10,550
Toolmakers Ltd Folio PL55
2012 f
July 1 Machinery n 10,550

All the folio numbers have been entered in these ledger accounts. You do need
to enter them at some time so that you can trace the other side of the entries,
but why have they already been entered?

Now what we have to do is to record those entries in the journal. Remember, the journal is
simply a kind of diary, not in account form but in ordinary written form. It says which account
has to been debited, which account has been credited, and then gives the narrative which simply
describes the nature of the transaction. For the transaction above, the journal entry will appear
as follows:
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The Journal (page 1)
Date Details Folio Dr Cr
2012 £ £
July 1 Machinery GL1 10,550
Toolmakers Ltd PL55 10,550
Purchase of milling machine on credit,
Purchases invoice No 7/159

2 Sale of van no longer required for £800 on credit to K. Lamb on 2 July 2012.

Here again it is not difficult to work out what entries are needed in the double entry accounts.
They are as follows:

K. Lamb Folio SL79
2012 f
July 2 Van J2 800
Van Folio GL51
2012 f
July 2 K.Lamb J2 800
The journal entry will appear as follows:
The Journal (page 2)
Date Details Folio Dr Cr
2012 f f
July 2 K. Lamb SL79 800
Van GL51 800
Sales of van no longer required.
See letter ref. KL3X8g

Bad debts

...................

A debt of £78 owing to us from H. Mander is written off as a bad debt on 31 August 2012.

As the debt is now of no value we have to stop showing it as an asset. This means that we will
credit H. Mander to cancel it out of his account. A bad debt is an expense, and so we will debit it
to a bad debts account. The double entry for this is shown as:

Bad Debts Folio GL16
2012 £
Aug 31 H. Mander J3 78
H. Mander Folio SL99
2012 £
Aug 31 Bad debts J3 78
The journal entry is:
The Journal (page 3)
Date Details Folio Dr Cr
2012 £ £
Aug 31 Bad debts GL16 78
H. Mander SL99 78
Debt written-off as bad. See letter in file HM2X8
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Correction of errors

....................................

This is explained in detail in Chapters 32 and 33.

However, the same procedures are followed as in the case of these other types of journal entries.

J. Brew, after being in business for some years without keeping proper records, now decides to
keep a double entry set of books. On 1 July 2012 he establishes that his assets and liabilities are
as follows:

Assets: Van £3,700; Fixtures £1,800; Inventory £4,200;
Accounts receivable — B. Young £95, D. Blake £45; Bank £860; Cash £65.
Liabilities: Accounts payable — M. Quinn £129, C. Walters £410.

The Assets therefore total £3,700 + £1,800 + £4,200 + £95 + £45 + £860 + £65 = £10,765; and
the Liabilities total £129 + £410 = £539.
The Capital consists of Assets — Liabilities, i.e. £10,765 — £539 = £10,226.

1 July 2012 will be the first day of the accounting period, as that is the date on which all the
asset and liability values were established.

We start the writing up of the books on 1 July 2012. To do this we:

1 Open the journal and make the journal entries to record the opening assets, liabilities and capital.

2 Open asset accounts, one for each asset. Each opening asset is shown as a debit balance.

3 Open liability accounts, one for each liability. Each opening liability is shown as a credit
balance.

4 Open an account for the capital. Show it as a credit balance.

The journal records what you are doing, and why. Exhibit 17.1 shows:

® The journal
® The opening entries in the double entry accounts.

Exhibit 17.1
The Journal (page 5)
Date Details Folio Dr Cr
2012 f £
July 1 Van GL1 3,700
Fixtures GL2 1,800
Inventory GL3 4,200
Accounts receivable — B. Young SL1 95
D. Blake SL2 45
Bank CB1 860
Cash CB1 65
Accounts payable — M. Quinn PL1 129
C. Walters PL2 410
Capital GL4 10,226
Assets and liabilities at this date entered to open
the books. 10,765 | 10,765
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General Ledger

Van (page 1)
2012 Folio f
July 1 Balance J5 3,700
Fixtures (page 2)
2012 Folio f
July 1 Balance J5 1,800
Inventory (page 3)
2012 Folio f
July 1 Balance J5 4,200
Capital (page 4)
‘ 2012 ‘ Folio f
July 1 Balance J5 10,226
Sales Ledger
B. Young (page 1)
2012 ‘ Folio ‘ f
July 1 Balance J5 95
D. Blake (page 2)
2012 ‘ Folio ‘ f ‘
July 1 Balance J5 45
Purchases Ledger
M. Quinn (page 1)
2012 Folio f
July 1 Balance J5 129
C. Walters (page 2)
2012 Folio £
July 1 Balance J5 410
Cash Book
Cash Bank (page 1)
2012 ‘ Folio f ‘ f ‘
July 1 Balances J5 65 860

Once these opening balances have been recorded in the books, the day-to-day transactions can
be entered in the normal manner.

At the elementary level of examinations in bookkeeping, questions are often asked which
require you to open a set of books and record the day-by-day entries for the ensuing period.
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Do you think you will ever need to do this again for this business? (Hint: think
about the entries to be made at the start of the next accounting period.)

Adjustments to any of the entries in the ledgers

These can be of many types and it is impossible to write out a complete list. Several examples are
now shown:

1 K. Young, a debtor, owed £2,000 on 1 July 2013. He was unable to pay his account in cash,
but offers a five-year-old car in full settlement of the debt. The offer is accepted on 5 July
2013.

The personal account has now been settled and needs to be credited with the £2,000. On
the other hand, the business now has an extra asset, a car, resulting in the car account needing
to be debited with the £2,000 value that has been placed upon the new car.

The double entry recorded in the ledgers is:

Car GL171
2013 f
July 5 K.Young J6 2,000
K. Young SL333
2013 £ 2013 f
July 1 Balance b/d 2,000 July 5 Motor car J6 2,000
The journal entry is:
The Journal (page 6)
Date Details Folio Dr Cr
2013 f f
July 5 Car GL171 | 2,000
K. Young SL333 2,000
Accepted car in full settlement of debt
per letter dated 5/7/2013

2 T. Jones is a creditor. On 10 July 2013 his business is taken over by A. Lee to whom the debt
of £150 is now to be paid.

Here one creditor is just being exchanged for another one. The action needed is to cancel
the amount owing to T. Jones by debiting his account, and to show it owing to Lee by opening
an account for Lee and crediting it.

The entries in the ledger accounts are:

T. Jones SL92
2013 £ 2013 f
July 10 A.Lee J7 150 July 1 Balance b/d 150
A. Lee SL244
2013 f
July 10 T.Jones 17 150

198



The journal entry is:

Chapter 17 @ The journal

The Journal (page 7)
Date Details Folio Dr Cr
2013 £ £
July 10 T. Jones SL 92 150
A. Lee SL244 150
Transfer of indebtedness as per letter ref G/1335

3 We had not yet paid for an office printer we bought on credit for £310 because it was not
working properly when installed. On 12 July 2013 we returned it to the supplier, RS Ltd. An
allowance of £310 was offered by the supplier and accepted. As a result, we no longer owe

the supplier anything for the printer.
The double entry in the ledger accounts is:

RS Ltd PL124
2013 f 2013 f
July 12 Office machinery J8 310 July 1 Balance b/d 310
Office Machinery GL288
2013 f 2013 f
July 1 Balance b/d 310 July 12 RS Ltd J8 310
The journal entry is:
The Journal (page 8)
Date Details Folio Dr Cr
2013 £ £
July 12 RS Ltd PL124 310
Office machinery GL288 310
Faulty printer returned to supplier.
Full allowance given. See letter 10/7/2013.

Examination guidance

Later on in your studies, especially in Business Accounting 2, you may find that some of the jour-
nal entries become rather more complicated than those you have seen so far. The best plan for

nearly all students is to follow this advice:

1 On your examination answer paper write a heading ‘Workings’. Then show the double entry

accounts under that heading.

2 Now put a heading ‘Answer’, and show the answer in the form of the Journal, as shown in this

chapter.

If the question asks for journal entries you must not fall into the trap of just showing the double
entry accounts, as you could get no marks at all even though your double entry records are cor-
rect. The examiner wants to see the journal entries, and you must show those in your answer.
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@ The basic accounting cycle

200

Now that we have covered all aspects of bookkeeping entries, we can show the whole account-
ing cycle in the form of the diagram in Exhibit 17.2.

Note that the ‘accounting cycle’ refers to the sequence in which data is recorded and processed
until it becomes part of the financial statements at the end of the period.

Exhibit 17.2 The accounting cycle for a profit-making organisation

Source documents

Sales and purchases invoices

Debit and credit notes for returns

Bank pay-in slips and cheque counterfoils
Receipts for cash paid out and received
Correspondence containing other financial
information

Where original information
is to be found

Original entry

Classified and then entered in books of original entry:
What happens to it ® The cash books*
® Sales and purchases day books

® Returns inwards and outwards day books
® The journal

Double entry Double entry accounts
How the dual aspect of each General Sales Purchases | Cash
transaction is recorded ledger ledger ledger books*
Real and Accounts Accounts Cash book
nominal receivable payable and petty
accounts cash book

(*Note: Cash books fulfil the roles both of books
of original entry and double entry accounts)

Check arithmetic

Checking the arithmetical
accuracy of double entry

accounts Trial balance

Profit or loss

Calculation of profit or loss
for the accounting period shown
in a financial statement

Income statement

Closing financial position

Financial statement showing
liabilities, assets and capital at
the end of the accounting period Statement of financial positon
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What are the six books of original entry?

Learning outcomes

®ecccccccccccoe

You should now have learnt:
1 What the journal is used for.

2 That the journal is the collection place for items that do not pass fully through
the other five books of original entry.

3 That there is a range of possible types of transactions that must be entered in the
journal.

4 That the opening double entries made on starting a set of books for the first time
are done using the journal.

5 How to make the opening entries for a new set of books in the journal and in the
ledger accounts.

6 That the main parts of the accounting cycle are as follows:

(a) Collect source documents.

(b) Enter transactions in the books of original entry.
(c) Postto ledgers.

(d) Extract trial balance.

(e} Prepare the income statement.

(f) Draw up the statement of financial position.

Answers to activities

17.1 All transactions relating to non-current assets. Also, entries have to be recorded somewhere when
errors in the books have to be corrected, or when any figures in the ledger accounts need to be
changed. Also, any transfers involving the Capital Account, such as when funds are set aside from
the Capital Account to provide resources should a building need to be repaired or replaced.

17.2 You are looking at the ledger accounts after the details have been entered in them from the
journal and you always enter the folio number in the ledger account as you make each entry, not
afterwards. The check that the entries has been completed is made by only entering the folio
numbers in the journal as each entry is written in the appropriate ledger account. You could,
therefore, see an entry in the journal that has no folio numbers entered against it. This would sig-
nify that the journal entry has not yet been fully recorded in the appropriate ledger accounts. As
mentioned above, you should never see this in a ledger account as the folio number is always
entered at the same time as the rest of the details from the journal are entered.

17.3 The need for opening entries will not occur very often. They will not be needed each year as the
balances from the previous period will have been brought forward. They will only be required a
second time if the business goes through a change in status, for example, if it becomes a limited
company.

17.4 Cash book, sales day book, purchases day book, returns inwards day book, returns outwards day
book, and the journal.
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17.1 You are to show the journal entries necessary to record the following items which occured

in 20
(a)
(b)
(0
(d)

(e)
(f)

(9)

12:

May 1 Bought a van on credit from Deedon Garage for £6,000.

May 3 A debt of £100 owing from P. Knight was written off as a bad debt.

May 8 Office furniture bought by us for £600 was returned to the supplier Timewas Ltd, as it
was unsuitable. Full allowance will be given to us.

May 12 We are owed £500 by R. Twig. He is declared bankrupt and we received £200 in full
settlement of the debt.

May 14 We take goods costing £20 out of the business inventory without paying for them.

May 28 Some time ago we paid an insurance bill thinking that it was all in respect of the busi-
ness. We now discover that £80 of the amount paid was in fact insurance of our private house.
May 28 Bought machinery for £2,400 on credit from Electrotime Ltd.

17.2A show the journal entries necessary to record the following items:

2013
Apr

1

12

18

24
30

Bought fixtures on credit from Bell and Co £1,153.

We take goods costing £340 out of the business inventory without paying for them.

£68 of the goods taken by us on 4 April is returned back into inventory by us. We do not
take any money for the return of the goods.

H. Cowes owes us £640. He is unable to pay his debt. We agree to take some computer
equipment from him at that value and so cancel the debt.

Some of the fixtures bought from Bell and Co, £42 worth, are found to be unsuitable
and are returned to them for full allowance.

A debt owing to us by P. Lees of £124 is written off as a bad debt.

Office equipment bought on credit from Furniture Today Ltd for £1,710.

17.3 You are to open the books of F. Polk, a trader, via the journal to record the assets and lia-
bilities, and are then to record the daily transactions for the month of May. A trial balance is to be
extracted as on 31 May 2013.

2013
May

1

w N =

19
22
24

27
30
31

Assets: Premises £34,000; Van £5,125; Fixtures £810; Inventory £6,390; Accounts receiv-
able: P. Mullen £140, F. Lane £310; Cash at bank £6,240; Cash in hand £560.

Liabilities: Accounts payable: S. Hood £215, J Brown £640.

Paid storage costs by cheque £40.

Goods bought on credit from: S. Hood £145; D. Main £206; W. Tone £96; R. Foot £66.
Goods sold on credit to: J. Wilson £112; T. Cole £164; F. Syme £208; J. Allen £91; P. White
£242; F. Lane £90.

Paid for motor expenses in cash £60.

Cash drawings by proprietor £150.

Goods sold on credit to: T. Cole £68; J. Fox £131.

Goods returned to Polk by: J. Wilson £32; F. Syme £48.

Bought another van on credit from Abel Motors Ltd £4,850.

The following paid Polk their accounts by cheque less 5 per cent cash discount:
P. Mullen; F. Lane; J. Wilson; F. Syme.

Goods returned by Polk to R. Foot £6.

Goods bought on credit from: L. Mole £183; W. Wright £191.

The following accounts were settled by Polk by cheque less 5 per cent cash discount:
S. Hood; J. Brown; R. Foot.

Salaries paid by cheque £740.

Paid business rates by cheque £140.

Paid Abel Motors Ltd a cheque for £4,850.



The analytical petty cash book and
the imprest system

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® explain why many organisations use a petty cash book
® make entries in a petty cash book

® transfer the appropriate amounts from the petty cash book to the ledgers at the
end of each period

® explain and operate the imprest system for petty cash
® explain why some organisations use a bank cash book
® make entries in a bank cash book

Introduction

eeccccccccce

You may remember that you learnt in Chapter 13 that there is a second type of
cash book, called the petty cash book, which many businesses use to record
small amounts paid for in cash. (It was included in the accounting cycle shown in
Exhibit 17.2.) In this chapter, you'll learn of the type of items that are recorded in
the petty cash book, and how to make the entries to it. You'll also learn how to trans-
fer financial data from the petty cash book into the ledgers. Finally, you will learn
about bank cash books and how they differ from the cash books you learnt about
in Chapter 13.

@ Division of the cash book

As businesses continue to grow, some now having a commercial value in excess of that of many
smaller countries, you have learnt that, for many, it has become necessary to have several books
instead of just one ledger. In fact, nowadays all but the very smallest organisations use sets of
ledgers and day books.

Aﬁt&ﬂty Why do we have day books? Why don’t we just enter every transaction directly
into the appropriate ledger accounts?

The cash book became a book of original entry so that all cash and bank transactions could
be separated from the rest of the accounts in the general ledger. It is for much the same reason
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that many organisations use a petty cash book. Every business has a number of transactions of
very small value which, were they all recorded in the cash book, would only serve to make it
more difficult to identify the important transactions that businesses need to keep a close eye
upon. Just like the cash book, the petty cash book is both a book of original entry and a ledger
account.

The advantages of using a petty cash book can be summarised as follows:

® The task of handling and recording small cash payments can be given by the cashier (the
person responsible for recording entries in the cash book) to a junior member of staff. This
person is known as the ‘petty cashier’. The cashier, who is a more senior and, consequently,
higher paid member of staff would be saved from routine work.

® If small cash payments were entered into the main cash book, these items would then need
posting one by one to the ledgers. For example, if travelling expenses were paid to staff on a
daily basis, this could mean approximately 250 postings to the staff travelling expenses
account during the year, i.e. 5 days per week x 50 working weeks per year. However, if a
petty cash book is used, it would only be the monthly totals for each period that need posting
to the general ledger. If this were done, only 12 entries would be needed in the staff travelling
expenses account instead of approximately 250.

When a petty cashier makes a payment to someone, then that person will have to fill in a
voucher showing exactly what the payment was for. They usually have to attach bills, e.g. for
petrol, to the petty cash voucher. They would sign the voucher to certify that their expenses had
been received from the petty cashier.

The imprest system

It is all very well having a petty cash book, but where does the money paid out from it come
from? The imprest system is one where the cashier gives the petty cashier enough cash to meet
the petty cash needs for the following period. Then, at the end of the period, the cashier finds
out the amounts spent by the petty cashier, by looking at the entries in the petty cash book. At
the same time, the petty cashier may give the petty cash vouchers to the cashier so that the
entries in the petty cash book may be checked. The cashier then passes cash to the value of the
amount spent on petty cash in the period to the petty cashier. In other words, the cashier tops up
the amount remaining in petty cash to bring it back up to the level it was at when the period
started. This process is the imprest system and this topped-up amount is known as the petty
cash float.
Exhibit 18.1 shows an example of this method.

Exhibit 18.1
f

Period 1 The cashier gives the petty cashier 100
The petty cashier pays out in the period (78)
Petty cash now in hand 22
The cashier now gives the petty cashier the amount spent 78
Petty cash in hand at the end of Period 1 100

Period 2 The petty cashier pays out in the period (84)
Petty cash now in hand 16
The cashier now gives the petty cashier the amount spent 84
Petty cash in hand at the end of Period 2 100
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It may be necessary to increase the petty cash float to be held at the start of each period. In the
above case, if we had wanted to increase the float at the end of the second period to £120, then
the cashier would have given the petty cashier an extra £20, i.e. £84 + £20 = £104.

In some small organisations, no petty cash book is kept. Instead, at the end of each period, the
amount left in petty cash is reconciled (i.e. checked and verified as correct) with the receipts held
by the petty cashier. The amount spent is then given to the petty cashier in order to restore the
float to its agreed level. However, this is not an ideal method to adopt. Businesses need to con-
trol the uses of all their resources, including petty cash, and so virtually every organisation that
operates a petty cash float maintains a petty cash book. The most common format adopted is the
‘analytical petty cash book’.

Illustration of an analytical petty cash book

An analytical petty cash book is shown in Exhibit 18.2. This example shows one for a nursery school.

Exhibit 18.2
Petty Cash Book (page 31)
Receipts | Folio | Date Details | Voucher | Total | Motor Staff Postage | Cleaning | Ledger | Ledger
No. Expenses | Travelling Folio | Accounts
Expenses
£ £ £ £ £ £ £
300 CB 19 | Sept 1 | Cash
Petrol 1 16 16
3| J. Green 2 23 23
3 | Postage 3 12 12
4| D. Davies 4 32 32
7 | Cleaning 5 11 1
9 | Petrol 6 21 21
12 | K. Jones 7 13 13
14 | Petrol 8 23 23
15 | L. Black 9 5 5
16 | Cleaning 10 11 11
18 | Petrol 11 22 22
20 | Postage 12 12 12
22 | Cleaning 13 1 1
24 | G. Wood 14 7 7
27 | C. Brown 15 13 PL18 13
29 | Postage 16 _12 o o 12 o o
2 | & | s | 3 | 3 3
GL GL GL GL
244 CB 22 30 | Cash 17 29 44 64
_ 30 | Balance c/d 300
544 544
300 Oct 1| Balance b/d

The receipts column is the debit side of the petty cash book. On giving £300 to the petty
cashier on 1 September, the credit entry is made in the cash book while the debit entry is made
in the petty cash book. A similar entry is made on 30 September for the £244 paid by the
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headteacher to the petty cashier. As this amount covers all the expenses paid by the petty cashier,
the float is now restored to its earlier level of £300. The credit side is used to record all the pay-
ments made by the petty cashier.

The transactions that were recorded in the petty cash book were:

2012 Voucher number £
Sept 1 - The headteacher gives £300 as float to the petty cashier
Payments out of petty cash during September:

2 1 Petrol: School bus 16

3 2 J. Green - travelling expenses of staff 23

3 3 Postage 12

4 4 D. Davies — travelling expenses of staff 32

7 5 Cleaning expenses 1

9 6 Petrol: School bus 21
12 7 K. Jones - travelling expenses of staff 13
14 8 Petrol: School bus 23
15 9 L. Black — travelling expenses of staff 5
16 10 Cleaning expenses 11
18 1 Petrol: School bus 22
20 12 Postage 12
22 13 Cleaning expenses 1
24 14 G. Wood - travelling expenses of staff 7
27 15 Settlement of C. Brown’s account in the Purchases Ledger 13
29 16 Postage 12
30 - The headteacher reimburses the petty cashier the amount

spent in the month.

The process followed during the period that led to these entries appearing in the petty cash
book as shown in Exhibit 18.2 is:

1 Enter the date and details of each payment. Put the amount paid in the Total column.

2 Put the same amount in the column for that type of expense.

3 At the end of each period, add up the Total column.

4 Add up each of the expense columns. The total found in step 3 should equal the total of all
the expense columns. In Exhibit 18.2 this is £244.

5 Enter the amount reimbursed to make up the float in the Receipts column.

6 Balance-off the petty cash book, carrying down the petty cash in hand balance to the next
period.

To complete the double entry for petty cash expenses paid:

1 The total of each expense column is debited to the appropriate expense account in the general
ledger.

2 The folio number of each expense account in the general ledger is entered under the appro-
priate expense column in the petty cash book. (This signifies that the double entry to the
ledger account has been made.)

3 The last column in the petty cash book is a Ledger column. It contains entries for items paid
out of petty cash which need posting to a ledger other than the general ledger. (This might
arise, for example, if a purchases ledger account was settled out of petty cash.)

Activity

18.2 Where is the other side of the double entry for all these expense postings to the
. ledgers recorded?

The double entries for all the items in Exhibit 18.2 are shown in Exhibit 18.3.
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Exhibit 18.3
Cash Book
(Bank and Folio columns only) (page 19)
2012 Folio f
Sept 1 Petty cash PCB 31 300
30 Petty cash PCB 31 244
General Ledger
School Bus Expenses (page 17)
2012 Folio f
Sept 30 Petty cash PCB 31 82
Staff Travelling Expenses (page 29)
2012 Folio f
Sept 30 Petty cash PCB 31 80
Postage (page 44)
2012 Folio f
Sept 30 Petty cash PCB 31 36
Cleaning (page 64)
2012 Folio f
Sept 30 Petty cash PCB 31 33
Purchases Ledger
C. Brown (page 18)
2012 Folio £ 2012 £
Sept 30 Petty cash PCB 31 13 Sept 1 Balance b/d 13

Note how the Folio column is used to enter ‘b/d’. You may have noticed previously that this is
done for both ‘b/d’ and ‘c/d’ in all ledger accounts and in the cash book where contra entries are
also indicated in the folio column by use of the symbol ‘¢’.

Bank cash book

Nowadays, many businesses have only a small number of sales that are paid for with cash. The
rest of the ‘cash’ sales are actually paid using credit cards, cheques and direct transfers into the
business bank account using debit cards (which, as you learnt in Chapter 12, are issued by UK
banks and involve a customer’s bank card being swiped into a special machine in the same way
that credit card payments are processed). Debit cards are used in retail transactions and result in
the payment being transferred immediately from the customer’s bank account into the business
bank account.

Organisations which have only a small number of sales for cash may use a different form of
cash book from the one you learnt about in Chapter 13. If they do, they will use a petty cash
book and a bank cash book. The bank cash book is given this name because all payments in
cash are entered in the petty cash book, and the bank cash book contains only bank columns and
discount columns.
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In a bank cash book (it could also be done in an ‘ordinary’ cash book), an extra column may
be added. The extra column would show the details of the cheques and direct transfers banked,

with j

ust the total of the banking being shown in the total column.

Exhibit 18.4 shows the receipts side of a bank cash book containing this extra column. The

totals

of the deposits made into the bank on each of the three days were £192, £381 and £1,218.

The details column shows what the bankings are made up of.

Exhibit 18.4
Bank Cash Book (Receipts side)
Date Details Discount Items Total Banked
2013 £ £ f
May 14 G. Archer 5 95
14 P. Watts 3 57
14 C. King _40 192
20 K. Dooley 6 114
20 Cash Sales 55
20 R. Jones 60
20 P. Mackie 8 152 381
31 J. Young 19
31 T. Broome 50 950
31 Cash Sales 116
31 H. Tiller 7 133 1,218

Learning outcomes

Yo
1

(=]

u should now have learnt:

That the petty cash book saves (a) the cash book and (b] the ledger accounts from
containing a lot of trivial detail.

That the use of the petty cash book enables the cashier or a senior member of
staff to delegate this type of work to a more junior member of staff.

That the cashier should periodically check the work performed by the petty cashier.

That all payments made by the petty cashier should have petty cash vouchers as
evidence of proof of expense.

How to enter petty cash transactions into the petty cash book.

How to transfer the totals for each expense recorded in the petty cash book to
the appropriate ledger accounts.

How to operate a float system for petty cash.
The difference between a cash book and a bank cash book.
Why some organisations use a bank cash book instead of a cash book.

Answers to activities

18.1
18.2
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One reason why we have day books is to avoid too much detail being entered in the ledgers.

In the petty cash book. Like the cash book, the petty cash book is not only a book of original
entry, it is also an account that would otherwise appear in the general ledger.
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Review questions

18.1 The following is a summary of the petty cash transactions of Jockfield Ltd for May 2012.

May 1 Received from Cashier £300 as petty cash float £
2 Postage 18
3 Travelling 12
4 Cleaning 15
7 Petrol for delivery van 22
8 Travelling 25
9 Stationery 17

11 Cleaning 18
14 Postage 5
15 Travelling 8
18 Stationery 9
18 Cleaning 23
20 Postage 13
24 Delivery van 5,000 mile service 43
26 Petrol 18
27 Cleaning 21
29 Postage 5
30 Petrol 14

You are required to:

(@) Rule up a suitable petty cash book with analysis columns for expenditure on cleaning, motor
expenses, postage, stationery, travelling.

(b) Enter the month’s transactions.

(c) Enter the receipt of the amount necessary to restore the imprest and carry down the balance
for the commencement of the following month.

(d) State how the double entry for the expenditure is completed.

(Association of Accounting Technicians)

18.2

(@) Why do some businesses keep a petty cash book as well as a cash book?
(b) Kathryn Rochford keeps her petty cash book on the imprest system, the imprest being £25.
For the month of April 2013 her petty cash transactions were as follows:

Apr 1 Petty cash balance 1.13
2 Petty cashier presented vouchers to cashier and

obtained cash to restore the imprest 23.87

4 Bought postage stamps 8.50

9 Paid to Courtney Bishop, a creditor 2.35

11 Paid bus fares 1.72

17 Bought envelopes 0.70

23 Received cash for personal telephone call 0.68

26 Bought petrol 10.00

(i) Enter the above transactions in the petty cash book and balance the petty cash book at
30 April, bringing down the balance on 1 May.

(i)  On 1 May Kathryn Rochford received an amount of cash from the cashier to restore the
imprest. Enter this transaction in the petty cash book.

(c) Open the ledger accounts to complete the double entry for the following:

(i) The petty cash analysis columns headed Postage and Stationery and Travelling Expenses;
(i) The transactions dated 9 and 23 April 2013.

(Northern Examinations and Assessment Board: GCSE)
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18.3A Rule up a petty cash book with analysis columns for office expenses, motor expenses, cleaning
expenses and casual labour. The cash float is £600 and the amount spent is reimbursed on 30 June.

2013 f

June 1 F.Black - casual labour 18
2 Letterheadings a1
2 Abel Motors — motor repairs 67
3 Cleaning materials 4
6 Envelopes 1
8 Petrol 22
11 P. Lyon - casual labour 16
12 T. Upton - cleaner 8
12 Paper clips 3
14 Petrol 19
16 Adhesive tape 2
16 Petrol 25
21 Motor taxation 95
22 F. Luck - casual labour 19
23 T. Upton - cleaner 14
24 ). Lamb - casual labour 27
25 Copy paper 8
26 Lively Cars — motor repairs 83
29 Petrol 24
30 F. Tred - casual labour 21

18.4 Fine Teas operates its petty cash account on the imprest system. It is maintained at a figure
of £140, with the balance being restored to that amount on the first day of each month. At
30 April 2012 the petty cash box held £24.37 in cash.

During May 2012, the following petty cash transactions arose:

f

May 1 Cash received to restore imprest (to be derived) ?
1 Bus fares 0.41
2 Stationery 2.35
4 Bus fares 0.30
7 Postage stamps 6.50
7 Trade journal 0.95
8 Bus fares 0.64
11 Tippex 1.29
12 Typewriter ribbons 5.42
14 Parcel postage 3.45
15 Paper-clips 0.42
15 Newspapers 2.00
16 Photocopier repair 16.80
19 Postage stamps 1.50
20 Drawing pins 0.38
21 Train fare 5.40
22 Photocopier paper 5.63
23 Display decorations 3.07
23 Tippex 1.14
25 Wrapping paper 0.78
27 String 0.61
27 Sellotape 0.75
27 Biro pens 0.46
28 Stapler repair 13.66
30 Bus fares 2.09

June 1 Cash received to restore imprest (to be derived) ?
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Required:
(@) Open and post the company’s analysed petty cash book for the period 1 May to 1 June 2012
inclusive.

(b) Balance the account at 30 May 2012.
(c) Show the imprest reimbursement entry on June 1.

M ‘ccountin lahm Need more practice? Instant feedback?

y g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Value added tax

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® enter up VAT in all the necessary books and accounts

® distinguish between taxable businesses and other businesses
® make out sales invoices including charges for VAT

® complete a VAT Return form

Introduction

eeccccccccce

In this chapter, you'll learn about the UK system of Value Added Tax. You will learn
about how the concept that the final consumer pays all underlies the system and of
how VAT is collected in stages as goods pass their way down the supply chain. You'll
learn about the different rates of VAT and of the different ways VAT has to be
recorded as a result. Finally, you will learn how to prepare a VAT Account and com-
plete a VAT Return.

@ What is VAT?

212

Value Added Tax (VAT) is a tax charged on the supply of most goods and services in the United
Kingdom. Some goods and services are not taxable, for example postal services. In addition,
some persons and businesses are exempted, such as those with low levels of turnover. Value
Added Tax is administered in the UK by HM Revenue and Customs.

The concept underlying VAT is that the tax is paid by the ultimate consumer of the goods
or services but that everyone in the supply chain must account for and settle up the net amount
of VAT they have received in the VAT tax period, usually three months. If they have received
more in VAT than they have paid out in VAT, they must send that difference to HM Revenue
and Customs. If they have paid out more than they have received, they will be reimbursed the
difference.

Goods typically pass through at least two sellers (the manufacturer and the retailer) before
they are finally sold to the consumer. These intermediate-stage VAT payments will be cancelled
out when the final stage in the chain is reached and the good or service is sold to its ultimate
consumer.

Exhibit 19.1 shows, through an example, how the system works.
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Exhibit 19.1
HM Revenue and Customs
R 7|
(3) Manufacturer pays /,"' ;
£17.50 |
+ (6) Retailer pays
; £3.50
Manufacturer :

(2) Retailer pays n
£117.50
(1) Table is sold to
retailer for
£100 + £17.50 VAT

(5) Customer pays
£141

Retailer

(4) Table is sold to
customer for
£120 + £21 VAT

Customer

In the example in Exhibit 19.1:

A manufacturer sells a table to a retailer for £100 plus VAT of £17.50.

The retailer pays the manufacturer £117.50 for the table.

The VAT on that sale (£17.50) is sent by the manufacturer to HM Revenue and Customs.

The retailer sells the goods to the customer (i.e. the consumer) for £120 plus VAT of £21.

The customer pays £141 to the retailer for the table.

The amount of VAT paid for the goods by the retailer to the manufacturer (£17.50) is
deducted from the VAT received by the retailer from the customer (£21) and the difference of
£3.50 is then sent to HM Revenue and Customs.

AN W =

Only the ultimate consumer has actually paid any VAT. Unfortunately, everyone in the chain
has to send the VAT charged at the step when they were in the role of seller.

In theory, the amount received in stages by HM Revenue and Customs will equal the amount
of VAT paid by the ultimate consumer in the final stage of the supply chain.

Can you think of any circumstances where this may not be the case?

@ Background

When VAT was first introduced in 1973 as a result of the entry of the UK into the EU, it came as
quite a shock to the business community and to many accountants. The previous tax on goods,
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Purchase Tax, had only applied to manufacturers and wholesalers whose goods were liable to
the tax. VAT, on the other hand, applied to virtually all goods and services and all but a few
organisations suddenly found they had something extra to worry about.

Every entity responsible for accounting for VAT found that it had ‘VAT Returns’ to complete
every quarter. Being late was not an option and they had to be accurate down to the last penny.
As a result, some smaller businesses that lacked the necessary accounting expertise to do their
VAT Returns themselves found their accountant’s fees going up significantly.

The press of the day was full of horror stories of the impact upon people and businesses of a
VAT inspector calling and many businesses were very worried that they would make a mistake
in their VAT Return and end up being visited by the ‘VAT man’.

Over the years, the initial panic has given way to acceptance that another piece of paper
simply has to be processed and a debt outstanding settled or an amount receivable received.
Accounting records and accounting systems now deal with VAT routinely and the additional
work involved in all but the most complex businesses has now been absorbed and become
largely unnoticeable as simply another part of the routine.

This is not to say that VAT is a simple tax to understand. While consumers hardly notice it
(goods have to be sold clearly indicating the total price to pay), some organisations suffer at the
hands of the complexity by virtue of their being involved in a mixture of goods and/or services,
some of which are liable to VAT, some of which are not, and some of which are, but at a differ-
ent rate of the tax.

Thankfully, this complexity is beyond the scope of this textbook. However, it is important
that you know something about the nature of VAT and that, necessarily, means that you need to
know something about the range of its application. Let’s start with a brief look at the VAT rates
and what they apply to.

@ VAT rates

The standard rate of VAT is decided by Parliament. It has been changed from time to time. At
the time of writing it is 20 per cent. There is also currently a reduced rate of 5 per cent on
domestic fuel and power, one of 5 per cent on the installation of some energy-saving materials,
and a zero rate on items like food sold in a supermarket.

@ Standard-rated businesses

You’ve already seen an example in Exhibit 19.1 of what happens to the VAT when a manufac-
turer sells to a retailer who then sells to a consumer. Another common example involves a busi-
ness selling its own product direct to the final consumer.

Imagine that Trader A (a farmer) sells some of the plants they have grown to the general public.

Trader A sells goods to Jones for £100 + VAT of 20%:
£
The sales invoice is for: Price 100.00
+ VAT 20% 20.00
=Total price  120.00

Trader A will then pay the £20 they have collected to the Revenue and Customs.

Note: VAT has to be recorded and included in the VAT Return to the penny.

In both this example and the one shown in Exhibit 19.1, you can see that the full amount of
VAT has fallen on the person who finally buys the goods. The sellers have merely acted as
unpaid collectors of the tax for HM Revenue and Customs.
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The value of goods sold and/or services supplied by a business is known as the outputs. VAT
on such items is called output tax. The value of goods bought in and/or services supplied to a
business is known as the inputs. The VAT on these items is, therefore, called input tax.

Exempted businesses

Some businesses are exempted from accounting for VAT. They do not add VAT to the amount
at which they sell their products or supply their services, nor do they get a refund of the VAT
they have themselves paid on goods and services bought by them.

The types of businesses exempted can be listed under two headings:

1 Nature of business. Various types of business do not have to add VAT to charges for goods or
services. A bank, for instance, does not have to add VAT on to its bank charges, nor do credit
card companies.

2 Small businesses. If small businesses do register for VAT then they will have to keep full VAT
records in addition to charging out VAT. To save very small businesses the costs and effort of
keeping such records, provided that their turnover is below a certain amount (at the time of
writing, £70,000 in a 12-month period), they don’t need to register unless they want to. They
can also deregister if their turnover falls below a certain level (at the time of writing,

£68,000).

@ Apart from not having to keep VAT records, what advantages might there be for
a business that does not register for VAT?

D

0

0

Zero-rated businesses

This special category of business

1 does not have to add VAT on to the selling price of products; and
2 can obtain a refund of all VAT paid on the purchase of goods or services.

If, therefore, £100,000 worth of goods are sold by the business, nothing has to be added for
VAT but, if £8,000 VAT had been paid by it on goods or services bought, then the business
would be able to claim a full refund of the £8,000 paid.

It is 2 above which distinguishes it from an exempted business. A zero-rated business is, there-
fore, in a better position than an exempted business. Examples of zero-rated businesses are those
selling young children’s clothing and shoes.

Partly exempt businesses
Some businesses sell some goods which are exempt, some that are zero-rated, and others that are

standard-rated. These traders will have to apportion their turnover accordingly, and follow the
rules already described for each separate part of their turnover.

Different methods of accounting for VAT

If a business is exempted from registering for VAT (an unregistered business), it need not keep
any VAT records. The amount it enters in its accounting records relating to expenditure would
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be the total amount paid to suppliers including any VAT. For example, if it purchased goods
for £240 that included £40 for VAT, it would enter £240 in its purchases account and make no
separate entries for the £40 VAT. It would not charge VAT on its sales. As a result, VAT will
not appear anywhere in its accounting records or in its financial statements.

All registered businesses must account for VAT on all the taxable supplies they make and all
the taxable goods and services they receive. This includes standard-rated, reduced rate and zero-
rated supplies. They must also keep records of any exempt supplies they make. They must also
keep a summary (called a “VAT account’) of the totals of input tax and output tax for each VAT
tax period. All these records must be kept up-to-date.

Exhibit 19.2 shows an example of a ‘VAT account’® in the format suggested by HM Revenue
and Customs in Notice 700/21.

Exhibit 19.2
2012 £ 2012 f
Input Tax: January 1,000.10 Output Tax: January 1,645.40
February 1,240.60 February 2,288.15
March 845.85 March 1,954.80
3,086.55 5,888.35
VAT allowable on acquisitions 45.10 VAT due on acquisitions 45.10
Net overclaim of input tax Net understatement of output
from previous returns (130.65) tax on previous returns 423.25
Bad debt relief 245.90 Annual adjustment: Retail Scheme D 91.69
Sub-total 3,246.90 Sub-total 6,448.39
Less: VAT on credits received Less: VAT on credits allowed
from suppliers (18.20) to customers (14.90)
Total tax deductible 3,228.70 Total tax payable 6,433.49
Less total tax deductible (3,228.70)
Payable to Revenue and Customs 3,204.79

*Note: Although this is described as a ‘'VAT account’ and it is set out with two sides like a
T-account, it is not ruled off in the way that T-accounts are ruled off. It is a memorandum item and
is not part of the double entry system.

VAT in the ledger accounts and financial statements

How VAT appears in the ledger accounts and in the financial statements depends on which of
the following categories businesses fall into:

1 Exempted businesses. Do not record VAT. VAT does not appear in the financial statements.

2 Standard-rated businesses. Need to record all output and input VAT. VAT will not appear
in the income statement, though it will appear in the statement of financial position among
either current assets or current liabilities.

3 Partially exempt businesses. Need to record all output and input VAT. In the case of input
VAT, they must distinguish between (a) expenditure relating to taxable supplies and (b)
expenditure relating to exempt supplies. Only (a) can be reclaimed; (b) is added to the net cost
to arrive at the cost of each item of expenditure of type (b) to enter in the financial statements.

VAT will not appear in the income statement, though it will appear in the statement of
financial position among either current assets or current liabilities.
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4 Zero-rated businesses. Need to record all input VAT. VAT will not appear as an expense in
the income statement, though it will appear in the statement of financial position among the
current assets.

The following discussion of the accounting entries needed will, therefore, distinguish between
these two types of business: those which can recover VAT paid, and those which cannot get

refunds of VAT paid.

Note: For simplicity, most of the examples in this book use a VAT rate of 10 per cent.

Entries for businesses which can recover VAT paid

1 Standard-rated and reduced-rated businesses

Value Added Tax and sales invoices

Standard-rated and reduced-rated businesses have to add VAT to the value of the sales invoices.
It must be pointed out that this is based on the amount of the invoice after any trade discount
has been deducted. Exhibit 19.3 is an invoice drawn up from the following details:

On 2 March 2012, W. Frank & Co, Hayburn Road, Stockport, sold the following goods to
R. Bainbridge Ltd, 267 Star Road, Colchester. Bainbridge’s Order Number was A/4/559, for the
following items:

200 Rolls T56 Black Tape at £6 per 10 rolls
600 Sheets R64 Polythene at £10 per 100 sheets
7,000 Blank Perspex B49 Markers at £20 per 1,000

All of these goods are subject to VAT at the rate of 10 per cent. A trade discount of 25 per cent is
given by Frank & Co. The sales invoice is numbered 8851.

Exhibit 19.3
W. Frank & Co
Hayburn Road
Stockport SK2 5DB
VAT No. 454 367 821
To: R. Bainbridge Ltd Date: 2 March 2012
267 Star Road INVOICE No. 8851
Colchester CO1 1BT Your order no. A/4/559
£
200 Rolls T56 Black Tape @ £6 per 10 rolls 120
600 Sheets R64 Polythene @ £10 per 100 sheets 60
7,000 Blank Perspex B49 Markers @ £20 per 1,000 140
320
Less Trade Discount 25% (80)
240
Add VAT 10% 24
264

Note how VAT is calculated on the price after deducting trade discount.

The sales day book will normally have an extra column for the VAT contents of the sales
invoice. This is needed to make it easier to account for VAT. Let’s now look at the entry of
several sales invoices in the sales day book and in the ledger accounts.
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Example

W. Frank & Co sold the following goods during the month of March 2012:

Total of invoice, after

trade discount deducted VAT
but before VAT is added 10%
2012 £ £
March 2 R. Bainbridge Ltd (see Exhibit 19.3) 240 24
10 S.Lange & Son 300 30
17 K. Bishop 160 16
31 R. Andrews 100 10
Sales Day Book (page 58)
Invoice Folio Net VAT Gross
No.
2012 f f f
March 2 R. Bainbridge Ltd 8851 SL 77 240 24 264
10 S.Llange & Son 8852 SL 119 300 30 330
17 K. Bishop 8853 SL 185 160 16 176
31 R.Andrews 8854 | SL221 100 10 110
Transferred to General Ledger 800 80 880
GL76 GL90

Now that the sales day book has been written up, the next task is to enter the amounts of the
invoices in the individual customers’ accounts in the sales ledger. These are simply charged with
the full amounts of the invoices including VAT.

In this example, K. Bishop is shown as owing £176. When she pays her account she will pay
£176. It is the responsibility of W. Frank & Co to ensure that the figure of £16 VAT in respect of
this item is included in the total amount payable to the Revenue and Customs.

Sales Ledger

R. Bainbridge Ltd (page 77)
2012 Folio f
Mar 2 Sales SB 58 264
S. Lange & Son (page 119)
2012 Folio f
Mar 10 Sales SB 58 330
K. Bishop (page 185)
2012 Folio f
Mar 17 Sales SB 58 176
R. Andrews (page 221)
2012 Folio f
Mar 31 Sales SB 58 110

In total, therefore, the personal accounts have been debited with £880, this being the total of the
amounts which the customers will have to pay. The actual ‘sales’ of the business are not £880,
but £800. The other £80 is the VAT that W. Frank & Co are collecting on behalf of HM
Revenue and Customs. The double entry is made in the general ledger:
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1 Credit the sales account with the sales content only, i.e. £800.
2 Credit the Value Added Tax account* with the VAT content only, i.e. £80.

*Note: This is not the same as the VAT Account required to be prepared by Revenue and Customs,
which you saw an example of in Section 19.8.

These are shown as:

General Ledger

Sales (page 76)
2012 ‘ Folio ‘ £
Mar 31 Creditsales SB 58 800
Value Added Tax (page 90)
2012 Folio f
Mar 31 Sales Day Book:
VAT SB 58 80

Value Added Tax and purchases invoices

In the case of a taxable business, it has to add VAT to its sales invoices, but it will also be able to
get a refund of the VAT which it pays on its purchases.

As you saw in Exhibit 19.1, instead of paying VAT on sales to the Revenue and Customs, and
then claiming a refund of the VAT on purchases, the business sets off the amount paid as VAT
on purchases against the amount paid as VAT on sales. This means that only the difference has
to be paid to the Revenue and Customs. It is shown as:

f
(@) VAT collected on sales invoices XXX
(b) Less VAT paid on purchases (xxx)

() Net amount to be paid to the Revenue and Customs XXX

In the (unusual) event that (a) is less than (b), it would be the Revenue and Customs that would
refund the difference (c) to the business. These settlements between businesses and the Revenue
and Customs normally take place every three months, when the VAT Return is completed and
submitted by the business to the Revenue and Customs.

Why do you think it is rare for input VAT (i.e. VAT on purchases) to be greater
than output VAT (i.e. VAT on sales)? When might this be most likely to occur?

The recording of purchases in the purchases book and purchases ledger follows a similar
method to that of sales, but with the personal accounts being credited instead of debited.

We can now look at the records of purchases for the same business whose sales have been
dealt with, W. Frank & Co. The business made the following purchases for March 2012:

Total of invoice,
after trade discount

deducted but before VAT
VAT is added 10%
2012 £ £
Mar 1 E. Lyal Ltd (see Exhibit 19.4 on page 220) 180 18
11 P. Portsmouth & Co 120 12
24 ). Davidson 40 4
29 B. Cofie & Son Ltd 70 7
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Before looking at the recording of these in the purchases records, compare the first entry for
E. Lyal Ltd with Exhibit 19.4 to ensure that the correct amounts have been shown.

Exhibit 19.4
Date: 1/3/2012 E. Lyal Ltd
Your Order No. BB/667 College Avenue
St Albans
To: W. Frank & Co Hertfordshire ST2 4JA
Hayburn Road VAT No. 214 634 816
Stockport
INVOICE No. K453/A Terms: Strictly net 30 days
£
50 metres of BYC plastic 1 metre wide x £3 per metre 150
1,200 metal tags 500 mm x 10p each 120
270
Less Trade discount at 33':% (90)
180
Add VAT 10% 18
198
The purchases day book entries can now be made:
Purchases Day Book (page 38)
Folio Net VAT Gross
2012 £ £ £
March 1 E.Lyal Ltd PL 15 180 18 198
11 P. Portsmouth PL 70 120 12 132
24 ). Davidson PL 114 40 4 44
29 B. Cofie Ltd PL 166 _70 7 77
Transferred to General Ledger 410 41 451
GL 54 GL 90

These transactions are entered in the purchases ledger and the total net purchases and total VAT
are entered in the general ledger. Once again, there is no need for the VAT to be shown as separ-
ate amounts in the accounts of the suppliers.

Purchases Ledger

E. Lyal Ltd (page 15)
2012 Folio £
Mar 1 Purchases PB 38 198
P. Portsmouth (page 70)
2012 Folio f
Mar 11 Purchases PB 38 132
J. Davidson (page 114)
2012 Folio £
Mar 24 Purchases PB 38 44
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B. Cofie Ltd (page 166)

f

2012 ‘ Folio
77

Mar 29 Purchases PB 38

The personal accounts have been credited with a total of £451, this being the total of the
amounts which W. Frank & Co will have to pay to them.

The actual cost of purchases is not, however, £451. You can see that the correct amount is
£410. The other £41 is the VAT which the various businesses are collecting for the Revenue and
Customs. This amount is also the figure for VAT which is reclaimable from the Revenue and
Customs by W. Frank & Co. The debit entry in the purchases account is, therefore, £410, as this
is the actual cost of the goods to the business. The other £41 is entered on the debit side of the
VAT account.

Notice that there is already a credit of £80 in the VAT account in respect of the VAT added to
sales.

General Ledger

Purchases (page 54)
2012 Folio £
Mar 31 Credit purchases PB 38 410
Value Added Tax (page 90)
2012 Folio f 2012 Folio f
Mar 31 Purchases Day Mar 31 Sales Day Book:
Book: VAT PB 38 41 VAT SB 58 80
31 Balance c¢/d 39 o
80 80
Apr 1 Balance b/d 39

In the financial statements of W. Frank & Co, the following entries would be made:

Trading account for the month ended 31 March 2012:
Debited with £410 as a transfer from the purchases account
Credited with £800 as a transfer from the sales account

Statement of financial position as at 31 March 2012:
The balance of £39 (credit) on the VAT account would be shown as a current liability, as it
represents the amount owing to the Revenue and Customs for VAT.

2 Zero-rated businesses

.............................................

Zero-rated businesses

1 do not have to include VAT on their sales invoices, as their rate of VAT is zero or nil;
2 can, however, reclaim from the Revenue and Customs any VAT paid on goods or services
bought.

Accordingly, because of 1, no VAT is entered in the sales day book. VAT on sales does not exist.
Because of 2, the purchases day book and purchases ledger will appear in exactly the same man-
ner as for standard-rated businesses, as already shown in the case of W. Frank & Co.

The VAT account will only have debits in it, being the VAT on purchases. Any balance on
this account will be shown in the statement of financial position as an account receivable.
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@ VAT and cash discounts

Where a cash discount is offered for speedy payment, VAT is calculated on an amount repre-
sented by the value of the invoice less such a discount. Even if the cash discount is lost because of
late payment, the VAT will not change.

Exhibit 19.5 shows an example of such a sales invoice, assuming a cash discount offered of
2.5 per cent and the VAT rate at 10 per cent.

Exhibit 19.5
Date: 1.3.2012 ATC Ltd
Your Order No. TS/778 18 High Street
London WC2 E9AN
To: R. Noble
Belsize Road VAT No. 967 425 735
Edgeley
Stockport INVOICE No. ZT48910
£
80 paper dispensers @ £20 each 1,600
Less Trade discount at 25% 400
1,200
Add VAT 10% 117*
1,317
Terms: Cash discount 2.5% if paid within 30 days

*Note: The VAT has been calculated on the net price £1,200 less cash discount 2.5 per cent, i.e. £30, giving
£1,170; 10% of which is £117.

@ Entries for businesses which cannot get refunds of VAT paid

As these businesses do not include VAT in the prices they charge, there is obviously no entry for
VAT either in the sales day book or in the sales ledger. They do not get a refund of VAT on pur-
chases. This means that there will not be a VAT account. All that will happen is that VAT paid is
included as part of the cost of the goods bought.

Assume that the only purchase made in a month was of goods for £120 + VAT £12 from
D. Oswald Ltd. The entries relating to it will appear as:

Purchases Day Book (page 11)

2012 Folio £
May 16 D. Oswald Ltd PL14 132
Transferred to General Ledger 132
GL 17

Purchases Ledger

D. Oswald Ltd (page 14)
2012 Folio £
May 16 Purchases PB11 132
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General Ledger
Purchases (page 17)

Folio
PB11

2012
May 31 Purchases Day Book

f
132

Trading Account for the month ending 31 May 2012 (extract)

Sales XXX
Less Cost of goods sold
Purchases 132

VAT included in gross amount

You will often know only the gross amount of an item. This figure is made up of the net amount
plus VAT. To find the amount of VAT which has been added to the net amount, a formula capable
of being used with any rate of VAT can be used. It is:

% rate of VAT
100 + % rate of VAT

X Gross amount = VAT

Suppose that the gross amount of sales was £1,650 and the rate of VAT was 10 per cent. To find
the amount of VAT and the net amount before VAT was added, you insert this information into
the formula:
10
100 + 10
Therefore, the net amount was £1,500 which, with VAT of £150 added, becomes £1,650 gross.

Given a VAT rate of 17.5 per cent, to find the amount of VAT in a gross price of £705, the
calculation is:

x £1,650 = 10 x £1,650 = £150
110

17.5

— = x£705 = A x £705 = £105
100+17.5 47

VAT on items other than sales and purchases

VAT is not just paid on purchases of raw materials and goods for resale. It is also payable on
many expense items and on the purchase of non-current assets.

Businesses which can get refunds of VAT paid will not include VAT as part of the cost
recorded in the ledger account of the expense or non-current asset. Businesses which cannot get
refunds of VAT paid will include the VAT in the cost recorded in the ledger account of the
expense or non-current asset. For example, businesses buying similar items would make the
following debit entries in their ledger accounts:

Business which can Business which cannot
reclaim VAT reclaim VAT
Buys Machinery Debit Machinery £200 Debit Machinery £220
£200 + VAT £20 Debit VAT Account £20
Buys Stationery Debit Stationery £150 Debit Stationery £165
£150 + VAT £15 Debit VAT Account £15
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@ Relief from VAT on bad debts

It is possible to claim relief on any debt which is more than six months old and has been
written off in the ledger accounts. You can see an example of this in the VAT Account shown in
Exhibit 19.2. Should the debt later be paid, the VAT refunded will then have to be paid back

to the Revenue and Customs.

@ Purchase of cars

Normally, the VAT paid on a car bought for a business is not reclaimable.

@ VAT owing

D
D

224

VAT owing by or to the business can be included with accounts receivable or accounts payable,
as the case may be. There is no need to show the amount(s) owing as separate items.

Columnar day books and VAT

The use of columns for VAT in both sales and purchases day books is shown in Chapter 20.

VAT return forms

At the end of each VAT tax period, a VAT Return has to be filled in and submitted online to
Revenue and Customs. The most important part of the form is concerned with boxes 1 to 9
which are shown in Exhibit 19.6. For illustration, we have entered some figures in the form and
have assumed a VAT rate of 10 per cent.

The contents of the boxes on the VAT Return are now explained:

1 This box contains the VAT due on sales and other outputs. We have charged our customers
£8,750 VAT on our sales invoices for the period.

2 This box would show the VAT due (but not paid) on all goods and related services acquired
in this period from other EC member states. In this case there were no such transactions.

3 This box contains the total of Boxes 1 and 2. This is the total output tax due.

4 This box contains the total of the input tax you are entitled to reclaim for the period. We have
made purchases and incurred expenses during the period on which we have been charged
£6,250 VAT.

5 This is the difference between the figures in Boxes 3 and 4. If the amount in Box 3 is greater
than the amount in Box 4, the amount in Box 5 is the amount payable to the Revenue and
Customs. If the amount in Box 3 is less than the amount in Box 4, the amount in Box 5 is
owing to you by HM Revenue and Customs. As we have collected £8,750 VAT from our cus-
tomers, but only suffered £6,250 on all purchases and expenses, we owe the Revenue and
Customs £2,500, i.e. £8,750 — £6,250.

6 In Box 6 you enter the total sales/outputs excluding any VAT. Our total value of sales for the
period was £97,500.

7 In Box 7 you enter the total purchases/inputs excluding any VAT. Our total value of pur-
chases and expenses was £71,900 but some of these expenses were not subject to a charge for
VAT.
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8 This box contains the total value of all supplies of goods to other EU member states. Of the
sales included in Box 6, £10,000 was to other countries within the European Community.
VAT was not charged on these sales.

9 This box contains the total value of all acquisitions of goods from other EC member states,
including any goods acquired by you from another member state. Of the total purchases
included in Box 7, £1,450 was from other countries within the European Community.

Exhibit 19.6
£
| 1 | VAT due in this period on sales and other outputs | 8,750 | - |

2 | VAT due in this period on acquisitions from other

EC member states - -

| 3| Total VAT due (the sum of boxes 1 and 2) | 8750 | - |

4 | VAT reclaimed in this period on purchases and

other inputs (including acquisitions from the EC) 6,250 -
5 | Net VAT to be paid to Revenue and Customs or

reclaimed by you (difference between boxes 3 and 4) 2,500 -
6 | Total value of sales and all other outputs

excluding any VAT. Include your box 8 figure 97,500 -
7 | Total value of purchases and all other inputs

excluding any VAT. Include your box 9 figure 71,900 -
8 | Total value of all supplies of goods and related

services, excluding any VAT, to other EC

member states 10,000 -
9 | Total value of all acquisitions of goods and

related services, excluding any VAT, from

other EC member states 1,450 -

Only Boxes 1 to 5 are used to determine how much is due to or from Revenue and Customs.
Boxes 6 to 9 are for statistical purposes so that the UK government can assess the performance
of the economy and similar matters.

@ VAT on goods taken for private use

If a trader takes some goods out of his own business stock for his own private use, then he
should be charged with any VAT incurred when the business acquired the goods.

For instance, suppose that Smith, a furniture dealer, takes a table and chairs out of stock for
permanent use in his own home. In the business accounting records, both the net cost and VAT
relating to the table and chairs were recorded and the VAT will have been reclaimed from HM
Revenue and Customs. You can’t just charge the drawings account with the net cost of the table.
That would mean that too much VAT had been reclaimed. You need to charge the proprietor’s
drawings with both the net cost price of the goods and the VAT.
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The double entry to be made if the table and chairs cost £1,000 + VAT at 10 per cent would,
therefore, be:

£ f
Dr Drawings 1,100
Cr Purchases 1,000
VAT 100

There can sometimes be complicating circumstances, outside the scope of this book, which might
influence the amount of VAT to be charged on such drawings.

HM Revenue and Customs Guides and Notices

All the rules relating to VAT are contained in ‘Notices’ issued by HM Revenue and Customs.
These are all available at the HM Revenue and Customs website: www.hmrc.gov.uk (there is an
excellent introduction to VAT entitled ‘Introduction to VAT’ within the VAT section of the
Revenue and Customs webpages).

For more detailed information, one of the most useful Notices is the one that tells you all
about the VAT system, Notice 700, The VAT Guide. Anyone wishing to know if they should be
registered for VAT should look at Notice 700/1, Should 1 be registered for VAT? and the
updates to 700/1.

Up-to-date registration and deregistration limits and VAT rates in general, can be found on
the HM Revenue and Customs website, usually within hours of changes being announced.

Learning outcomes

You should now have learnt:

1 That UK businesses with turnover exceeding £70,000 in a 12-month period must
register for VAT. Other businesses may do so if they with.

2 That businesses which are registered for VAT with a low turnover (at the time of
writing, below £68,000 in a 12-month period) may deregister for VAT.

3 How to prepare a VAT Account as recommended by HM Revenue and Customs.

4 That the VAT Account should show the balance owing to, or by, HM Revenue and
Customs.

5 That the VAT Account prepared for HM Revenue and Customs is a memorandum
item that is not part of the double entry system and is not the same as the ledger
account for VAT.

6 That if a business cannot get a refund of VAT on its costs, then the VAT will be
included in the costs transferred to the trading account and the profit and loss
account, or will be included in the cost of non-current assets in the statement
of financial position. VAT does not, therefore, appear as a separate item in the
financial statements of such businesses.

7 That although businesses show VAT separately on sales invoices, the VAT is not
regarded as part of the sales figure in the trading account.

8 That VAT is calculated on the sales value less any cash discount offered.
9 How to complete a VAT Return.
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Answers to activities

19.1 Strictly speaking it should always work that way. Even if goods are never sold by the retailer and
have to be scrapped, the system still works. The retailer becomes the final consumer. As a result, it
is the retailer who ends up having to pay the full amount of VAT, albeit on the price paid to the
manufacturer, rather than on the price at which the goods were being offered for sale.

19.2 The price consumers pay for goods and services from unregistered businesses should be lower than
they pay registered businesses for the same items. This should help unregistered businesses com-
pete against their larger competitors, which is good for the unregistered business and for the con-
sumer. As a result, many unregistered businesses go to great lengths — some not exactly legal, such
as doing work and being paid in cash so that nothing gets entered in the books — to ensure that
their turnover does not exceed the registration limit.

19.3 Goods and services are normally sold at a higher amount than was paid for them when purchased.
Input VAT may be greater than output VAT when a business is new and has purchased a large
amount of inventory. It often takes time for a business to become established and for sales to
reach their ‘'normal’ level.

Review questions

19.1 On 1 May 2013, F. Marr Ltd, 2 Frank Lane, Manchester, sold the following goods on credit
to M. Low & Son, Byron Golf Club, Cheesham, Notts:

Order No. A/496

3 sets ‘Tiger Gold’ golf clubs at £1,400 per set.
300 Rose golf balls at £24 per 10 balls.

4 Daly golf bags at £360 per bag.

Trade discount is given at the rate of 33" per cent.
All goods are subject to VAT at 10 per cent.

(a) Prepare the sales invoice to be sent to M. Low & Son. The invoice number will be 2094.
(b) Show the entries in the personal ledgers of F. Marr Ltd and M. Low & Son.

19.2A On 1 March 2013, A. Duff, Middle Road, Paisley, sold the following goods on credit to
R. Wilson, 24 Peter Street, Loughborough, Order No. 943:

20,000 Coils Sealing Tape @ £6.10 per 1,000 coils
40,000 Sheets Bank A5 @ £4.60 per 1,000 sheets
24,000 Sheets Bank A4 @ £8.20 per 1,000 sheets

All goods are subject to VAT at 10 per cent.

(a) Prepare the sales invoice to be sent to R. Wilson.
(b) Show the entries in the personal ledgers of R. Wilson and A. Duff.

19.3 The following sales have been made by F. Rae Ltd during the month of June 2012. All the
figures are shown net after deducting trade discount, but before adding VAT at the rate of 10 per cent.

2012
August 1 to G. Clark Ltd £210
8 to P. Main £430
19 to W. Roy £120
31 toF.Job £60

You are required to enter up the Sales Day Book, Sales Ledger and General Ledger in respect of the
above items for the month.
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19.4 The following sales and purchases were made by J. Flan Ltd during the month of May 2012.
Net VAT added

2012 £ 2
May 1 Sold goods on credit to A. Bell & Co 220 22
4 Sold goods on credit to D. Player and Co 380 38

10 Bought goods on credit from:

F. Loy and Partners 510 51
R. Dixon Ltd 270 27
14 Bought goods on credit from G. Melly 20 9
16 Sold goods on credit to D. Player and Co 80 8
23 Bought goods on credit from E. Flynn 140 14
31 Sold goods on credit to P. Green 30 3

Enter up the Sales and Purchases Day Books, Sales and Purchases Ledgers and the General Ledger
for the month of May 2012. Carry the balance down on the VAT account.

19.5A The credit sales and purchases for the month of December 2007 in respect of G. Bain & Co
were:

Net, after VAT
trade discount 10%
2013 £ £
Dec 1 Sales to H. Impey Ltd 180 18
4 Sales to B. Volts 410 141
5 Purchases from G. Sharpe and Co 90 9
8 Purchases from R. Hood and Associates 150 15
14 Sales to L. Marion 190 19
18 Purchases from F. Tuckley Ltd 130 13
28 Sales to B. Volts 220 22
30 Purchases from R. Hood and Associates 350 35

Write up all of the relevant books and ledger accounts for the month.

19.6 Louise Baldwin commenced business as a wholesaler on 1 March 2012.
Her sales on credit during March 2012 were:

March 9  Neville’s Electrical

4 computer monitors list price £180 each, less 20% trade discount
March 17 Maltby plc

20 computer printers list price £200 each, less 25% trade discount
March 29 Neville’s Electrical

Assorted software list price £460, less 20% trade discount

All transactions are subject to Value Added Tax at 10%.
(a) Rule up a Sales Day Book and head the main columns as follows.

Date Name and Details List price less trade discount VAT Total
f-p f-p f-p

Enter the above information in the Sales Day Book, totalling and ruling off at the end of
March 2012.

(b) Make the necessary postings from the Sales Day Book to the personal and nominal accounts in
the ledger.

(c) Prepare a trial balance as at 31 March 2012.

(Edexcel Foundation, London Examinations: GCSE)
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19.7A Mudgee Ltd issued the following invoices to customers in respect of credit sales made
during the last week of May 2013. The amounts stated are all net of Value Added Tax. All sales
made by Mudgee Ltd are subject to VAT at 15%.

Invoice No. Date Customer Amount
£

3045 25 May Laira Brand 1,060.00
3046 27 May Brown Bros 2,200.00
3047 28 May Penfold’s 170.00
3048 29 May T. Tyrrell 460.00
3049 30 May Laira Brand 1,450.00

£5,340.00

On 29 May Laira Brand returned half the goods (in value) purchased on 25 May. An allowance was
made the same day to this customer for the appropriate amount.

On 1 May 2013 Laira Brand owed Mudgee Ltd £2,100.47. Other than the purchases detailed
above Laira Brand made credit purchases (including VAT) of £680.23 from Mudgee Ltd on 15 May.
On 21 May Mudgee Ltd received a cheque for £2,500 from Laira Brand.

Required:

(@) Show how the above transactions would be recorded in Mudgee Ltd’s Sales Day Book for the
week ended 30 May 2013.

(b) Describe how the information in the Sales Day Book would be incorporated into Mudgee
Ltd’s double entry system.

(c) Reconstruct the personal account of Laira Brand as it would appear in Mudgee Ltd’s ledger
for May 2013.

(Association of Accounting Technicians)

M ‘ccnu’"’-” lahm Need more practice? Instant feedback?

y y § Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Columnar day books

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® explain why organisations use columnar day books

® decide which basis is to be used for the selection of analysis columns for
columnar day books

® write up columnar day books for sales, purchases or for any other aspect of an
organisation

® write up columnar day books that include a column for VAT

® explain the advantages of maintaining columnar day books compared to ‘normal’
day books

® explain why the advantages of maintaining day books far outweigh the
disadvantages of doing so

Introduction

eeccccccccce

In this chapter, you'll learn why many organisations use columnar day books rather
than the form of day book that you have learnt about in earlier chapters of this
book. You'll learn how to prepare and make entries into columnar day books, and
how to make the appropriate entries from them to the ledgers. In addition, you will
learn about how to record VAT in columnar day books and of the advantages of
using columnar day books rather than the form of day book you learnt about earlier.

@ Columnar purchases day books

230

So far, you may have assumed that the purchases day book was solely for recording the original
entry of purchases on credit and that all other expenditure was first entered in the journal. There
are many organisations which operate their purchases day book in this way. However, many use
only one book (the purchases day book) to record all items obtained on credit. This will include
transactions involving purchases, stationery, non-current assets, motor expenses, and so on. All
credit invoices for any expense will be entered in this book.

However, although only one book is used, all of the various types of items are not simply
lumped together. The business needs to know how much was for purchases, how much for sta-
tionery, how much for motor expenses, etc., so that the relevant ledger accounts can have the
correct amount of expenditure entered in them. This is achieved by having a set of analysis
columns in the book, in the same way as you have analysis columns in cash books and petty cash
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books. All of the items are entered in a total column, but then they are analysed as between the
different sorts of expenditure.

Exhibit 20.1 shows such a Columnar Purchases Day Book (or Purchases Analysis Book)
drawn up for a month from the following list of items obtained on credit. For the purposes of
this example, we shall assume the business is not registered for VAT.

2012 £
May 1 Bought goods from D. Watson Ltd on credit 2,960
3 Bought goods on credit from W. Donachie & Son 760
5 Van repaired, received invoice from Barnes Motors Ltd 1,120
6 Bought packaging material from J. Corrigan & Co 650
8 Bought goods on credit from C. Bell Ltd 2,120
14 Lorry serviced, received invoice from Barnes Motors Ltd 390
23 Bought packaging material on credit from A. Hartford & Co 350
26 Bought goods on credit from M. Doyle Ltd 2,430
30 Received invoice for carriage inwards on goods from G. Owen 58
Exhibit 20.1
Columnar Purchases Day Book (page 105)
Date Name of business PL Total | Purchases | Stationery Motor Carriage
Folio expenses | inwards
2012 £ £ £ £ £
May 1 | D.Watson Ltd 129 2,960 2,960
3 | W. Donachie & Son 27 760 760
5 | Barnes Motors Ltd 55 1,120 1,120
6 | J. Corrigan & Co 88 650 650
8 | C.BellLtd 99 2,120 2,120
14 | Barnes Motors Ltd 55 390 390
23 | A. Hartford & Co 298 350 350
26 | M. Doyle Ltd 187 2,430 2,430
30 | G. Owen 222 58 58
10,838 8,270 1,000 1,510 _58
GL 77 GL 97 GL 156 GL 198

Exhibit 20.1 shows that the figure for each item is entered in the Total column, and is then also
entered in the column for the particular type of expense. At the end of the month the arithmetical
accuracy of the additions can be checked by comparing the total of the Total column with the
sum of totals of all of the other columns.

It can be seen that the total of purchases for the month of May was £8,270. This can be
debited to the purchases account in the general ledger. Similarly, the total of stationery bought
on credit in the month can be debited to the packaging material account in the general ledger,
and so on. The folio number of the page to which the relevant total has been debited is shown
immediately under the total figure for each column, e.g. under the column for motor expenses is
GL 156, meaning that this item has been entered on page 156 of the general ledger.

Note for students: The vertical lines have been included above in order to illustrate how the paper
within the purchases analysis book may be printed. You may find it useful to rule your paper
according to this layout when attempting examples and questions on this topic. If you do, remem-
ber that the number of columns required will vary according to the circumstances.
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Think for a moment about a computerised accounting system — that is, one

where all the entries are made on computer and the books are electronic

documents. Can you think of any reason why the folio number in such cases
would not represent a specific page in a ledger?

The entries in the ledgers can now be shown:

General Ledger

Purchases (page 77)
2012 £
May 31 Purchases analysis PB 105 8,270
Stationery (page 97)
2012 £
May 31 Purchases analysis PB 105 1,000
Motor Expenses (page 156)
2012 f
May 31 Purchases analysis PB 105 1,510
Carriage Inwards (page 198)

2012 f
May 31 Purchases analysis PB 105 58

The individual accounts of the creditors, whether they are for goods or for expenses such as sta-
tionery or motor expenses, can be kept together in a single purchases ledger. However, there is
no need for the purchases ledger to have accounts only for creditors for purchases. Perhaps there
is a slight misuse of the name purchases ledger where this happens, but it is common practice
amongst a lot of businesses. Many businesses will give it the more correct title in that case of the

Bought Ledger.

To carry through the double entry involved with Exhibit 20.1 the purchases ledger is now

shown.

Purchases Ledger

W. Donachie & Son (page 27)
2012 £

May 3 Purchases PB 105 760

Barnes Motors Ltd (page 55)
2012 £

May 5 Purchases PB 105 1,120

14 PB 105 390

J. Corrigan & Co (page 88)
2012 £

May 6 Purchases PB 105 650

C. Bell Ltd (page 99)
2012 f

May 8 Purchases PB 105 2,120
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D. Watson Ltd (page 129)
2012 f

May 1 Purchases PB 105 2,960

M. Doyle Ltd (page 187)
2012 f

May 26 Purchases PB 105 2,430

G. Owen (page 222)
2012 £

May 30 Purchases PB 105 58

A. Hartford & Co (page 298)
2012 £

May 23 Purchases PB 105 350

If the business were split up into departments or sections, instead of having one Purchases col-
umn it would be possible to have one column for each of the departments. In this way, the total
purchases for each department for the accounting period could be ascertained. In fact, you could
have as many columns as you wanted in this book. It all depends how extensively you want to
analyse the credit expenditure recorded in the book. You might, for example, wish to keep all
entries for credit purchases made from one supplier in one column dedicated to that supplier and
so only post the total purchases from that supplier each month to the supplier’s personal account
in the purchases ledger.

@ Columnar sales day books

A similar approach can be adopted with the sales day book. You may, for example, wish to
know the sales for each section or department of the business. The ‘normal’ sales day book
shows only the total of sales for the accounting period. In this case, you could use a Columnar
Sales Day Book (or Sales Analysis Book). For a business which is not registered for VAT that
sells sports goods, household goods and electrical items, it might appear as in Exhibit 20.2:

Exhibit 20.2
Columnar Sales Day Book
Date Name of business | SL Folio | Total | Sports Dept | Household Dept | Electrical Dept
2012 f f f f
May 1 | N. Coward Ltd 87 190 190
5 | L. Oliver 76 200 200
8 | R. Colman & Co 157 300 102 198
16 | Aubrey Smith Ltd 209 480 480
27 | H. Marshall 123 220 110 45 65
31 | W. Pratt 66 1,800 - 800 1,000
3,190 412 1,035 1,743

Note for students: As with the Columnar Purchases Day Book, the vertical lines have been
included above in order to illustrate how the paper within the Columnar Sales Day Book may be
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printed. You may find it useful to rule your paper according to this layout when attempting exam-
ples and questions on this topic. If you do, remember that the number of columns will vary
according to the circumstances.

Columnar day books and VAT

In the UK, if a business is ‘exempted’ for Value Added Tax (VAT), it doesn’t charge customers
VAT and so does not add VAT on to the value of its sales invoices and cannot reclaim VAT on
its purchases. When a business sells ‘zero-rated’ goods, it does not charge VAT on such sales but
will do so on sales of other goods and services unless it is either exempted from doing so or not
registered for VAT. As you learnt in Chapter 19, items that are zero-rated include most food
(but not meals in restaurants and cafés or hot take-away food and drink), books and news-
papers, young children’s clothing and shoes, prescriptions, and many aids for disabled people.

(You can find out more about VAT at the UK Revenue and Customs website: www.hmrc.gov.uk.)

Both Exhibits 20.1 and 20.2 have been prepared on the basis that the business is not regis-
tered for VAT, which has the same effect as being exempted for VAT. Let’s imagine that the
business in Exhibit 20.2 was registered for VAT. The Columnar Sales Day Book should include a
column for VAT.

In Exhibit 20.3, the debtors are shown charged with the gross amounts (selling price net of
VAT plus VAT), e.g. N. Coward Ltd with £209 (i.e. £190 plus VAT of £19). The VAT account
would be credited with £319 being the total of the VAT column. The sales account would be
credited with the sales figures of £412, £1,035 and £1,743. (For ease of calculation, we’re using
a VAT rate of 10 per cent.)

Exhibit 20.3
Columnar Sales Day Book
Date Name of business | SL Folio Total VAT | Sports Household | Electrical
Dept Dept Dept
2012 £ f f f f
May 1 N. Coward Ltd 87 209 19 190
5 L. Oliver 76 220 20 200
8 R. Colman & Co 157 330 30 102 198
16 | Aubrey Smith Ltd 209 528 48 480
27 H. Marshall 123 242 22 110 45 65
31 W. Pratt 66 1,980 180 - 800 1,000
3,509 319 412 1,035 1,743

Note how all the columns to the right of the VAT column contain the same information as in
the example in Exhibit 20.2 which ignored VAT.

Why is the total amount received for each sale not inserted in each of the
department columns?

Hint: students often suggest that the total amount relating to each transaction
represents the value of the sale and so it is the total amount that needs to be
recorded in the General Ledger in order that the figure for sales in the Income
Statement is not understated.
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Similarly, a Columnar Purchases Day Book would include a VAT column if the business was
not zero-rated. In this case, the total of the VAT column would be debited to the VAT account.
The total of the Purchases column would be debited to the purchases account with the total of
each expense column debited to the various expense accounts in the general ledger.

@ Advantages of columnar day books

The advantages of columnar day books are that they provide exactly the information an organ-
isation needs, at the time when it is wanted, in a place which is convenient and easy to find, and
they avoid cluttering up the ledgers with lots of detailed transaction data. Different businesses
have different needs and, therefore, analyse their day books in different ways.

Columnar day books enable us to do such things as:

Calculate the profit or loss made by each part of a business.

Draw up control accounts for the sales and purchases ledgers (see Chapter 31).
Keep a check on the sales of each type of goods sold.

Keep a check on goods sold in different locations, departments or sections.
Identify purchasers of each type of good offered for sale.

N W=

List as many things as you can that could be analysed in a separate column in a
columnar day book that would enable an organisation to do something far more
easily than when a ‘normal’ day book is used.

@ Books as collection points

You have learnt so far that the sales and purchases day books, and the day books for returns, are
simply collection points for the data to be entered in the accounts of the double entry system.
There is nothing in the law or accounting standards that says that, for instance, a Sales Day
Book has to be maintained. We could just look at the sales invoices and enter the debits in the
customers’ personal accounts from them. Then we could keep all the sales invoices together in a
file. At the end of the month we could add up the amounts of the sales invoices, and then enter that
total to the credit of the sales account in the general ledger, but we wouldn’t want to! Would we?

Spend one minute listing as many advantages as you can for not using books of
original entry for purchases, sales and returns transactions. Then spend another
minute listing as many disadvantages as you can think of.

While, there is, strictly speaking, no need for columnar day books to be used if entries are
made directly into the ledger accounts from the source documents, it is considered good practice
to do so, particularly when the accounting records are not computerised.

Learning outcomes

eecccccccccccoe

You should now have learnt:
1 That columnar day books and analysis books are two names for the same thing.

2 That columnar day books are used in order to show the value of each of the
various types of items bought and sold so that the relevant accounts may have
the correct amount entered into them.
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3 That the columns in a columnar day book are chosen on the basis of what type of

information an organisation wishes to be highlighted as, for example, in the case
of a department or a major supplier.

How to prepare a columnar day book for entry of the relevant data.

How to make entries in columnar day books and transfer the balances at the end
of a period to the appropriate ledger accounts.

How to include VAT in a columnar day book.

That the advantages of maintaining day books far outweigh the disadvantages of
doing so.

Answers to activities

20.1

20.2

20.3

20.4

This convention that the folio number represents a page in a ledger is really only applicable to
handwritten manual accounting systems. In many organisations, the folio number is the number
of the account in the ledger, rather than the page in the ledger. This is particularly the case in
computerised accounting systems, when page numbers, as such, do not exist.

VAT does not increase sales revenue. It is a tax on sales and the money received in respect of it is
passed directly to HM Revenue and Customs. VAT does not appear in the income statement.

There are many other things columnar day books can enable an organisation to do far more easily
than when a ‘normal’ day book is used. For example, they can be used to:

record the details of all sales to a major customer in a book other than the General Ledger;
record the details of all purchases from a major supplier in a book other than the General Ledger;
identify which supplier(s) each type of good offered for sale was purchased from;

identify which types of goods offered for sale are purchased by a particular supplier.

There is probably only one advantage of not using these day books — that no one needs to write
entries in them if they don’t exist. There are many, many disadvantages. The most obvious con-
cerns what happens when an invoice is lost from the box before it is recorded in the ledger, or
even after it has been recorded in the ledger. How can you verify the transaction took place or was
for the amount of money entered in the ledger? And how can you tell what was actually bought
or sold without the original (source) document? All businesses really ought to use day books.

Review questions
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20.1 Rr. Bright, an electrical goods wholesaler, has three departments: (a) Music, (b) TV and (c)
Kitchen. The following is a summary of Bright's sales invoices during the week 1 to 7 February 2013.

List price less

Customer  Invoice No.  Department  trade discount VAT  Total invoice price

Feb 1

NuUuTwN

£ £ £
M. Long 403 TV 3,900 390 4,290
F. Ray 404 Music 1,100 110 1,210
M. Tom 405 TV 980 98 1,078
T. John 406 Kitchen 410 41 451
F. Ray 407 TV 1,660 166 1,826
M. Long 408 Music 2,440 244 2,684

The VAT rate was 10 per cent.
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(a) Record the above transactions in a columnar book of original entry and post to the general
ledger in columnar form.

(b) Write up the personal accounts in the appropriate ledger.
NB Do not balance-off any of your ledger accounts.

20.2 Enter up a columnar purchases day book with columns for the various expenses for
F. Wayne for the month from the following information on credit items.

2012 f
July 1 Bought goods from G. Hope 560
3 Bought goods from B. Smith 420
4 Received electricity bill (lighting & heating from Scottish Gas) 91
5 Bought goods from F. Loy 373
6 Van repaired, received bill from Bright Body Shop 192
8 Bought stationery from Light Letters 46
10 Van serviced, bill from Pope Garage 124
12 Gas bill received from Scottish Gas (lighting & heating) 88
15 Bought goods from B. Bill 265
17 Bought light bulbs (lighting & heating) from G. Fyfe 18
18 Goods bought from T. Tully 296
19 Invoice for carriage inwards from Rapid Flight Ltd 54
21 Bought stationery from K. Frank 14
23 Goods bought from F. Loy 218
27 Received invoice for carriage inwards from Couriers Ltd 44
31 Invoice for motor spares supplied during the month received from Pope Garage 104

20.3 Enter up the relevant accounts in the purchases and general ledgers from the columnar
purchases day book you completed for Question 20.2.

20.4A Enter up a columnar purchases day book with columns for the various expenses for
G. Graham for the month from the following information on credit items.

2012 £
June 1 Bought goods from J. Syme 108
4 Bought goods from T. Hill 210
7 Bought goods from F. Love 195
8 Truck repaired, received bill from Topp Garages 265
9 Received phone bill from BT 65
9 Bought stationery from Gilly Shop 19
17 Bought goods from G. Farmer 181
19 Bought fluorescent light bulb (lighting & heating) from B&T Ltd 13
21 Goods bought from T. Player 222
22 Invoice for carriage inwards from Overnight Couriers Ltd 46
23 Bought stationery from J. Moore 12
24 Car serviced, bill from Topp Garages 364
25 Electricity bill received from PowerNorth Ltd (lighting & heating) 39
25 Goods bought from H. Noone 193
28 Received invoice for carriage inwards from PMP Ltd 38
30 Invoice for replacement car tyre received from Topp Garages 66

20.5A Enter up the relevant accounts in the purchases and general ledgers from the columnar
purchases day book you completed for Question 20.4A.
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Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® explain the basic system of PAYE income tax

® explain the difference between employee’s and employer’s National Insurance
Contributions

® calculate the net pay of an employee given details of his or her gross pay and
PAYE income tax and other deductions

® calculate the amount of the employer’s National Insurance Contribution that
would have to be paid on behalf of an employee given details of the employee’s
gross pay and PAYE income tax and other deductions

® explain how basic pensions and additional pensions are determined
® operate a wages control account

Introduction

In this chapter, you'll learn about the calculation of pay and the deductions that are
made from it by an employer for tax and National Insurance. You’ll also learn about
two forms of state pensions that an employee may be eligible for upon retirement,
and about a number of items that reduce an employee’s liability to income tax.
You'll learn about some benefits that employees can receive as a result of their
having made National Insurance Contributions. Finally, you’ll learn how to calculate
the net payment received by employees after adjusting their gross pay by the reliefs
available and deductions, both statutory and voluntary, that have to be made.

@ Pay

Employees are paid either a wage or a salary. If you see an advert for a job and it mentions that
the rate of pay will be £8 per hour, that is an example of a wage. If, on the other hand, an advert
refers to an annual amount, that is a salary. In the UK, we normally talk about wages per hour
or per week, and salaries per year.

m Write down what you think would be good definitions for the term ‘wage’ and
the term ‘salary’.

In the UK, every employee is taxed under a system called PAYE (Pay As You Earn). This
means that for every employee, employers are required by law to make various deductions for
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tax and National Insurance (effectively a contribution towards some of the benefits people who
have made these contributions receive from the state, such as money paid by the state to some-
one who is out of work or retired). As a result, a distinction is made between

® gross pay, which is the amount of wages or salary before deductions are made; and
® net pay, which is the amount of wages or salary after deductions.

Many employees talk about ‘take-home pay’. This is, in fact, the same as their net pay.

What other deductions might be made from gross pay by an employer?

Methods of calculating gross pay

The methods employers use to calculate gross pay vary widely, not just between employers but
also for employees in the same organisation. The main methods are:

® a fixed amount per period of time, usually a year;

® piece rate: pay based on the number of units produced by the employee;

® commission: a percentage based on the value of sales made by the employee;
® basic hourly rate: a fixed rate multiplied by number of hours worked.

Arrangements for rewarding people for working overtime (time exceeding normal hours
worked) will vary widely. The rate will usually be in excess of that paid during normal working
hours. Many people who are being paid salaries are not paid for working overtime.

In addition, bonuses may be paid on top of these ‘normal’ earnings. Bonus schemes will also
vary widely, and may depend on the amount of net profit made by the company, or on the
amount of work performed, or on the quality of performance by the employee, or on production
levels achieved, either by the whole company or by the department in which the employee
works. In some cases, these bonuses can amount to many times an employee’s ‘normal’ salary.

Can you think of any examples where these extremely high bonuses have been
paid?

Income tax deductions

In the UK, the wages and salaries of all employees are liable to have income tax deducted from
them. This does not mean that everyone will pay income tax — some may not earn enough to be
liable for any tax. However, if income tax is found to be payable, under the PAYE system the
employer deducts the tax due from the employee’s wages or salary and sends it to HM Revenue
and Customs, the government department in charge of the collection of income tax.

Each person in the UK is allowed to subtract various amounts called ‘allowances’ from their
earnings when calculating how much they are liable to pay in income tax. Many people pay no
tax because they earn less than their total allowance. The amounts given for each person depend
upon his or her personal circumstances, but everyone is entitled to a personal allowance. For the
tax year ending on 5 April 2012, that allowance was £7,475.

An extra allowance is given to blind people. Anyone aged over 65 receives an additional
allowance, and there is a married couple’s allowance if at least one person in a marriage or civil
partnership was born before 6 April 1935. Other allowances available may depend on the type
of job. For example, some people can claim allowances for special clothing they need for their
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job. The totals of these allowances are known as a person’s ‘personal reliefs’ or personal
allowances. Once these have been deducted, any balance of income remaining will have to suffer
income tax. However, contributions to superannuation (or pension) schemes are also deducted
before arriving at the amount upon which tax is due — you’ll learn about superannuation con-
tributions later in this chapter.

The calculation is, therefore:

f
Gross pay XXX
Less: reliefs (xxx)
Pay which is taxable XXX

Two people may, therefore, earn the same wages, but if one of them gets more allowances than
the other, he or she will have less taxable pay, and so will pay less income tax than the other person.

Each year in the Budget, the Chancellor of the Exchequer announces what the rates of income
tax are going to be for the following year, and also how much is to be deducted in respect of
each allowance.

Because of the annual changes in tax rates and allowances, the rates of income tax shown
from here onwards are for illustration only, and are not necessarily the actual rates of income tax
at the time you are reading this book.

Let’s assume that the rates of income tax (on the amount actually exceeding the allowances
for each person) are:

On the first £3,000 Income tax at 20%
On the next £24,000 Income tax at 25%
On the remainder Income tax at 40%

The income tax payable by each of four people can now be calculated:

1 Miss Brown earns £3,800 per annum. Her personal reliefs amount to £4,000.
Income tax payable = Nil.

2 Mr Green earns £8,760 per annum. His personal reliefs amount to £4,000.
Income tax is therefore payable on the excess of £4,760. This amounts to:

£
On first £3,000 at 20% = 600
On remaining £1,760 at 25% = 440
Total income tax for the year 1,040

3 Mr Black earns £10,700 per annum. His personal reliefs amount to £5,300. Income tax is
therefore payable on the excess of £5,400. This amounts to:

£
On first £3,000 at 20% = 600
On remaining £2,400 at 25% =_600
Total income tax for the year 1,200

4 Mr White earns £39,700 per annum. His personal allowances amount to £5,200. Income tax
is therefore payable on the excess of £34,500. This amounts to:

f
On first £3,000 at 20% = 600
On next £24,000 at 25% =6,000
On remaining £7,500 at 40% = 3,000
Total income tax for the year 9,600

Let’s assume that Miss Brown and Mr Green are paid weekly, and Mr Black and Mr White
are paid monthly. If each payment to them during the year was of equal amounts, then we can
calculate the amount of PAYE deducted from each payment of earnings.
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PAYE deducted on a weekly basis:

—

Miss Brown. Tax for year = nil. Tax each week = nil.
2 Mr Green. Tax for year = £1,040. Tax each week £1,040 + 52 = £20.

PAYE deducted on a monthly basis:

3 Mr Black. Tax for year = £1,200. Tax each month £1,200 + 12 = £100.
4 Mr White. Tax for year = £9,600. Tax each month £9,600 + 12 = £800.

These examples were deliberately made easy to understand. In real life, earnings may change
part-way through a tax year, the amounts paid each week or month may be different, etc. HM
Revenue and Customs issues employers with tax tables to help calculate the PAYE code numbers
used to deal with the different allowances employees may have, and we shall look at these next.

PAYE code numbers

We have already seen that personal reliefs, which are deducted from gross pay to find taxable
pay, will vary between employees.

When employers come to use tax tables they need an easy method of knowing the amount of
personal reliefs to which each of their employees is entitled. The Revenue and Customs solve this
for employers by giving each employee a tax code number and giving the employer books of tax
code tables that show what tax to deduct.

The tax code will incorporate all the tax reliefs to which the employee is entitled. This means
that should the worker receive extra reliefs for special clothing, or for being blind, these extra
reliefs will be incorporated into the tax code.

To find the tax code, the total of all the reliefs is first calculated. The tax code will consist of
the total reliefs excluding the final digit. The number will be followed by a letter. For example:

L means a code incorporating the basic personal allowance.
P is for a tax code with the full personal allowance for those aged 65-74.

In the case of the employees given in Section 21.3

® Miss Brown’s personal reliefs amounted to £4,000. Her tax code will be 400L.

® Mr Green’s personal reliefs amounted to £4,000. His tax code will be 400L.

® Mr Black is aged 66. His personal tax reliefs amounted to £5,300. His tax code will be 530P.
® Mr White is aged 69. His personal tax reliefs amounted to £5,200. His tax code will be 520P.

National Insurance

In the UK, National Insurance Contributions have to be paid for and by each employee. In
return, the employee may claim benefits from the state, if and when required, e.g. for retirement
or when unemployed. The actual benefits available in return for these contributions are:

® Incapacity Benefit

® Jobseeker’s Allowance

® Maternity Allowance

® Retirement Pension

® Widowed Mother’s Allowance
® Widow’s Payment

® Widow’s Pension

® Bereavement Benefit

® Additional State Pension.
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National Insurance Contributions are split into two parts:

(a) the part that employees have to suffer by it being deducted from their pay;
(b) the part that the employer has to suffer. This is not deductible from pay.

The rates change from time to time but, assuming a total National Insurance rate of 19 per cent,
of which the employee’s contribution is 9 per cent and the employer’s contribution 10 per cent,
then £38 total contribution will have to be paid in respect of an employee who has earned £200
in the period, i.e. £200 x 19% = £38.

Of this, £18 (9%) can be deducted from the employee’s pay, whilst £20 (10%) is a cost to the
employer.

Pensions

Paying National Insurance Contributions results in employees receiving a state pension when
they retire. Where an employee qualifies for a ‘basic pension’, the pension paid is based upon the
number of years in which the ‘minimum amount’ of contributions were paid. This minimum
amount is based on employees needing to have paid contributions on earnings of at least
52 times the weekly lower earnings limit during a tax year. If the weekly lower earnings limit is
£100, the employee would need to have earned £5,200 in the year for that year to be included in
the calculation of the basic pension. The number of years when this occurred is then multiplied
by the basic pension per year to arrive at the amount of basic pension the individual will receive.

Where employees pay more than the minimum amount required for a basic pension, they will
be entitled to an extra pension on top of their basic pension. This is known as ‘additional pen-
sion’ (AP). It is based upon earnings during the employee’s working life from the year 1978-79
to that ending before the one in which the employee reaches retirement age.

Where an employee belongs to a contracted-out (superannuation or) occupational pension
scheme (one operated by or on behalf of their employer) or a personal pension scheme (one run
by, for example, an insurance company to which the employee makes contributions out of net
pay), that scheme will provide a pension wholly or partly in place of any additional pension the
individual may have otherwise been eligible to receive.

Other deductions from pay

Pensions contributions

An employee may belong to a company’s occupational pension scheme. The money paid into the
fund will be paid partly by the company and partly by the employee. For example, the employee’s
contribution could be 6 per cent, with the company paying whatever is necessary to give the
employee the agreed amount of pension.

The amount of the contribution payable by employees will, therefore, be deducted in calculat-
ing the net pay due to them.

Voluntary contributions

These include items such as charitable donations, subscriptions to the business’s social club,
union subscriptions and payments under a ‘Save as You Earn’ (SAYE) Scheme.
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@ Statutory Sick Pay and Statutory Maternity Pay

1 Statutory Sick Pay (SSP) is a payment made to employees when they are ill and absent from
work. At present, it is not paid for the first three days of illness, and is limited to a maximum
of 28 weeks.

2 Statutory Maternity Pay (SMP) is a payment made for up to 39 weeks to an employee away
from work on maternity leave.

SSP and SMP are paid to employees in the same way as ordinary wages. They are both liable
to have income tax and National Insurance deducted from them.

@ Calculation of net wages/salary payable

UK students who need to know how to use PAYE tax and National Insurance tables will need to
study this further.

For general guidance for all readers, and for those who do not want to know about the use of
income tax and National Insurance tables, we can look at two general examples of the calcula-
tion of net pay. The percentages used are for illustrative purposes only.

(A) G. Jarvis:
f
Gross earnings for the week ended 8 May 2012 500
Income tax: found by consulting tax tables
and employee’s code number 60
National Insurance: 9% of gross pay 45
G. Jarvis: Payslip week ended 8 May 2012
£ £
Gross pay for the week 500
Less Income tax 60
National Insurance 45
(105)
Net pay 395
(B) H. Reddish:
f
Gross earnings for the month of May 2012 6,000
Income tax (from tax tables) 1,120
Superannuation: 6% of gross pay 360
National Insurance: 9% of gross pay 540
H. Reddish: Payslip month ended 31 May 2012
f f
Gross pay for the month 6,000
Less Income tax 1,120
Superannuation 360
National Insurance 540
(2,020)
Net pay 3,980

The total costs to the employer in each of the above cases will be as follows, assuming the
employer’s part of National Insurance Contributions to be £50 for Jarvis and £600 for Reddish:
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G. Jarvis H. Reddish

f f
Gross pay 500 6,000
Employer’s share of National Insurance 50 _ 600
Total cost to the employer 550 6,600

It will be the figures of £550 and £6,600 that will be incorporated in the income statement as
expenses shown under wages and salaries headings.

You can find out more about income tax and National Insurance Contributions at the Revenue
and Customs website (www.hmrc.gov.uk).

Recording payments of wages and salaries in the accounts

In small businesses and some medium-sized businesses, records of wages and salaries are usually
kept by the bookkeeper. In businesses with enough employees to justify it, a payroll department
will administer the payroll and maintain the records relating to it.

In both cases, these records are not included in any detail in the double entry system. In the-
ory, the only entries in that system will be a debit to a wages account for any wages and salaries
paid and a credit to the bank for the same amount.

However, as you have seen, Income Tax and National Insurance must also be included in the cal-
culation of the amount paid. We could operate a series of accounts to deal with this: wages, National
Insurance, and employee Income Tax; and operate another account for HM Revenue and Customs.

Under this approach, the double entries are first made in the individual accounts for amounts
paid or due:
(i)  Wages account is debited with the net amount paid to all employees
Bank is credited.
(i) Wages account is debited with the total amount of Income Tax due to be paid for all
employees
HM Revenue and Customs account is credited.
(ili) Wages account is debited with the total amount of employee’s National Insurance due to
be paid for all employees
HM Revenue and Customs account is credited.
(iv) Employer’s National Insurance account is debited with the total amount of employer’s
National Insurance due to be paid for all employees
HM Revenue and Customs account is credited.
(The entry for wages in the Income Statement will be the total of the balance shown on the
wages account and the employer’s National Insurance account.)

Payments to HM Revenue and Customs are done according to an official schedule and are
typically a few days or longer after wages and salaries have been paid:
(v)  HM Revenue and Customs account is debited when HM Revenue and Customs is paid the
employee National Insurance it is due
Bank is credited.
(vi) HM Revenue and Customs account is debited when HM Revenue and Customs is paid the
employer National Insurance it is due
Bank is credited.
(vii) HM Revenue and Customs account is debited when HM Revenue and Customs is paid the
Income Tax it is due
Bank is credited.

An example is shown in Exhibit 21.1. The reference numbers above are included in the entries so
that you may identify them more easily.
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Exhibit 21.1
Wages
Bank (i) 2,000 Profit and loss 3,000
HM Revenue and Customs (ii) 600
HM Revenue and Customs (iii) 400
3,000 3,000
Employer’s National Insurance
HM Revenue and Customs (iv) 500 Profit and loss 500
500 500
Bank
Balance c/d 3,500 Wages (i) 2,000
HM Revenue and Customs (v) 600
HM Revenue and Customs (vi) 400
HM Revenue and Customs (vii) 500
3,500 3,500
HM Revenue and Customs
Bank (v) 600 Wages (ii) 600
Bank (vi) 400 Wages (iii) 400
Bank (vii) 500 Employer’s National Insurance (iv) 500
1,500 1,500

If you add together the two transfers to profit and loss, the total amount that will appear in the
income statement for wages is £3,500.

However, as wages can represent a significant proportion of total costs, custom and practice
has led to the use of a separate control account: the Wages Control Account (sometimes called,
‘wages and salaries control account’).

Under this approach, entries are made for the total amounts due before any payments have
been made. Then, once payments are made, a second series of entries is made.

Before payment is made:
(a) Wages account is debited with the total gross wages for the period
Wages control account is credited.
(b) Employer’s National Insurance account is debited with the total employers’ National
Insurance for the period
Wages control account is credited.

When the payments are made:

(c) Wages control account is debited with the net wages paid
Bank is credited.

(d) Wages control account is debited with the total employee National Insurance paid
Bank is credited.

(e) Wages control account is debited with the total employer National Insurance paid
Bank is credited.

(f) Wages control account is debited with the total Income Tax paid
Bank is credited.

Exhibit 21.2 shows the same amounts as in Exhibit 21.1, but with the addition of a wages con-
trol account. Again, the reference number for each entry is included:
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Exhibit 21.2
Wages
Wages control (a) 3,000 Profit and loss 3,000
3,000 3,000
Employer’s National Insurance
Wages control (b) 500 PROFIT AND LOSS 500
500 500
Wages Control Account
Bank (c) 2,000 Wages (a) 3,000
Bank (d) 500 Employer’s National Insurance (b) 500
Bank (e) 600
Bank (f) 400 _
3,500 3,500
Bank
Balance c/d 3,500 Wages control (c) 2,000
Wages control (d) 500
Wages control (e) 600
Wages control (f) 400
3,500 3,500

Why do you think this development occurred?

Comparing these two approaches

The advantage of operating a wages control account is that it makes it possible to monitor actual
payments made for wages and salaries against what should have been paid. This is an aspect of
the managerial control technique, segregation of duties, something that is considered essential to
minimise the risk of fraud and theft. One common example of this technique concerns expense
reimbursement, when the person who authorises the reimbursement is different from the person
who makes the payment to the claimant. Another concerns payments for supplies, where one
person orders goods and another pays for them.

Learning outcomes

eecccccccccccce

You should now have learnt:
1 That the PAYE system ensures that employees pay tax on their earnings.

2 That the amount of tax paid varies between employees and depends on their
eligibility for the various reliefs available.

3 That tax codes are used by employers to calculate tax due by employees.
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4 That National Insurance Contributions are deducted from earnings at the same
time as income tax.

5 That superannuation (i.e. pension) contributions are deducted from earnings to
find taxable pay.

6 That the level of state pension is dependent upon the individual having paid
sufficient employee’s National Insurance Contributions before reaching
retirement age.

7 That employees who are members of a superannuation (or occupational
pension) scheme pay lower levels of National Insurance Contributions.

8 That employers pay an employer’s National Insurance Contribution on behalf of
each employee.

9 How to calculate net pay given the gross pay, PAYE and NIC amounts.
10 How to operate a wages control account.

Answers to activities

21.1 There is no exact definition of ‘wage’ or of ‘salary’. In general, it is accepted that wages are earn-
ings paid on a weekly basis, whilst salaries are paid monthly. In accounting, you will see this dis-
tinction taken a step further when you look at types of costs in Chapter 37. In effect, accounting
assumes that salaries are fixed amounts paid monthly and that people who are paid a salary do
not receive any extra payment should they happen to work extra hours in the month. Those who
earn wages are assumed to be paid extra when they work extra hours.

21.2 Other deductions include contributions to a superannuation scheme (i.e. a pension scheme), charit-
able contributions (where the employee has agreed to give some of the wage or salary to a charity
and has asked the employer to deduct the money from the amount earned), and subscriptions to a
trade union (where the employer has asked that this be done). None of these are compulsory, but
they all affect the amount the employee is left with as ‘take-home pay’.

21.3 People working as traders in the financial markets can earn huge amounts in bonus payments —
figures in excess of £1 million are not unusual - if they or their business have had a particularly
successful year. However, very few people perform this type of work, and some of those who do
receive very small bonuses if, indeed, they receive any bonus at all.

21.4 Operating a wages control account improves control over those involved in calculating, recording
and paying wages. The initial entries are made from the payroll records before any payments are
made. When the payments are made, the balance on the wages control account is eliminated pro-
viding the correct amounts have been paid. It is not possible to add in additional payments or to
pay less than is due without a balance being left on the wages control account.

Review questions

Note: These questions are for general use only. They have been designed to be done without
the use of tax and National Insurance tables. The National Insurance given is the employee’s part
only.

21.1 H. Smith is employed at a rate of £10 per hour. During the week to 18 May 2012 he worked

his basic week of 40 hours. According to the requisite tables the income tax due on his wages was
£54, and National Insurance £32. Calculate his net wages.
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21.2 B. Charles has a basic working week of 40 hours, paid at the rate of £8 per hour. For hours
worked in excess of this he is paid 1'2 times basic rate. In the week to 12 March 2012 he worked
45 hours. The first £70 per week is free of income tax, on the next £50 he pays tax at the 20 per
cent rate and above that he pays at the 25 per cent rate. National Insurance amounted to £34.
Calculate his net wages.

21.3 B. Croft has a job as a car salesman. He is paid a basic salary of £200 per month, with a com-
mission extra of 2 per cent on the value of his car sales. During the month of April 2012 he sells
£30,000 worth of cars. The first £450 per month is free of income tax, on the next £50 he pays tax
at the 20 per cent rate and above that he pays at the 25 per cent rate. He also pays National
Insurance for the month of £66. Calculate his net pay for the month.

21.4 T. Penketh is an accountant with a salary of £2,000 per month plus bonus, which for May
2012 was £400. He pays superannuation contributions of 5 per cent of gross pay, and these are
allowed as reliefs against income tax. In addition to this, he has further reliefs of £430. The taxable
pay is taxed at the rate of 20 per cent on the first £250, whilst the remainder suffers the 25 per
cent tax rate. In addition he pays National Insurance of £190. Calculate his net pay for the month.

21.5A K. Blake is employed at the rate of £6 per hour. During the week to 25 May 2012 he
works 35 hours. According to the tax and National Insurance tables he should pay income tax £28
and National Insurance £18. Calculate his net wages.

21.6A R. Kennedy is a security van driver. He has a wage of £200 per week, plus danger money
of £2 per hour extra spent in transporting gold bullion. During the week ended 15 June 2012 he
spends 20 hours taking gold bullion to London Airport. The first £90 per week of his pay is free of
income tax, whilst on the next £50 he pays at the 20 per cent rate, and at the 25 per cent rate
above that figure. He pays National Insurance for the week of £19. Calculate his net pay for the
week.

21.7A Mrs T. Hulley is paid monthly. For part of April 2012 she earns £860 and then goes on
maternity leave, her maternity pay for April being £90. She has pay free of tax £320, whilst on the
next £250 she pays at the 20 per cent tax rate, and 25 per cent above that. She pays £79 National
Insurance. Calculate her net pay for the month.

21.8A P. Urmston is paid monthly. For June 2012 he earns £1,500 and also receives statutory sick
pay of £150. He pays £90 superannuation which is allowed as a relief against income tax and he
has further reliefs (free pay) of £350. The taxable pay is taxed at the rate of 20 per cent on the first
£250 and 25 per cent thereafter. He pays National Insurance of £130 for the month. Calculate his
net pay for the month.

M Accn”’"in lﬂhm Need more practice? Instant feedback?

y y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



Computers and accounting

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® explain that different computer hardware configurations are used, depending
largely upon company size

® explain why financial accounting packages tend to be bought ‘off-the-shelf’,
possibly customised to the business, or the software (particularly in larger
companies) may be commissioned from computer software specialists either
within the business or from external agencies

® explain why accountants use spreadsheets to write many of their own computer
programs, particularly for managerial accounting purposes

® explain that an accounting information system is just one part of the
management information system

® describe the structure and flexibility of spreadsheets

® explain why a database package is a useful tool

® explain the importance of backing up data in a computerised environment
® explain the importance of and benefits of the use of passwords

® describe the requirements and implications of the Data Protection Act 1998

Introduction

eeccccccccce

In this chapter, you'll learn about how computers can be used to input and process
data and produce output from an accounting system that can be used for decision-
making. You'll learn about how computers are linked together and of the differ-
ences between buying ready-made accounting software and writing the accounting
program from scratch. You'll be introduced to spreadsheets and database packages
and you will learn of the importance of backing up data and using passwords.
Finally, you will learn about the regulations relating to the storage of personal data
on computer.

@ Background

Nowadays, there are very few businesses which do not use a computer for at least some of their
data processing tasks. In some cases, this may simply involve the accountant using a spreadsheet
as an extended trial balance, the data being input having been obtained, in the first place, from
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the manually maintained ledgers. Once the final adjustments to the trial balance have been
made, the spreadsheet would then be used to produce the financial statements. (You will be
learning about these accounting activities in the next few chapters.)

In other cases, computers may be used for most, or even all, of the accounting tasks. What-
ever the level of use of computers in accounting, accountants need to be able to understand how
data is being entered and processed so that they can understand and have faith in the reliability
of the figures produced. It has been suggested, for example, that over 60 per cent of spreadsheet
programs have errors. This is something accountants need to guard against.

Auditors have special computer programs designed to test the reliability of computerised
accounting systems but it is obviously better to ensure that the computers are being used appro-
priately and correctly in the first place, rather than relying on an auditor to discover that some
aspect of the system is not operating correctly — you would not, for example, wish to discover
that for the previous year you have been giving all your customers a 10 per cent cash discount,
even when they haven’t paid you the amount they owe you! Thus, when computers are used in
accounting, the accountant involved needs to ensure that they are being used appropriately and
that the records they are creating and the output they produce is both valid and meaningful.

Large versus small systems

The technology when computers are used in an accounting system will vary in size to meet the
volume of data processing required by the business. Very large businesses may use a large and
extremely powerful central computer for handling bulk data and workstations and/or stand-
alone PCs for a number of purposes such as data entry, producing departmental accounts and
financial modelling (i.e. forecasting and ‘what if’ or sensitivity analysis). Other businesses
will use PCs for all accounting purposes.

Whatever the hardware used, where more than one person is using the computerised part of
the accounting system some mechanism has to be in place to enable data to be entered and
accessed by everyone who is responsible for that aspect of the system. This is unlikely to be done
by sharing the same PC, so some appropriate organisation of the hardware is required.

Networks

When a central computer is used, the workstations used to interrogate the data held on the
central computer may be dumb terminals — i.e. they have no processing capabilities of their
own — or PCs. In either case, they need to be networked (i.e. linked together through wires that
run from their workstations to the central computer; or via phone lines over the Internet; or
connected using a wireless network).

In some cases, these groupings of a central computer with workstations will be a local area
network (LAN) (i.e. internal to the location). In other cases, they will be part of a wide area
network (WAN) (i.e. connected outside the location of the workstation to, for example, a com-
puter located at the business’s head office in another city). It is quite common for a workstation
to be connected to both a local area network and a wide area network.

Being linked together has the advantage that data and information can be passed directly
from one computer to another. Thus, although they can operate independently of any other
computer, PC-based systems may also be connected together on a local area network, and have
links to wide area networks.

Special forms of these networks emerged over the past few years as a result of the extension
of the Internet. It is now becoming increasingly common for businesses to have an ‘intranet’, a
network based on Internet technologies where data and information private to the business is made
available to employees of the business. Some also have extranets, where data and information
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private to the business is made available to a specific group of outsiders, for example making a
company’s stock records available online to major customers. Of course, most now have websites
where they place information for the use of anyone who happens to want to look at it. In many
cases, these contain copies of the latest financial statements of the business and a part of the web-
site is devoted to promoting and selling goods and services.

Software

The software used may be developed in-house (by employees) or written under contract with an
outside business or agency. Such systems are tailored to exactly what the business wants and are
sometimes referred to as ‘bespoke’ systems. A large supermarket chain, for example, could have
software developed incorporating the EPOS (electronic point of sale) system and you see this
being used when barcodes on goods are scanned at supermarket check-outs. Not only do these
check-out systems keep an accurate check on what is sold, in the form of an electronic cash
book, but such information can be fed into the central computer to assist the process of reorder-
ing inventory from warehouses, and to keep a check on cash sales. They also provide data for
inventory analysis and marketing purposes.

Expensive, specially designed software (often called ‘customised’ software) of this type will be
used, generally, only by large businesses. Many medium-sized and smaller businesses will not
require such special solutions, and will rely on ‘off-the-shelf’ software packages, most of which
are flexible enough to be adapted to meet the major needs of most businesses.

Most financial accounting and bookkeeping programs are purchased off-the-shelf and then
developed in-house, often by the accountants working, in the case of ledger systems, with their
organisation’s IT department.

Besides the main accounting system, the part used for recording transactions, making adjust-
ments and producing financial statements, accountants also use the accounting system to tackle
other problems not yet discussed in this textbook. These will include matters such as forecasting
the cash flows of a business (i.e. how much money will leave the organisation and how much will
be received), stock ordering, deciding on capital expenditure investment, how to find the sales
volume at which the business moves into profit (breakeven analysis) and costing.

For such purposes, irrespective of the size of the business, accountants can use PC-based
spreadsheets (see Section 22.5), such as Excel, and databases, such as Access. Such systems will
change fairly rapidly over the years as new ones are developed.

The cost of computer hardware and software has been falling in real terms for many years —
it has been suggested that had the same relative cost reduction applied to a Rolls-Royce car,
it would now be cheaper to throw the car away once it ran out of petrol than to fill up the
petrol tank! Consequently, computerisation is now affordable for all businesses. In fact, such
has been the increase in data processing and power and range of analysis available as a result
of businesses seeking to maximise the use of their computing power that many businesses
now process such large volumes of data that they would find it impossible to revert to a manual
system.

Benefits from computers

Time-saving with respect to transaction processing, increased accuracy and the production of a
whole series of reports are obvious, desirable and realistic benefits when computers are used for
accounting. The basic principle of any accounting system is depicted in Exhibit 22.1.

Computers can be used in all aspects of the accounting system. When computers are used for
some or all of these activities they can do everything that can be done with a manual system, but
computers often do them faster, more accurately, and more efficiently.
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Exhibit 22.1
INPUTS PROCESSES OUTPUTS
—> Income Statements
Transactions ———> . —> Statements of financial position
Accounting system
Amendments ——————> —> Statements of cash flows
—> Management information

Increased job satisfaction and more effective use of operator time can be added bonuses of com-
puterisation. For example, if a business computerises its inventory records, an operator’s job of
keeping records properly maintained will be much the same as in the manual system. However,
with instant reporting facilities available, such as a list of all inventory items that may be in short
supply, the operator can produce details almost instantly. This will allow an operator the facility
of keeping a much closer check on inventory levels. Also, if time can be saved in producing
inventory reports, the operator may have more time to chase up suppliers who are not delivering
on time, or to shop around the market for better suppliers and products. Obviously, these are
more interesting tasks than entering data into the accounting records and then ploughing
through them in order to produce the reports.

Is it always going to be the case that employees experience greater satisfaction
from working in a computerised environment?

Overall

Many more benefits of computerisation tend to become apparent as businesses develop their sys-
tems. It is worth noting that the extent of the benefits will vary from business to business, with
each one deriving different benefits. It may well be the case that a business can derive no benefit
at all from computerisation.

Some benefits bring problems of their own. For example, once computers are being used
effectively in an accounting system, managers will often find themselves extracting reports that
under a manual system could not be achieved within a timescale that would serve a useful pur-
pose. The improved reporting and analysis that can be achieved by computerisation should
improve the whole decision-making process within a business, but it can also lead to information
overload as decision-makers find they have too much information and cannot fully understand
or apply it.

Management information systems

All computer systems, whether purchased off-the-shelf or custom-made for a particular business,
will need to supply information in a form that management can use to assist in its decision-
making. Whether the output is on paper, via computer screens, on disk or available online, the
information system centred upon the computer is generally referred to as the ‘management infor-
mation system’ (MIS). The MIS contains far more information than the accounting information
system — production data and marketing statistics, for example, would be included in the MIS.
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The accounting information system is a component within the MIS, and must be capable of
integration with the other functional information systems that together comprise the rest of
the MIS.

Beyond standard reports, MISs are normally flexible enough to allow management to extract
the kind of reports that may be unique to their business or department. These reports can be
extracted in a very short time compared with that taken using a manual system, and they serve
to enhance the control management have over their business.

However, two things should be emphasised, and they have not changed since the early days of
computerised information systems:

1 The reports and information extracted from a computer can only be as good as the data
placed into it — the well-known ‘garbage in, garbage out’ situation. If the full benefits of com-
puterisation are to be enjoyed, regular checks need to be made to ensure that the data input is
accurate and timely.

2 Computerisation allows infinite instant access to data. It is a straightforward way of designing
and producing a new report, and it can be easier to print all possible types of reports across all
functions than to limit the reports produced to those actually needed by the people they are
sent to. If report generation is not controlled, information overload will occur and decision-
makers may have difficulty seeing the wood because of all the trees.

Use of spreadsheets

The spreadsheet is the software tool most used by accountants. Spreadsheets first appeared in
1979 and within only a handful of years surveys were showing that of those accountants who
had access to PCs, virtually 100 per cent were using them for some task or other. The name
derives from the appearance of the computer spreading data across a sheet, allowing the user to
directly enter numbers, formulae or text into the cells. Exhibit 22.2 shows an example of an
empty spreadsheet.

As you can see, the screen is divided into vertical columns and horizontal rows to form a grid
of cells. Each cell is referred to by its co-ordinate, like a map reference or a point on a graph. For
example, cell C12 is in column C row 12. Formulae can be entered to link cells. An example of
linking cells is where a cell entry reads:

=B5*C12

(Note the use of an asterisk to represent a multiplication sign.)

This expression makes the value of the contents of the cell it is in equal to the value of cell BS
multiplied by the value of cell C12. Thus, if the formula was entered in cell D16 and BS con-
tained the number 6 and C12 contained the number 4, D16 would display the value 24. A
spreadsheet is, effectively, a very powerful screen-based calculator and report generator whose
output, both text and graphs, can be printed or electronically transmitted to another computer.

Any item in a spreadsheet can be changed at any time and the new results will instantly and
automatically be shown. This makes it very easy to perform ‘what if’ or sensitivity analysis (for
example, what would the result be if sales were to increase by 10 per cent?) and has led to a far
higher level of understanding of the effects of decisions than was ever possible when all such
recalculations could involve several days’ work. It is this facility of being able to quickly recalcu-
late formulae that makes the spreadsheet a powerful, useful and popular analytical tool.

Spreadsheets can be used in order to seek goals, such as specific profit figures. For example,
spreadsheets can depict the sales and costs of a business and the goal-seeking function can then
be used to determine what selling price will be required in order to achieve a specific net profit.

Spreadsheets tend to be written by accountants for their own use, rather than by computer
programmers. Some other examples of uses for spreadsheets include:
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financial plans and budgets can be represented as a table, with columns for time periods (e.g.
months) and rows for different elements of the plan (e.g. costs and revenue);

tax, investment and loan calculations can be made with ease;

statistics using built-in functions such as averages, standard deviations, time series and regres-
sion analysis can be calculated;

consolidation — merging branch or departmental accounts to form overall company (consolid-
ated) financial statements;

multi-dimensional spreadsheets can be created, enabling far deeper analysis of data — the
‘sheet’ tabs at the foot of the spreadsheet in Exhibit 22.2 can each be a ‘dimension’ that can be
linked to other sheets, thus permitting views to be developed across various dimensions of
a business activity. Even without this facility, the number of rows and columns available in a
spreadsheet make this type of data modelling relatively simple for all but the most complex
of scenarios;

currency conversion is simple — useful for an organisation with overseas interests such as a
multinational companys;

timetabling and roster planning of staff within organisations or departments can be
performed.

Exhibit 22.2
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Screenshot reprinted by permission of Microsoft Corporation.

It is hardly surprising that spreadsheets are so widely used by accountants.

Why do you think that accountants frequently write their own spreadsheet
programs rather than having them written by an IT specialist?



Chapter 22 ® Computers and accounting

@ Use of databases

Instead of being specifically designed for the types of task that accountants perform a lot,
databases are designed for a more general purpose. A database is organised into a collection of
related files into which go records. For example, an inventory system could be developed
where an inventory file contains a record for each item of inventory. The records are further
broken down into fields. Hence, there could be a field for reference, one for description, a quan-
tity, reordering level and so on. The system would then be developed to keep such records
updated.

This application is favoured by many businesses as it tends to be more flexible than an
accounting package and easier and cheaper to put together than a set of programs specifically
written for the business.

Such database packages require a little more computing expertise and a sound knowledge of
the accounting system in order to create something appropriate. In such instances, while many
would be written by an accountant, it is possible that computing and accounting personnel
would work together on the development, particularly where the accountant had no previous
experience of using the database software.

@ Data back-ups

One of the most important principles in computing is the discipline of backing up data held on
computer. Backing up is now performed easily by simply copying the relevant files to another
computer or onto a storage medium, such as a CD or even a floppy disk.

This serves the purpose that, if anything ever goes wrong with the data, then the business can
always revert to a back-up copy of the data. If, for example, a company backs up its data at mid-
day and there is a loss of data later that afternoon, then the worst that could happen is that the
company has to restore the data from the midday back-up and then re-enter the data since that
time. Clearly, therefore, the more often a business backs up its data, the less work is needed in
the event of data loss.

Many of the software packages routinely used by accountants, such as spreadsheets, can be
programmed to automatically back up work every few minutes so that it is not all lost should the
computer or program crash.

@ Passwords

When computers are being used along with an accounting package, it is normally possible for
passwords to be set up to restrict which personnel have access to certain parts of the computer-
ised elements of the accounting system. This assists management in maintaining tighter control
on the system and avoids over-complicating operations for operators. It ensures that operators
do not have access to parts of a wider system than they need in order to do their job adequately,
and avoids the risks inherent in exposing all parts of the system to all operators. As an extra
benefit, if the functions available to operators are limited, it becomes easier and quicker to train
the operators.

What has happened in recent years to make the use of passwords more
important than ever?

255



Part 3 ® Books of original entry

@ Data security and the Data Protection Act 1998

256

Most businesses that make extensive use of computers for accounts, payroll, and any other
applications that involve personal details of individuals, need to register with the Information
Commissioner’s Office.

The Data Protection Act defines a data controller as someone who determines how and for
which purposes personal data is used. A data subject is anyone on whom data is held on a com-
puter that can be identified as relating to them. Such data on a computer has to be processed by
the computer’s software before it can serve the purpose of information. It is this information that
the Information Commissioner wants to know about.

Essentially, data users must declare what information they have access to on data subjects
and the uses they will put that information to. The main objective of the Act is to ensure that
individuals are aware of what is being held about them on business computers and allow them
access to this information.

If a business is only using the Sales Ledger or Purchases Ledger for preparing and sending
invoices and statements and does not use the comment details for a contact name then registra-
tion may not be necessary. Also, if customers and suppliers are companies, and individuals can-
not be identified in the data, registration is not necessary. In the same ways, if all a business does
with payroll data is to pay wages and prepare statutory returns, registration is not necessary.

If customer and supplier lists are used for sending out sales promotions, the business must
register. Likewise, registration is required if a business uses data on the payroll for management
information about staff sickness or any form of staff monitoring.

Forms for registration require the business to reveal the kind of data it holds on individuals
and the purpose for which it wants to use it. The business must also give details on how data
subjects can find out what data is held on computer about them.

In addition to the possible need to register, businesses must comply with certain practices with
regard to holding personalised data on computer. Many of these legal requirements simply
define good computing practice and should be applied, where applicable, to all data used on a
computer. These legal principles are contained in Schedule I of the Act:

1 Personal data shall be processed fairly and lawfully and, in particular, shall not be processed
unless certain conditions contained in Schedules 2 and 3 of the Act have been met.

2 Personal data shall be obtained only for one or more specified and lawful purposes, and shall
not be further processed in any manner incompatible with that purpose or those purposes.

3 Personal data shall be adequate, relevant and not excessive in relation to the purpose or pur-
poses for which they are processed.

4 Personal data shall be accurate and, where necessary, kept up to date.

5 Personal data processed for any purpose or purposes shall not be kept for longer than is neces-
sary for that purpose or those purposes.

6 Personal data shall be processed in accordance with the rights of data subjects under this Act.

7 Appropriate technical and organisational measures shall be taken against unauthorised or
unlawful processing of personal data and against accidental loss or destruction of, or damage
to, personal data.

8 Personal data shall not be transferred to a country or territory outside the European Eco-
nomic Area unless that country or territory ensures an adequate level of protection for the rights
and freedoms of data subjects in relation to the processing of personal data.

The website of the Information Commissioner’s Office can be found at www.ico.gov.uk and
the text of the Data Protection Act 1998 can be found at www.legislation.gov.uk/ukpga/
1998/29/contents.



Chapter 22 ® Computers and accounting

Learning outcomes

You should now have learnt that:

1

Computers can be and normally are linked together when they are used as
part of the accounting system.

Software may be written from scratch or bought ‘off-the-shelf’.

3 Software bought ‘off-the-shelf’ is often customised to fit the needs of the

10

organisation.

Accounting information systems are just one part of an overall management
information system.

Output can be excessive and cause information overload if not controlled to
ensure it is useful to the person who receives it.

Spreadsheets are in general use by accountants who commonly develop their
own software applications with them.

Databases are well suited to recording facts such as names, addresses and
stock levels.

Backing up data is an essential task in a computerised environment.

Use of passwords assists in limiting access to parts of an information system
and to the system as a whole and should not be ignored, particularly as the
Internet has opened up the possibility of information systems being penetrated
by outsiders.

The Data Protection Act 1998 must be observed when personal data is held on
computer.

Answers to activities

22.1

22.2

No, there are many negative impacts on individuals. For example, a job may have been interesting
previously because it involved searching about for information. Now it is routine and, therefore,
less interesting. Also, computers and software can have faults that make it frustrating to use them,
such as a PC crash where all data entered is lost or a network failure that means no work can be
done.

There are many reasons, including:

Pragmatic reasons:

® Accountants understand accounting better than IT specialists so may spend a lot of the time
instructing IT specialists in how to perform accounting tasks rather than in telling them what is
required.

® A spreadsheet written by an IT specialist may contain logic errors arising from a lack of know-
ledge of accounting.

® Accountants known what they want, IT specialists need to be told, and telling someone some-
thing does not necessarily mean (a) that they understand what you want, (b) that they agree
with what you want to the extent that they think it is worthwhile providing it, and (c) that
what they produce will actually be what was requested. (For example, an accountant may ask
for a spreadsheet to prepare financial statements from a trial balance and the IT specialist may
produce one where all the items within the statement of financial position categories have
been put in alphabetic order and some of the headings have been changed to make them
more ‘normal’.)
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22.3

® All but the very complex spreadsheet programs can be written in a few hours, some in minutes.
It may take longer to explain what is required than to actually write it.

® IT specialists have other work to do and it may take them days, weeks, even months, to pro-
duce the spreadsheet, by which time the accountant wants something else instead.

® Some spreadsheet applications that an accountant writes will be needed immediately and will
not be used again. There is no time to brief anyone on what is required.

Risk aversion reasons:

® A lack of willingness on the part of the accountant to appear unable to perform what many
accountants would consider to be a trivial skill effectively enough to produce their own
spreadsheets.

® The 'not invented here syndrome’, whereby people do not generally like to use someone else’s
idea of what is required. They prefer to use one they made themselves, even if it is technically
and operationally inferior, and takes more time and effort to do than can be justified by the
benefits that result.

® A desire not to use a spreadsheet in the first place, possibly arising from a low level of personal
IT literacy.

This has become a far more important aspect of information systems in recent years, because of
the many ways in which outsiders can hack into company information systems through the com-
pany’s Internet links.

Review questions
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22.1 What are the legal principles underlying the protection of personal information kept on

computers?

22.2 What benefits can flow from processing sales details on a computer?

22.3 For what type of activities in accounting is the use of spreadsheets particularly suitable?
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Computerised accounting systems

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

explain how computerised accounting systems mimic manual accounting
systems and can do everything that is done by a manual accounting system
describe how computerised accounting systems automate most of the entries
required in a manual accounting system including, in some cases, the initial
entry for each transaction

describe and explain the advantages and pitfalls of using a computerised
accounting system

explain the importance of fully integrating a computerised accounting system

explain the importance of full compatibility between the various components of
a computerised accounting system

explain the importance of implementing adequate controls to safeguard data
in a computerised accounting system

explain the need to take great care when converting from a manual accounting
system to a computerised one

Introduction

ecccccccccce

In this chapter, you'll learn about the differences between manual and computer-
ised accounting information systems and about the benefits of using computerised
accounting systems to produce output for decision-making. You will also learn of
the variety of output that can be produced by a computerised information system.
In addition, you will learn of the importance of integration and compatibility of all
the components of a computerised accounting system and of the need to take great
care when switching from a manual system to a computerised one.

@ Background

Most businesses, except the very smallest, now use computers to handle their accounting data.
When businesses switch to computerised accounting, they soon discover that bookkeeping and
accounting skills are more important than computing ones. This is because users of many com-
puterised accounting systems have very little to learn in order to use them. As you can see from
the entry screen of the Sage Instant Accounts 2011 accounting package shown in Exhibit 23.1,
the interfaces look fairly familiar — the file menu is usually in the top left, for example, and many
of the icons are the same and have the same meanings across a whole range of software pro-
duced by different companies.
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Exhibit 23.1
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Source: Sage Accounting System, Sage (UK) Ltd.

Not very long ago, only the largest businesses used computers to handle their
accounting data. Why do you think the situation is so different now?

The methods adopted in computer-based accounting adhere to the fundamental principles of
accounting covered in this and other accounting textbooks. No matter how sophisticated and
easy to use a computerised accounting system is, it will not overcome the need for bookkeeping
and accounting knowledge by those in control. Imagine, for example, how anyone who does not
know how to prepare journal entries could correct an error in an original entry correctly from an
accounting point of view and, just as importantly, understand why it is important not to erase
the original entry.

Apart from a need for knowledge of accounting principles in order to best convert a business
from manual to computer-based accounting, some accounting knowledge is required to help
understand the significance of many of the outputs from a computerised accounting system, just
as it is required in respect of output from a manual accounting system.

Thus, computerised accounting systems do not remove the need for some accounting know-
ledge among those responsible for key accounting tasks or from those who use the output from
the accounting systems. In fact, some accountants working in practice would tell you that they
believe there is an even greater need for accounting knowledge among those who record the
transactions in a computerised accounting system than among those using a manual one.

What do you think? Is there an even greater need for accounting knowledge
among those that record the transactions in a computerised accounting system?
Why?/Why not?
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@ Benefits of using a computerised accounting system

As you learnt in Chapter 22, there are many benefits of using a computerised accounting system.
Overall, probably the greatest benefit comes from the fact that a computerised accounting sys-
tem can do the same things as a manual system, but does them better. Thus, all the features in a
manual system, such as the one shown in Exhibit 23.2, can be replicated in a computerised
accounting system which not only does them quicker, more accurately, and 100 per cent con-
sistently, but can also do them more frequently and do other things as well.

Exhibit 23.2
INPUTS PROCESSES OUTPUTS
— > Income statements
Transactions ———> . ——> Statements of financial position
Accounting system
Amendments ——————> —> Statements of cash flows
—> Management information

Let’s look at some of these benefits in more detail.

Speed and accuracy

eesescscssscscssessseseseseseseses e

The main aim of computerising an accounting system is to perform the processing stage electron-
ically, much more quickly, consistently and accurately than if it were done manually. However,
transactions and amendment details have to be input into the process (1) in the correct form, (2)
in the correct order, and (3) in a timely manner. Although there is scope to use electronic meth-
ods of entering some of this information (e.g. EPOS systems and document scanning), it requires
a good deal of initiative and an organised way of doing things in order to do so. Nevertheless,
improved accuracy is one of the more obvious benefits of any kind of computerised accounting
system.

Further time-saving can be achieved by immediate output of reports, such as customer state-
ments, purchase analysis, cash and bank statements, and details about whether the business is
meeting sales targets. Such reports and statements can be produced both on request and, auto-
matically, by the computer searching through information generated and saved within the
accounting system and then producing whatever report is required.

Error detection

®ecesccscscssscesesescccses

Effective error detection improves the decision-making process. For example, a computerised
accounting system should be capable of detecting when a customer appears to be running up
excessive debts with the business, so offering the chance for the credit controller to take remedial
action.

Another area is the need to remain within budgets. Many business expenses can get out of
hand if they are not checked at regular intervals. A computerised accounting system should be
capable of an activity called exception reporting, a process of issuing a warning message to
decision-makers when something unexpected is happening: for example, when expenditure
against a budget is higher than it should be. In a manual accounting system, the situation can
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occur that errors or unwanted transactions go unnoticed until it is too late, resulting in unneces-
sary costs being incurred by the business.

Enhanced reporting

For many businesses, the task of producing reports on a regular basis, such as VAT Returns,
payroll processing, cash flow analysis, and financial statements, can be time-consuming, tedious
and unrewarding. The use of a computerised accounting system speeds up the process to the
point, in some cases, where it is done automatically thus reducing the monotony of producing
lengthy reports requiring extensive preparatory analysis of data. In many cases, such as VAT
Returns and payslips, businesses find that they can use computer printouts or electronic output,
e.g. on computer disks, instead of having to manually complete official or standard forms.

Computerised accounting records

Many businesses now make good use of accounting packages which are readily available and
have been well tested. Such packages are commonly modularised with, typically, the sales ledger,
purchases ledger, general ledger, inventory control, sales invoicing, sales order processing, pur-
chases order processing, non-current assets, payroll, bill of materials, and job costing all being
offered as separate modules in their own right. When a business decides to computerise its
accounting system, it acquires only the modules it needs. For example, a sole trader would have
no use for a payroll module.

The various ledgers and accounts maintained in a computerised accounting system mimic
those kept in a manual system. The general ledger, for example, will adhere to the basic rules of
double entry bookkeeping in that each debit entry has a corresponding credit entry — if a cus-
tomer is issued with an invoice, the transaction giving precise details of the invoice will be stored
in the credit sales records to form part of the customer history and then the double entry is made
by crediting sales accounts and debiting a debtor’s account.

The difference lies in the method of entry — each transaction is entered only once (accountants
refer to this as a ‘single entry’ system) and the software automatically completes the double
entry. This has a downside, however: some computerised accounting packages will post various
amounts into suspense accounts when it is unclear where postings are to be made. These require
manual intervention and journal entries to remove each item from the suspense account and
complete the original double entry.

(Suspense accounts are the topic of Chapter 33.)

Flexibility

The information stored in a computerised accounting system is available instantly and can be
used to produce statements, ledger account details, analysis of how long debts have been out-
standing, etc. immediately it is requested. For example, the computerised sales ledger will hold
all details about customers. The starting point would be to enter the details concerning the
customer (name, address, etc.) along with the balance brought forward from the manual system
(if such a transfer is occurring; otherwise, if it is a new customer, an opening zero balance will be
created automatically by the software).

All transactions relating to a customer, such as the issue of an invoice or receipt of payment,
are entered into the system and automatically posted to the customer’s account. Customers can,
at any time, be issued with a statement of their account, and the business can always obtain an
up-to-date and complete history of trading with any particular customer. The purchases ledger
will operate in exactly the same way in that supplier details are held and, once entered through
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the purchases module, all transactions relating to individual purchasers will automatically be
posted to the appropriate account.

Bank payments and receipts are a central feature of computerised accounting systems. The
modules can be operated by someone with virtually no bookkeeping knowledge. For example,
if an electricity bill is paid, the system will prompt for the details of the transaction that are
required to process and record the double entry. The system will not assume any knowledge of
double entry on the part of the individual making the entries.

Account codes

In order to use a computerised accounting system efficiently and effectively, someone with both
accounting skills and a good knowledge of the business will be required to organise the accounts
and ledgers in the first instance. Some of these packages are not written for specific businesses
and need to be ‘tailored’ to the one that is going to use it. Most require businesses to define what
accounts they are to have in their general ledger and how such accounts are to be grouped.

For example, accounts for non-current assets may have account references commencing with
‘N’, while expense accounts commence with ‘E’. The package will probably have its own default
set of account codes (the computerised equivalent of the folio references in a manual system),
and it may be necessary to override the defaults in the accounting package in order to use the
business’s own account code list (also known as the ‘chart of accounts’). In addition, part of
the setting-up of a computer system will require the tailoring of the package for certain reports
such as the income statement and statement of financial position.

Knowledge of double entry

Most packages are capable of allowing businesses to set up their preferred methods for dealing
with depreciation of non-current assets and regular payments of, for example, rent and rates.
However, as you saw with the need to correct entries in a suspense account arising from the
computer not knowing how to complete a double entry, such packages do require a good
‘knowledge’ of double entry so that adjustments can be made through their journal entries. For
example, the computer will not overcome some errors and omissions, such as the operator mis-
reading an amount on an invoice or crediting a payment to the wrong customer account. Anyone
correcting these errors will require a full knowledge of the relevant part of the accounting system
as well as knowledge of bookkeeping and accounting principles.

Computerised inventory control and modular integration

Automation of much of the data processing can be taken further when integrating other modules.
Inventory control offers the benefit of keeping very close tabs on inventory levels. If an invoicing
package is also in use, then an invoice can be generated in such a way that an operator can collect
the details of the business or person to invoice from the sales ledger and details of all inventory
to be invoiced from the inventory files. Once the invoice has been raised, the recorded inventory
levels fall accordingly, the sales ledger is updated and the nominal entries are made by crediting
sales and debiting accounts receivable control (a topic which will be covered in Chapter 31).

Sales order processing

Sales order processing allows an order to be placed into the system which can then be used at a
later stage to generate an invoice. Sales order processing is important to many businesses as it
gives them an indication about what inventory levels are required. Having sales orders on com-
puter also offers the advantage of being able to monitor sales orders outstanding and so ensure
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that they are supplied on time to the customers. Computers can produce outstanding order
reports and such things as ‘picking lists’ (a list of items to be taken out of storage and given or
shipped to customers) very quickly.

Purchase order processing

................................................

Purchase order processing allows an operator to print an order to send off to a supplier or, in
some more advanced systems, to transmit it over a direct link into the supplier’s accounting sys-
tem where it will be recorded and converted into an issue from inventory. The computerised pur-
chase order system also serves the useful purpose of allowing instant access to information about
what is on order. This prevents duplicate orders arising.

Modular integration

....................................

The full use of all modules in this integrated manner allows a business to access inventory details
and get a complete profile on its status in terms of what is left in stock, what is on order, and
what has been ordered by customers. Furthermore, most packages keep a history of inventory
movements so helping the business to analyse specific inventory turnovers. When integrated in
this fashion, the processing structure may be as depicted in Exhibit 23.3.

Exhibit 23.3 An integrated computerised accounting system

<

>

Sales Order

Invoicing < Processing < Sales Ledger >

< Inventory <
> Control <
Purchases Ledger
Purchase Order -
Processing -
Payroll
> GENERAL LEDGER —<

Exhibit 23.3 includes a payroll module. Businesses with a large number of employees would
find this particularly useful as payroll systems require a good deal of regular processing. Again, a
reasonable knowledge of payroll is required in order to set up the system in the first place.

@ Accounting information systems

264

An accounting information system (AIS) is the total suite of components that, together,
comprise all the inputs, storage, transaction processing, collating and reporting of financial
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transaction data. It is, in effect, the infrastructure that supports the production and delivery of
accounting information.

The objective of an accounting information system is to collect and store data about account-
ing transactions so as to generate meaningful output for decision-making. The combination of a
shoebox containing receipts for all purchases and a cheque book being kept by the corner shop-
keeper is, in itself, an accounting system, as is the set of day books and ledgers kept by the local
department store and the integrated computerised accounting system of a large company.

There is no need for an AIS to be computerised in order to be described in this way.
Computerisation may only have been introduced on some of the accounting tasks, such as the
accounting books, the payroll system or the inventory control system. When the entire suite of
accounting tasks and records is computerised, the benefits are clearly greater than when only
parts of the AIS are computerised. Most people assume you are talking about a fully computer-
ised accounting system when you refer to an AIS and this is how we shall use the term in the rest
of this chapter. However, much of what follows, apart from the benefits of full integration, is
also applicable to partially computerised AlSs.

Full integration and compatibility

D A R T Y PR R PR PP PP PP PPN

For an AIS to be fully effective, all the components need to be integrated with each other, other-
wise information gets lost, misentered from one record to another, or duplicated (often incor-
rectly as each version of it is updated at different times). Major errors may ultimately arise if
integration is not 100 per cent. In a computerised AIS, there is the added problem that some of
the components or modules may be written for use in a different operating system and may not
be immediately compatible with the other modules with which data is to be exchanged, retrieved
or transferred. This was a major problem until the late 1980s, since when much of the difficulty
of operating system incompatibility has been eradicated.

However, with software the problem still remains — even documents prepared on one version
of word processing software may not transfer with 100 per cent accuracy to an earlier or later
version of the same software, never mind to other word processing packages. The same holds for
other software, such as spreadsheets and database files. Therefore, at the planning stage, it is
important to ensure that all hardware and software that is to be used is 100 per cent compatible
and that, where it is not, steps are taken to ensure that a workable alternative way of commun-
icating data and information between modules is found.

If there is not full integration of an AIS, what examples can you think of where
data may need to be entered more than once and maintained in two or more
different records simultaneously? What problems may result from this?

Outputs

sessscsccsccece

An AIS, computerised or manual, can, of course, produce whatever reports you wish, so long as
the relevant data is stored within the AIS or accessible to the AIS. Where a fully computerised
AIS is clearly superior is in the range of reports it can produce virtually instantly and in the way
it can be programmed to produce periodic reports precisely when they are scheduled to be avail-
able. There is no need for decision-makers to wait two weeks for the summary of the previous
month’s business activities — a delay that was commonplace in manual accounting systems. It is
now available as soon as business closes at the end of the last day of the month.

Some of the other reports produced by most manual AlSs can also take a very long time to
produce. Some only take an hour or two to prepare manually. However, a computerised AIS can
produce these reports in seconds, and as often as the decision-makers wish. These include aged
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accounts receivable reports (a list of debtors showing how much they each owe, and for how
long the amounts have been outstanding); price lists; inventory levels and quantities for reorder-
ing; lists of invoices and credit notes; and audit trail information to enable errors to be traced
and corrected (whereby the route a transaction took through the accounting records to the finan-
cial statements is revealed). The savings in personnel and time and, therefore, costs that can
result from fully computerising the AIS cannot be understated, even for smaller businesses that
wish to maximise their efficiency.

When computers were first used in this way, many decision-makers were far from
pleased. Why?

In the early days of computerised AlSs, all the output was on paper. Now, much of it is
electronic.

Electronic dissemination

............................................

One of the major benefits of a computerised AIS is that output generated from it need not be
in hard copy. It can be visual on a computer screen, or distributed electronically on DVD, CD
or floppy disk, or by direct file transfer to another computer over a LAN, WAN, intranet or
extranet or the Internet.

While many organisations still require that information be passed to them on their own
forms, the IT revolution of the past few years has led to many organisations being willing to
accept printout generated from a computer, emailed electronic documents, or disks containing
the document, instead of having their own forms completed and returned. For example, fairly
standard and repetitive information generation, such as VAT receipts and payments, are com-
mon to most businesses, and the Revenue and Customs accept computer-generated VAT returns,
computer-generated payroll data and computer-generated tax returns.

In fact, Revenue and Customs accepts all the following documents electronically:

® annual tax returns (income tax and corporation tax);
® starter/leaver details (forms P45, P46, P160);

® daily coding (form P6);

® PAYE return;

® annual and budget code number updates (form P9);
® pension and works number updates;

® end-of-year returns (forms P35, P38A and P14);

® expenses and benefits (form P11D);

® construction industry vouchers CIS23 and CIS25;
® tax credit notices (form TC700 series);

® student declaration (form P38s);

® student loan deductions (forms SL1 and SL2);

® VAT Return (form 100);

and electronic filing is compulsory for VAT, Corporation Tax, and PAYE.

Benefits of electronic filing of documents

Among the recognised benefits of electronic submission of documents and hence, potentially, of
a computerised AIS are:

® speed;
® improved accuracy in that what is sent is what was intended to be sent;
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® improved accuracy in that what is sent is received, and in the form intended;
® lower administration costs;

® greater security;

® less use of paper;

® immediate acknowledgement of receipt.

Benefits of electronic transmission of funds

Of course, if electronic submission of documents is a recent phenomenon, electronic transmis-
sion of funds has been around a good deal longer. Among the benefits attributed to it and again,
potentially, to a computerised AIS are:

® certainty of payment on a specific date;

® certainty that exactly the amount due to be paid is paid;
® immediate acknowledgement of receipt;

® lower administration costs;

® lower bank charges;

® greater security.

Benefits of linking AlSs

Another significant recent change brought about by computerisation of AlSs is the growth in
electronic data exchange between supplier and customer. Some very large companies now insist
that their suppliers link their inventory systems to the customer’s AIS. The customer can then
interrogate the inventory records of the supplier to see if items are available and place orders
directly into the supplier’s AIS without any need for physical transmission of an order document.
This has helped the growth of just-in-time inventory keeping by customers who, rather than
holding their own inventory, simply order it from their suppliers when required.
Among the benefits attributed to linking AISs and again, potentially, to a computerised AIS are:

® speed;

® lower administration costs;

® greater awareness of the current position;

® improved control of related risks;

® greater security of a continuing relationship between the parties.

Data safeguards

In any computerised accounting system, there is a need to take adequate steps to prevent theft of
data, fraudulent or malicious data manipulation and data loss.

What do you think may cause a business to lose some data that is in its
accounting information system?

Prevention of data theft

Today’s computers have password access controls available, both when a computer is switched-
on and at access to any intranet to which the computer has access. Sometimes, these are com-
bined into one entry of a password. However, even where that is the case, a username is typically
also required. As a result, any unauthorised person attempting access needs two items of infor-
mation, not just one. Software packages often also have a level of password control at the point
of entry to the package.
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Unfortunately, many people are careless in their selection of passwords. For example, many
use the same one for everything, or use the names of their children, or their date of birth. As a
result, these levels of security may not be sufficient for highly sensitive information. They are,
however, an essential minimum for any business.

Prevention of fraudulent data manipulation

Many instances of this form of fraud have been detected since computers first started to be used
in business. Many warehouse managers have stayed at work over lunch while everyone else has
left, logged on to the computer system using the sign-in details of one of the warehouse assist-
ants, and then cancelled items out of inventory by writing them off as defective/destroyed/
imperfect. Miraculously, the cancelled items find their way back to the warehouse manager’s
home that same day.

In one unreported case in the UK, a retailer’s warehouse manager was supplying his own cus-
tomers with the company’s goods for over 18 months before he was caught when the company
management began to worry about a rise in scrap levels from its inventory and called in a foren-
sic accountant. In another, a forensic accountant discovered over £10 million of fraudulent data
manipulation by the financial director of a medium-sized company after it was taken over by a
larger organisation.

Effective security measures do not eliminate the risk of these types of events occurring, but
they do make them more difficult.

Prevention of malicious data manipulation

..........................................................................

Disgruntled employees, such as someone who has just been sacked, are particularly well-placed
to destroy the validity of data. It takes very little time to delete computer files, or enter fictitious
transactions and anyone with the appropriate access to computerised data has the potential to do
a lot of damage, often without anyone realising what was done for a considerable period of time.

For this form of information system risk, there needs to be a managerial action control in
place to remove system access from anyone considered a potential threat. It is not an easy secur-
ity threat to eliminate — who can tell how an individual may react to being sacked? However,
thought should be given to how such threats may be minimised. This is one of the reasons why
people are sometimes sacked and told to leave the premises immediately. This also occurs some-
times when an employee gets a job with a competitor but, in that case, it is more likely to be
related to the threat of data theft rather than any risk of malicious data manipulation.

Prevention of data loss

.........................................

Other than through malicious loss of data, businesses may lose data for a number of reasons
including:

® corrupt data files;

® loss of passwords to data files;

@ faulty storage media, such as hard drives, floppy disks, CDs, DVDs, USB sticks, and tapes;
® fire;

® flood;

® carthquake;

® acts of terrorism.

When computers started to be used in business, it did not take long for the concept of the
‘backup’ to develop. Companies backed-up their data very regularly, often nightly, by copying
their computerised data onto a second device, such as a tape which was then stored somewhere
watertight and secure, ideally at a different location.
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As time passed, it was not just the large companies which used computers, and backups
would be done on any appropriate media. As a result, when disaster struck, lost data could be
reinstated from the latest available backup.

This system was never perfect — a backup might be done at midnight but if a hard disk failed
at 3pm the next day, although data was available up to midnight the previous day, all data for
that day was lost. Nevertheless, it is far easier to recreate a few hours of data than it is to create
data for a month or longer.

It is essential that a backup system be implemented and observed for any computerised
accounting system. The recent shift towards ‘cloud computing’ — data storage at an Internet site
rather than on a local computer — for personal data storage may, ultimately, become the norm
for business as well. Whether it does or not, the security controls put in place to ensure that ade-
quate backup is in place need to recognise also that any data held as backup is another target for
data theft, something that is often overlooked.

Issues to consider when introducing a fully computerised AIS

When you computerise an accounting system, you have some decisions to make. These include:

1 Deciding whether to mimic what you have been doing manually or start from scratch and
redesign everything. For example, you may only have been using one ledger in the manual
system, but may choose to use three or four in the computerised system. You may have had a
two-column cash book in the manual system but decide to have a columnar cash book in the
computerised system.

2 Deciding whether to buy a general accounting package ‘off-the-shelf’ or create one from

scratch. Depending on the size of the business, creating one from scratch may be done using

a spreadsheet and a database package or it may involve having computer programmers writ-

ing the entire system.

If you decide to buy one off-the-shelf, you need to decide how much to customise it, if at all.

4 1If you decide not to customise it, or aren’t able to customise parts of it, you may need to change
the terminology you use when referring to parts of the accounting system. For example, you
may need to refer to the Nominal Ledger rather than the General Ledger and to the Purchases
Journal rather than the Purchases Day Book. For example, Sage uses the term ‘Customers
Module’ rather than Sales Ledger and ‘Suppliers Module’ instead of a Purchases Ledger.

5 You need to decide who is going to be responsible for overseeing the project.

6 You need to decide how long you are going to allow for the new system to be developed and
make plans to introduce it accordingly.

7 You need to decide who is to be trained in using it and when.

8 You need to decide how long you will run the new system in parallel with the existing manual
system before you stop using the manual system.

9 You need to identify the hardware you will need and ensure that it is in place at the appro-
priate time.

10 You need to decide how data is to be safeguarded from theft or loss.

11 You need to identify who is going to test the new system and what data is to be used to do so.

12 You need to weigh up the costs and benefits of computerising the accounting system and

decide whether it is actually worth doing it.

W

These are just some of the issues you need to deal with. Many more will appear as each of
these questions is answered and many more will materialise as the project proceeds.

The most popular software used by small and medium-sized businesses in the UK is Sage.
However, you should look at a range of available alternatives, such as Pegasus, Quickbooks and
Microsoft Dynamics GP, before proceeding to purchase the package you intend using. Factors to
consider obviously include price, but they also include capacity, hardware requirements, ease of
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use, reliability, appropriateness of the way data is entered, stored and secured, and the range and
style of reports that can be produced. You also need to consider compatibility of the package
with any other systems or packages you might wish to link it to if that is, in fact, a possibility in
the first place. Accountants are not normally the most knowledgeable people to answer these
technical questions and guidance from an IT specialist is often advisable.

Once the package is installed and fully operational, you need to monitor its effectiveness and
reliability and need to have contingency plans in place should it ultimately prove to have been a
mistake. (In other words, you need to ensure you can revert to the previous system if necessary.)

When you come to review your hardware or operating system with a view to upgrading it, you
need to ensure that the package will continue to run without any problems when you upgrade.
You also need to consider carefully before committing to an upgrade of the accounting package,
in case things that used to work no longer function or need to be done in very different ways.

You also need to ensure that the data stored in the system is backed up regularly and that
password or other security devices are in place in order to prevent unauthorised access to it.

Overall, you need to think the whole thing through very carefully before committing to the switch
and you need to ensure you have all the controls over the system in place before it starts to be used.

Nevertheless, although great care and a lot of effort must be expended when converting to a
computerised accounting system, there is no doubt that the benefits of having an appropriate one
will vastly improve the quality and reliability of the accounting data and information produced.

Learning outcomes

You should now have learnt that:

1 Bookkeeping and accounting skills and knowledge are more important than
computing skills and knowledge when a switch is made from a manual
accounting system to a computerised accounting system.

2 The user interface of an accounting package often looks similar to those of
other frequently used Windows-based software packages.

3 Computerised accounting systems can do everything a manual accounting
system can do, but does them quicker, more accurately, more consistently,
and with greater flexibility.

4 A considerably enhanced ability to obtain reports is available from a
computerised accounting system compared to a manual accounting system.

5 The various records maintained in a computerised accounting system mimic
those in a manual accounting system, though the names of some of the records
may be different.

6 Acccount codes are used in computerised accounting systems instead of folio
numbers.

7 Maximised integration of the various components in a computerised accounting
system generates the maximum benefits.

8 Compatibility between the various components in a computerised accounting
system is essential if it is to operate effectively.

9 One of the major benefits of computerised accounting systems is the ability to
generate electronic output.

10 Implementing adequate controls to safeguard data is essential when accounting
systems are computerised.

11 Implementing a switch to a computerised accounting system is a non-trivial task
that should never be done lightly and needs to be done with the greatest of care.
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Answers to activities

23.1

23.2

23.3

23.4

This question can be answered from many perspectives including:

vastly lower relative cost of computer technology and IT in general;

greater ease of use thanks to a graphical rather than a text-based visual interface (this only
really became the norm in the mid-1990s);

wide range of available software to choose from;

the current high flexibility in (even off-the-shelf) software enabling customisation to suit the
needs of the business;

a vastly greater level of IT literacy;

pressure from accountants to modernise methods and so increase control over the accounting
records;

greater financial awareness among business people generally (e.g. the enormous growth in
MBA holders over the past 20 years);

pressures from the authorities to maintain up-to-date accounting records (e.g. VAT);

pressure from competitors (i.e. the need to keep up);

deeper insight that can be gained by using computers and information technology to present
views of the business and business opportunities virtually instantly when they could only be
produced manually after weeks of effort;

a desire to appear ‘'modern and up-to-date’.

Most accountants would disagree with the comment in a general sense but agree with it in the
context of (a) knowing the accounts to use, (b) knowing whether an entry looks correct and, most
importantly, (c) knowing how to make appropriate entries when an error has occurred.

One example would be where the inventory control system is not integrated with the Sales Ledger.
A customer could return goods that were recorded in the inventory control system immediately.
However, it might take a few hours, even days, for the credit entry to be made in the customer’s
account in the Sales Ledger. During the delay period, the customer might be refused credit
because the account showed that the customer’s credit limit had been reached when, in fact,
the customer had no outstanding debt to the business as a result of having returned the items
purchased. The customer might also be sent a statement of the account that did not show the
credit entry but was accompanied by a letter demanding immediate payment as the account was
now overdue. If the reverse happened and the first entry was made in the Sales Ledger, orders
from other customers for the same items might be rejected because the inventory records showed
a zero amount of those items in inventory when, in fact, the ones returned by the customer were
in the warehouse.

Another problem of non-integration relates to customer details. If they are changed, for ex-
ample by a change of address, and only entered in the Sales Ledger and not in the records main-
tained by the delivery department, goods ordered by the customer could be sent to the wrong
address.

If the Cash Book is not fully integrated with the Sales Ledger, customers may pay their accounts
but still be shown as debtors when the system is asked to print an aged list of debtors in the
middle of a month. Time and effort might then be expended chasing a debt that didn't exist and,
of course, the customer would not be exactly pleased either.

There were a number of issues at that time:

The output was sometimes inaccurate, mainly due to the inexperience of the people who were
keying data into the AIS, but also due to errors in programming. Also, until the late 1970s,
much of the input was by punched card and cards in a batch had to be entered into the com-
puter in the same order as they were produced. If a batch of cards was dropped before being
put into the card reader that then transferred the data into the computer, all sorts of nonsense
could result. This type of situation gave rise to the phrase ‘garbage in, garbage out’ which was
often used by those who favoured traditional manual systems when explaining why computers
were ‘useless’. It still applies today, but for different reasons, such as the original data being
incorrect or out of date.

Many early AlSs were developed by computer specialists, not accountants. They often produced
reports that were less meaningful than they might have been, frequently omitting key informa-
tion. The decision-makers did not know what rules had been followed in generating numbers
in the reports and so would sometimes reach a decision assuming the data meant one thing
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when, in fact, it meant something else. (For example, the scrap value of a non-current asset
may have been ignored when calculating whether it should be used for one more year or
replaced.) They also often gave everything possible to the decision-makers, resulting in huge
piles of reports being received of which only a few pages were actually of any interest.

In other words, the output from early computerised AlSs was often less than useful and often
could not be relied upon.

23.5 Loss of data can be the result of malicious deletion, corrupt data files, faulty hardware (e.g. discs),
fire, flood and other natural disasters, plus man-made events, such as acts of terrorism and wars.

Review questions
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23.1 What benefits for the whole accounting system can follow from using a computer for
accounting work?

23.2 Why is the need for accounting skills and knowledge important when the accounting sys-
tem is computerised?

23.3 Why is the need to fully integrate a computerised accounting system so important?

23.4 What issues need to be considered when making the switch from a manual accounting sys-
tem to a computerised accounting system?

M ‘000”’"’-” lﬂ’l Need more practice? Instant feedback?

.v y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



ADJUSTMENTS FOR
FINANCIAL STATEMENTS

Introduction

This part is concerned with all the adjustments that have to be

made before financial statements can be prepared.

24 Capital expenditure and revenue expenditure

25 Bad debts, allowances for doubtful debts, and provisions
for discounts on accounts receivable

26 Depreciation of non-current assets: nature and calculations
27 Double entry records for depreciation

28 Accruals and prepayments and other adjustments for
financial statements

29 The valuation of inventory
30 Bank reconciliation statements
31 Control accounts
32 Errors not affecting the balancing of the trial balance
33 Suspense accounts and errors
Scenario questions
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285
300
313

335
357
373
386
402
410
428

The Scenario Questions take the knowledge you have acquired in Parts 1 to 3

and apply it to what you have learnt in Part 4.






Capital expenditure and revenue
expenditure

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® distinguish between expenditure that is capital in nature and that which is
revenue expenditure

® explain why some expenditure is a mixture of capital expenditure and revenue
expenditure

® explain the effect on the financial statements and the profits shown there, if revenue
expenditure is wrongly treated as being capital expenditure, and vice versa

Introduction

eeccccccccce

In this chapter, you'll learn about the difference between capital expenditure and
revenue expenditure. You will learn how to split expenditure that is a mixture of both
capital and revenue expenditure and to make the appropriate entries in the ledgers
and in the financial statements. You will also learn why organisations generally pre-
fer to treat as much expenditure as possible as capital expenditure, how to deal
with loan interest relating to acquisition of a non-current asset, and how to classify
and deal with the income generated when a non-current asset is sold.

@ Capital expenditure

Before you start this topic, you need to be aware that ‘capital expenditure’ has nothing to do
with the owner’s Capital Account. The two terms happen to start with the same first word, and
they are both things that are likely to be around the business for quite a long time. While both
are, in a sense, long-term investments, one made by the business, the other made by the owner,
they are, by definition, two very different things.

Capital expenditure is incurred when a business spends money either to:

® buy non-current assets; or
® add to the value of an existing non-current asset.

Included in such amounts should be spending on:

® acquiring non-current assets

® bringing them into the business

® legal costs of buying buildings

® carriage inwards on machinery bought

® any other cost needed to get a non-current asset ready for use.
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@ Revenue expenditure
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Expenditure which is not spent on increasing the value of non-current assets, but is incurred in

running the business on a day-to-day basis, is known as revenue expenditure.

The difference between revenue expenditure and capital expenditure can be seen clearly with
the total cost of using a van for a business. Buying a van is an example of capital expenditure.

The van will be in use for several years and is, therefore, a non-current asset.

Paying for petrol to use in the van is revenue expenditure. This is because the expenditure is

used up in a short time and does not add to the value of non-current assets.

Why do you think a business might want to treat an item of expenditure as
capital rather than as revenue? (Hint: where does an item of capital expenditure

not appear in the financial statements?)

Differences between capital and revenue expenditure

The examples listed in Exhibit 24.1 demonstrate the difference in classification.

Exhibit 24.1

Expenditure Type of Expenditure
1 Buying van Capital

2 Petrol costs for van Revenue

3 Repairs to van Revenue

4 Putting extra headlights on van Capital

5 Buying machinery Capital

6 Electricity costs of using machinery Revenue

7 We spent £1,500 on machinery: £1,000 was for an item
(improvement) added to the machine; and £500 was for repairs

Capital £1,000
Revenue £500

8 Painting outside of new building

Capital

9 Three years later — repainting outside of the building in (8)

Revenue

You already know that revenue expenditure is chargeable to the income statement, while
capital expenditure will result in increased figures for non-current assets in the statement of
financial position. Getting the classification wrong affects the profits reported and the capital
account and asset values in the financial statements. It is, therefore, important that this

classification is correctly done.
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@ Capital expenditure: further analysis

As mentioned earlier, capital expenditure not only consists of the cost of purchasing a non-current
asset, but also includes other costs necessary to get the non-current asset operational.

Spend a minute listing some examples of these other costs like the ones you've
already learnt about.

@ Joint expenditure

Sometimes one item of expenditure will need to be divided between capital and revenue ex-

penditure — there was an example in Exhibit 24.1 when £1,500 spent on machinery was split
between capital and revenue.

Exhibit 24.2
£1,500
£1,000 Capital £500 Revenue
Machinery Account Repairs Account
(General Ledger) (General Ledger)
Statement of Financial Position Income Statement
(add to existing total value (shown as an expense)

of the machinery)

A builder was engaged to tackle some work on your premises, the total bill
being for £3,000. If one-third of this was for repair work and two-thirds for
improvements, where should the two parts be entered in the accounting books
and where would they appear in the financial statements?

@ Incorrect treatment of expenditure

If one of the following occurs:

1 capital expenditure is incorrectly treated as revenue expenditure; or
2 revenue expenditure is incorrectly treated as capital expenditure;

then both the statement of financial position figures and the income statement figures will be incorrect.
This means that the net profit figure will be incorrect and, if the expenditure affects items in
the trading account part of the income statement, the gross profit figure will also be incorrect.
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Can you think of an example where an item may have been treated wrongly as
revenue expenditure and charged in the trading account when it should have
been treated as capital expenditure?

@ Treatment of loan interest

278

If money is borrowed to finance the purchase of a non-current asset, interest will have to be paid
on the loan. Most accountants would argue that the loan interest is 70f a cost of acquiring the
asset, but is simply a cost of financing its acquisition. This meant that loan interest was revenue
expenditure and 7ot capital expenditure. In 1993, this changed and it because compulsory to
capitalise interest incurred in constructing a non-current asset.

Why shouldn’t the interest on the funds borrowed to finance acquisition of a
non-current asset be included in its cost?

Capital and revenue receipts

When an item of capital expenditure is sold, the receipt is called a ‘capital receipt’. Suppose a
van is bought for £5,000 and sold five years later for £750. The £5,000 was treated as capital
expenditure. The £750 received is treated as a capital receipt and credited to the non-current
asset account in the General Ledger. (You will learn later in your studies that it is a bit more
complicated than this, but this treatment is technically correct.)

‘Revenue receipts’ are sales and other revenue items that are added to gross profit, such as
rent receivable and commissions receivable.

Finally

Students generally find this topic very difficult to grasp. Trying to remember when something
should be treated as capital expenditure and when something should be treated as revenue
expenditure seems just too difficult to remember correctly.

In fact, the rules are very simple:

1 If expenditure is directly incurred in bringing a non-current asset into use for the first time, it is
capital expenditure.

2 If expenditure improves a non-current asset (by making it superior to what it was when it
was first owned by the organisation, e.g. building an extension to a warehouse), it is capital
expenditure.

3 All other expenditures are revenue expenditure.

So, faced with having to decide, ask if (1) is true in this case. If it isn't, ask if (2) is true in this
case. If it isn't, it is revenue expenditure. If either (1) or (2) is true, it is capital expenditure. Try it
on the items in Exhibit 24.1 - it works!
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Learning outcomes

You should now have learnt:

How to distinguish between capital expenditure and revenue expenditure.

That some items are a mixture of capital expenditure and revenue expenditure,
and the total outlay need to be apportioned accordingly.

That if capital expenditure or revenue expenditure is mistaken one for the other,
then gross profit and/or net profit will be incorrectly stated, as will the capital
account and non-current assets in the statement of financial position.

That if capital receipts or revenue receipts are mistaken one for the other, then
gross profit and/or net profit will be incorrectly stated, as will the capital account
and non-current assets in the statement of financial position.

Answers to activities

241

24.2

24.3

24.4

24.5

Capital expenditure appears in the statement of financial position whereas revenue expenditure
appears in the income statement. If expenditure is treated as revenue expenditure, it reduces
profit immediately by the amount spent. If it is treated as capital expenditure, there is no immedi-
ate impact upon profit. Profit is only affected when a part of the expenditure is charged against
income during the time the item purchased is in use, and those charges (called ‘depreciation’)
spread the cost of the item over a number of years. As a result, profits in the period in which the
expenditure took place are lower if an item of expenditure is treated as revenue expenditure.
Businesses like to show that they are being as profitable as possible, so they tend to want to treat
everything possible as a capital expense. Doing this also makes the business look more wealthy as
the non-current assets are at a higher value than they would have been had the expenditure been
treated as revenue. (You'll learn about depreciation in Chapter 26.)

Some of the other possible additional costs are: (a) installation costs; (b) inspection and testing the
asset before use; (c) architects’ fees for building plans and for supervising construction of build-
ings; (d) demolition costs to remove something before new building can begin.

The debit entries would be Repairs £1,000 and Premises £2,000. The credit entry would be
Accounts Payable ‘Builder’ £3,000. The £1,000 will appear, therefore, in the income statement (in
the profit and loss part) as revenue expenditure. The £2,000 identified as capital expenditure will
appear in the statement of financial position as part of the figure for Premises.

When goods are being manufactured from raw materials, employees will be being paid wages.
Those wages will be part of the cost of the inventory of finished goods. It sometimes happens that
employees do other work in periods when their normal work is not keeping them busy. Imagine
some employees were moved temporarily to help build an extension to the premises — for example,
by helping to build a small garage to hold the company chairman’s car while he was working in his
office. If their wages for that period were mistakenly included as usual in the cost of goods pro-
duced, that would be an example of capital expenditure being wrongly classified as revenue
expenditure and would result in gross profit being understated.

Organisations have a number of sources of funds, only one of which is borrowing. The non-current
asset could have been paid for using existing funds already held by the organisation. The funds
borrowed to pay for it could just as easily have been used to buy raw materials while the funds
already available for purchase of raw materials could have been used to finance the new non-current
asset. How could anyone be sure that the funds borrowed were actually used to purchase it, and
why should they be tied so strongly to it when other funds could have been used instead? It is a
very circuitous argument but, in the end, the funds borrowed entered the pool of all the organisa-
tion’s funds. Just because an amount equal to the amount borrowed was then used to pay for the
non-current asset is not sufficient reason to include the interest costs in the cost of the non-current
asset. The interest costs are simply part of the costs of financing all the assets of the organisation.
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However, this changed in 1993 when an accounting standard was issued (IAS 23 Borrowing costs)
that allows interest directly attributable to the construction of a tangible non-current asset to be
capitalised as part of the cost of that asset. In 2007, the standard was amended making it compulsory
to capitalise such borrowing costs. Note that it does not permit capitalisation of interest incurred
on the funds used to purchase a non-current asset, only interest incurred on the construction of one.

Review questions

280

24.1

(a)
(b)

What is meant by ‘capital expenditure’ and by ‘revenue expenditure’?
Some of the following items should be treated as capital and some as revenue. For each of
them state which classification applies:

(i)  The purchase of machinery for use in the business.

(i) Carriage paid to bring the machinery in (i) above to the works.

(iii) Complete redecoration of the premises at a cost of £1,500.

(iv) A quarterly account for heating.

(v) The purchase of a soft drinks vending machine for the canteen with a stock of soft drinks.

(vi) Wages paid by a building contractor to his own workmen for the erection of an office in
the builder’s stockyard.

24.2A Indicate which of the following would be revenue items and which would be capital
items in a wholesale bakery:

(@)
(b)
(0
(d)
(e)
(f)
(9)

Purchase of a new van.

Purchase of replacement engine for existing van.

Cost of altering interior of new van to increase carrying capacity.
Cost of motor tax for new van.

Cost of motor tax for existing van.

Cost of painting business’s name on new van.

Repair and maintenance of existing van.

24.3 state the type of expenditure, capital or revenue, incurred in the following transactions:

(a)
(b)
(o]
(d)
(e)
()
(9)

Breakdown van purchased by a garage.

Repairs to a fruiterer’s van.

The cost of installing a new machine.

Cost of hiring refrigeration plant in a butcher’s shop.

Twelve dozen sets of cutlery, purchased by a catering firm for a new dining-room.
A motor vehicle bought for resale by a motor dealer.

The cost of acquiring patent rights.

24.LA On what principles would you distinguish between capital and revenue expenditure?

Ilust
(a)

(b)
(9]

rate your answer by reference to the following:

The cost of repairs and an extension to the premises.

Installation of a gas central heating boiler in place of an oil-fired central heating boiler.

Small but expensive alterations to a cigarette manufacturing machine which increased the
machine’s output by 20 per cent.

24.5 Explain clearly the difference between capital expenditure and revenue expenditure. State
which of the following you would classify as capital expenditure, giving your reasons:

(a)
(b)
(0
(d)
(e)

Cost of building extension to factory.

Purchase of extra filing cabinets for sales office.

Cost of repairs to accounting machine.

Cost of installing reconditioned engine in delivery van.
Legal fees paid in connection with factory extension.
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24.6A The data which follows was extracted from the books of account of H. Kirk, an engineer,
on 31 March 2012, his financial year end.

f
(@) Purchase of extra milling machine (includes £300 for repair of an old machine) 2,900
(b) Rent 750
(c) Electrical expenses (includes new wiring £600, part of premises improvement) 3,280
(d) Carriage inwards (includes £150 carriage on new cement mixer) 1,260
(e) Purchase of extra drilling machine 4,100

You are required to allocate each or part of the items above to either ‘capital’ or ‘revenue’
expenditure.

24.7 For the business of J. Charles, wholesale chemist, classify the following between ‘capital’
and ‘revenue’ expenditure:

(@) Purchase of an extra van.

(b) Cost of rebuilding warehouse wall which had fallen down.
(c) Building extension to the warehouse.

(d) Painting extension to warehouse when it is first built.

(e) Repainting extension to warehouse three years later than that done in (d).
(f) Carriage costs on bricks for new warehouse extension.

(g) Carriage costs on purchases.

(h) Carriage costs on sales.

(/) Legal costs of collecting debts.

(j) Legal charges on acquiring new premises for office.

(k) Fire insurance premium.

(/) Costs of erecting new machine.

24.8A  For the business of H. Ward, a food merchant, classify the following between ‘capital’ and
‘revenue’ expenditure:

(@) Repairs to meat slicer.

(b) New tyre for van.

(c) Additional shop counter.

(d) Renewing signwriting on shop.
(e) Fitting partitions in shop.

(f) Roof repairs.

(g) Installing thief detection equipment.
(h) Wages of shop assistant.

(/) Carriage on returns outwards.
(j) New cash register.

(k) Repairs to office safe.

(/) Installing extra toilet.

24.9
(a) Distinguish between capital and revenue expenditure.

(b) Napa Ltd took delivery of a PC and printer on 1 July 2012, the beginning of its financial year.
The list price of the equipment was £4,999 but Napa Ltd was able to negotiate a price of
£4,000 with the supplier. However, the supplier charged an additional £340 to install and test
the equipment. The supplier offered a 5% discount if Napa Ltd paid for the equipment and the
additional installation costs within seven days. Napa Ltd was able to take advantage of this
additional discount. The installation of special electrical wiring for the computer cost £110.
After initial testing certain modifications costing £199 proved necessary. Staff were sent on
special training courses to operate the PC and this cost £990. Napa Ltd insured the machine
against fire and theft at a cost of £49 per annum. A maintenance agreement was entered into

281



Part 4 ® Adjustments for financial statements

282

with Sonoma plc. Under this agreement Sonoma plc promised to provide 24-hour breakdown
cover for one year. The cost of the maintenance agreement was £350.

Required:
Calculate the acquisition cost of the PC to Napa Ltd.

(c) The following costs were also incurred by Napa Ltd during the financial year ended 30 June
2013:

(7) Interest on loan to purchase PC.

(2) Cost of software for use with the PC.

(3) Cost of customising the software for use in Napa Ltd’s business.

(4) Cost of paper used by the computer printer.

(5) Wages of computer operators.

(6) Cost of ribbons used by the computer printer.

(7) Cost of adding extra memory to the PC.

(8) Cost of floppy disks used during the year.

(9) Costs of adding a manufacturer’s upgrade to the PC equipment.
(70) Cost of adding air conditioning to the computer room.

Required:
Classify each of the above as capital expenditure or revenue expenditure.

(Association of Accounting Technicians)

24.10A Classify the following items as either revenue or capital expenditure:

(@) An extension to an office building costing £24,000.

(b) The cost of replacement valves on all the labelling machines in a canning factory.

() Repairs to the warehouse roof.

(d) Annual service costs for a courier firm's fleet of vans.

(e) Replacement of rubber tread on a printing press with a plastic one that has resulted in the
useful economic life of the printing press being extended by three years.

(f) A new bicycle purchased by a newsagent for use by the newspaper delivery boy.

(g) Repairs to a refrigeration system of a meat wholesaler.

(h) Repainting of the interior of a bar/restaurant which has greatly improved the potential for
finding a buyer for the bar/restaurant as a going concern.

(i) Wages paid to employees who worked on the construction of their company’s new office
building.

24.11 A Bloggs, a building contractor, had a wooden store shed and a brick-built office which
have balances b/d in the books of £850 and £179,500 respectively. During the year, the wooden
shed was pulled down at a cost of £265, and replaced by a brick building. Some of the timber from
the old store shed was sold for £180 and the remainder, valued at £100, was used in making door
frames, etc., for the new store. The new brick-built store was constructed by the builder's own
employees, the expenditure thereon being materials (excluding timber from the old store shed)
£4,750; wages £3,510; and direct expenses of £85.

At about the same time, certain repairs and alterations were carried out to the office, again
using the builder’s own materials, the cost of which was: wages £290 and materials £460. It
was estimated that £218 of this expenditure, being mainly that incurred on providing additional
windows, represented improvements, 50% of this being wages, 50% materials.

Required:

Prepare the following four ledger accounts as they would appear after giving effect to all the
above matters:

(@) Wooden store shed account

(b) Office buildings account

(c) New store account

(d) Office buildings repairs account
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24.12 At the beginning of the financial year on 1 April 2013, a company had a balance on plant
account of £372,000 and on provision for depreciation of plant account of £205,400.

The company'’s policy is to provide depreciation using the reducing balance method applied to
the non-current assets held at the end of the financial year at the rate of 20% per annum.

On 1 September 2013 the company sold for £13,700 some plant which it had acquired on
31 October 2009 at a cost of £36,000. Additionally, installation costs totalled £4,000. During 2011
major repairs costing £6,300 had been carried out on this plant and, in order to increase the
capacity of the plant, a new motor had been fitted in December 2011 at a cost of £4,400. A further
overhaul costing £2,700 had been carried out during 2012.

The company acquired new replacement plant on 30 November 2013 at a cost of £96,000,
inclusive of installation charges of £7,000.

Required:

Calculate:

(a) the balance of plant at cost at 31 March 2014

(b) the provision for depreciation of plant at 31 March 2014
(c) the profit or loss on disposal of the plant.

(Association of Chartered Certified Accountants)

24.13A sema plc, a company in the heavy engineering industry, carried out an expansion
programme in the 2012 financial year, in order to meet a permanent increase in contracts.

The company selected a suitable site and commissioned a survey and valuation report, for which
the fee was £1,500. On the basis of the report the site was acquired for £90,000.

Solicitors’ fees for drawing up the contract and conveyancing were £3,000.

Fees of £8,700 were paid to the architects for preparing the building plans and overseeing the
building work. This was carried out partly by the company’s own workforce (at a wages cost of
£11,600), using company building materials (cost £76,800), and partly by subcontractors who
charged £69,400, of which £4,700 related to the demolition of an existing building on the same
site.

The completed building housed two hydraulic presses.

The cost of press A was £97,000 (ex-works), payable in a single lump sum two months after
installation. Sema was given a trade discount of 10% and a cash discount for prompt payment of
2%. Hire of a transporter to collect the press and to convey it to the new building was £2,900.
Installation costs were £2,310, including hire of lifting gear, £1,400.

Press B would have cost £105,800 (delivered) if it had been paid in one lump sum. However,
Sema opted to pay three equal annual instalments of £40,000, starting on the date of acquisition.
Installation costs were £2,550, including hire of lifting gear, £1,750.

The whole of the above expenditure was financed by the issue of £500,000 7% Loan notes (on
which the annual interest payable was £35,000).

Before the above acquisitions were taken into account, the balances (at cost) on the non-current
asset accounts for premises and plant were £521,100 and £407,500 respectively.

Required:

(@) Using such of the above information as is relevant, post and balance the premises and plant
accounts for the 2012 financial year.

(b) State, with reasons, which of the given information you have not used in your answer to (a)
above.

(Association of Chartered Certified Accountants)

24.14 Why is the distinction between classifying something as capital expenditure and classify-
ing it as revenue expenditure so important to the users of financial statements?

24.15A John Boggis saw a computer for sale in a local store for £1,499. This was much cheaper
than he'd seen it for sale elsewhere. He needed five of these PCs and also needed the cabling to
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network them. Following negotiations with the retailer, he obtained the machines for a total of
£7,000. However, the cost of the cabling was £300 and the supplier was going to charge £500
to install the network. If John paid the total amount due before installation, he would receive a
discount of 2'% per cent. He liked this idea and paid immediately.

Subsequently, he purchased three printers costing £125 each and software costing £350,
together with CDs and other consumables costing a total of £250. The supplier gave a discount of
£50 on the consumables due to the size of the order.

All of John's staff were sent on a customised training course organised by the retailer at a total
cost of £500.

Required:

(a) Calculate the amount capitalised in the statement of financial position and also the amount
to be charged to revenue accounts.

(b) 'Materiality’ is a concept which sometimes has an effect on the capitalisation of amounts
within a statement of financial position. Give examples of how this may be done.

M ‘000"””-" la’,m Need more practice? Instant feedback?

y g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



Bad debts, allowances for doubtful
debts, and provisions for discounts
on accounts receivable

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:

® explain and show how bad debts are written-off

® explain why allowances for doubtful debts are made

® make the necessary entries to record an allowance for doubtful debts in the books
® calculate and make provisions for discounts on accounts receivable

® make all the entries in the income statement and statement of financial position
for bad debts, allowances for doubtful debts, and provisions for cash discount

Introduction

eeccccccccce

In this chapter, you’ll learn how businesses deal with bad debts and how they pro-
vide for the possibility that other debts will not be paid. You'll learn how to record
increases and decreases in the allowance for doubtful debts. Finally, you'll learn
how to make and adjust provisions for cash discounts.

@ Bad debts

With many businesses a large proportion, if not all, of the sales are on credit. The business is
therefore taking the risk that some of the customers may never pay for the goods sold to them on
credit. This is a normal business risk and such bad debts are a normal business expense. They
must be charged to the income statement as an expense when calculating the net profit or loss for
the period. The other thing that needs to be done is to remove the bad debt from the asset
account. Usually, this will mean closing the debtor’s account.

When a debt is found to be ‘bad’, the asset as shown by the debt in the debtor’s account is
worthless. It must be eliminated from the account. If doing so reduces the balance to zero, the
debtor’s account is closed.

To record a bad debt, you credit the debtor’s account to cancel the asset and increase the
expense account by debiting it to the bad debts account.

@ What circumstances might lead you to write-off a debt as bad and not close the
debtor’s account?
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There is a range of possible scenarios that may exist concerning a bad debt. The first two were
discussed in the answer to Activity 25.1:

® the debtor may be refusing to pay one of a number of invoices;

® the debtor may be refusing to pay part of an invoice;

® the debtor may owe payment on a number of invoices and have indicated that only a propor-
tion of the total amount due will ever be paid because the debtor’s business has failed;

® the debtor’s business has failed and nothing is ever likely to be received.

Whatever the reason, once a debt has been declared ‘bad’, the journal entry is the same. You
debit the bad debt account with the amount of the bad debt and credit the debtor’s account in
the sales ledger to complete the double entry.

At the end of the period, the total of the bad debts account is transferred to the income statement.

An example of debts being written off as bad is shown in Exhibit 25.1:

Exhibit 25.1
C. Bloom
2011 £ 2011 £
Jan 8 Sales 520 Dec 31 Bad debts 520
R. Shaw
2011 £ 2011 £
Feb 16 Sales 375 Aug 17 Cash 125
- Dec 31 Bad debts 250
375 375
Bad Debts
2011 £ 2011 £
Dec 31 CBloom 520 Dec 31 Profit and loss 770
R Shaw 250 L
770 770
Income Statement (extract) for the year ending 31 December 2011
£
Gross profit XXX
Less Expenses:
Bad debts (770)

Allowance for doubtful debts

Why allowances are needed

..................................................

When we are drawing up our financial statements, we want to achieve the following objectives:

® to charge as an expense in the income statement for that year an amount representing debts
that will never be paid;

® to show in the statement of financial position a figure for accounts receivable as close as pos-
sible to the true value of accounts receivable at the date of the statement of financial position.

Debts declared bad are usually debts that have existed for some time, perhaps even from pre-
vious accounting periods.
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However, how about other debts that have not been paid by the year end? These may not have
been owing for so long, in which case it will be more difficult to determine which of them will be
bad debts. Nevertheless, as all businesses experience bad debts at some time, it is likely that at
least some of these other debts will ultimately prove to be bad. The prudence concept — you
learnt about this in Chapter 10 — says that this possibility needs to be provided for in the current
period, otherwise both the accounts receivable balance reported in the statement of financial
position and the profit reported in the income statement will almost certainly be overstated.

It is impossible to determine with absolute accuracy at the year end what the true amount is in
respect of debtors who will never pay their accounts. So, how do you decide on the amount of a
provision (i.e. an allowance) against the possibility of some of the remaining debts (after remov-
ing those which have been written off as bad) proving bad in a future period?

In order to arrive at a figure for doubtful debts, a business must first consider that some
debtors will never pay any of the amount they owe, while others will pay a part of the amount
owing only, leaving the remainder permanently unpaid. The estimated figure can be made:

(a) by looking at each debt, and deciding to what extent it will be bad;
(b) by estimating, on the basis of experience, what percentage of the total amount due from the
remaining debtors will ultimately prove to be bad debts.

It is well known that the longer a debt is owing, the more likely it is that it will become a bad
debt. Some businesses draw up an ‘ageing schedule’, showing how long debts have been owing.
Older debtors need higher percentage estimates of bad debts than do newer debtors. The
percentages chosen should reflect the actual pattern of bad debts experienced in the past.
Exhibit 25.2 gives an example of an ageing schedule.

Exhibit 25.2
Ageing Schedule for Doubtful Debts
Period debt owing Amount Estimated Allowance for
percentage doubtful doubtful debts
£ % £
Less than 1 month 5,000 1 50
1 month to 2 months 3,000 3 90
2 months to 3 months 800 4 32
3 months to 1 year 200 5 10
Over 1 year 160 20 32
9,160 214

Most businesses don’t go to this level of detail. Instead, they apply a percentage to the overall
balance of accounts receivable (after deducting the bad debts). The percentage will be one the
business has established over the years as being the most appropriate.

Now, let’s look at how the allowance for doubtful debts is entered in the books.

Accounting entries for allowances for doubtful debts

.............................................................................................

The accounting entries needed for the allowance for doubtful debts are:
Year in which the allowance is first made:

1 Debit the profit and loss account with the amount of the allowance (i.e. deduct it from gross
profit as an expense).
2 Credit the Allowance for Doubtful Debts Account.
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Exhibit 25.3 shows the entries needed for the initial allowance for doubtful debts.

Exhibit 25.3

At 31 December 2011, the accounts receivable figure after deducting bad debts was £10,000. It is
estimated that 2 per cent of debts (i.e. £200) will eventually prove to be bad debts, and it is
decided to make a provision for these. The accounts will appear as follows:

Profit and Loss

2011 £
Dec 31 Allowance for doubtful debts 200

Allowance for Doubtful Debts

2011 £
Dec 31 Profit and loss 200

In the financial statements, the allowance is shown as follows:

Income Statement (extract) for the year ending 31 December 2011

f
Gross profit XXX
Less Expenses:
Allowance for doubtful debts (200)
Statement of Financial Position (extract) as at 31 December 2011
Current assets £ £
Accounts receivable 10,000
Less Allowance for doubtful debts (200)
9,800

As shown, in the statement of financial position, the balance on the allowance for doubtful debts
is deducted from the accounts receivable total.

You’ll have noticed that we are using two different accounts to make the two different types of
adjustments to accounts receivable. This is done in order to make it clear how much is (@) being
written-off as bad debts, and how much is (b) being treated as an allowance for doubtful debts:

1 Bad debts account: This expense account is used when a debt is believed to be irrecoverable
and is written-off.

2 Allowance for doubtful debts account: This account is used only for estimates of the amount
of debt remaining at the year end after the debts have been written off that are likely to finish
up as bad debts. (This account is also known as the ‘allowance for bad debts account’.)

By charging both (1) and (2) in the income statement, we present the full picture of the
amounts provided for in respect of both bad and doubtful debts. As you’ve already seen in
Exhibits 25.1 and 25.3, these amounts are shown as deductions from the gross profit.

By showing (2) as a deduction from the figure of accounts receivable in the statement of finan-
cial position, we get a net figure, which represents a more accurate figure of the value of accounts
receivable than the total of all the accounts receivable balances in the sales ledger. It may not be
absolutely accurate — only time will tell which debts will turn out to be bad — but it is better than
not attempting to make an estimate.

When you look at depreciation in Chapter 26, you will see that it bears similarities to the
allowance for doubtful debts. Depreciation is charged as a debit to the profit and loss account
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and as a credit against non-current asset accounts in the ledger. It represents an estimate of how
much of the overall economic usefulness of a non-current asset has been used up in each
accounting period. Like the allowance for doubtful debts, it can never be completely accurate
since only in several years’ time, when the asset is put out of use, can it be determined whether
or not the provisions made have been appropriate. Having to make estimates where absolute
accuracy is impossible is a part of accounting.

Why do accountants have to make these allowances?

Increasing the allowance

Let us suppose that for the same business as in Exhibit 25.3, at the end of the following year,
31 December 2012, the allowance for doubtful debts needed to be increased. This was because
the allowance was kept at 2 per cent, but the accounts receivable figure had risen to £12,000. An
allowance of £200 had been brought forward from the previous year, but we now want a total
allowance of £240 (i.e. 2 per cent of £12,000). All that is now needed is a provision for an extra
£40. The double entry will be:

1 Debit Profit and Loss Account with the increase in the allowance (i.e. deduct it from gross
profit as an expense).
2 Credit the Allowance for Doubtful Debts Account.

These entries are illustrated in Exhibit 25.4.

Exhibit 25.4

Profit and Loss

2012 £
Dec 31 Allowance for doubtful debts 40

Allowance for Doubtful Debts

2012 f 2012 f
Dec 31 Balance c/d 240 Jan 1 Balance b/d 200
o Dec 31 Profit and loss _40
240 240
T 2013 T
Jan 1 Balance b/d 240

Income Statement (extract) for the year ending 31 December 2012

£
Gross profit XXX
Less Expenses
Allowance for doubtful debts (increase) (40)
Statement of Financial Position (extract) as at 31 December 2012
Current assets £ £
Accounts receivable 12,000
Less Allowance for doubtful debts (240)
11,760
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Why do you only need to create an expense for the difference between the
provisions of the two years?

@ Reducing the allowance

290

To reduce the allowance, you simply do the opposite to what you did to increase it. The
allowance for doubtful debts has a credit balance. Therefore, to reduce it we would need a debit
entry in the allowance account. The credit would be in the profit and loss account. Let’s assume
that at 31 December 2013, the figure for accounts receivable had fallen to £10,500 but the
allowance remained at 2 per cent, i.e. £210 (2 per cent of £10,500).

As the allowance had previously been £240, it now needs to be reduced by £30. The double
entry is:

1 Debit Allowance for Doubtful Debts Account.
2 Credit Profit and Loss Account (i.e. add it as a gain to gross profit).

These entries are illustrated in Exhibit 25.5.

Exhibit 25.5
Allowance for Doubtful Debts
2013 £ 2013 £
Dec 31 Profit and loss 30 Jan 1 Balance b/d 240
31 Balance c/d 210 o
240 240
2014
Jan 1 Balance b/d 210

Profit and Loss

2013 £
Dec 31 Allowance for doubtful debts 30

Income Statement (extract) for the year ending 31 December 2013

£
Gross profit XXX
Add Reduction in allowance for doubtful debts 30
Statement of Financial Position (extract) as at 31 December 2013
Current assets £ f
Accounts receivable 10,500
Less Allowance for doubtful debts (210)
10,290

You will have noticed that increases in the allowance for doubtful debts increases the total for
expenses and so reduce net profit. On the other hand, a reduction in the allowance for doubtful
debts will increase the gross profit.

Without looking back in your textbook, write down the double entries for (a) an
increase and (b) a decrease in the allowance for doubtful debts.
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Let us now look at a comprehensive example in Exhibit 25.6:

Exhibit 25.6

A business starts on 1 January 2005 and its financial year end is 31 December annually. A table of
the accounts receivable, the bad debts written off and the estimated bad debts at the rate of 2 per
cent of accounts receivable at the end of each year is now given. The double entry accounts and
the extracts from the financial statements follow.

Year to 31 December Bad debts written Accounts receivable Debts thought at end
off during year at end of year (after |of year to be impossible
bad debts written off) to collect: 2% of
accounts receivable

£ £ £
2010 423 6,000 120 (2% of £6,000)
2011 510 7,000 140 (2% of £7,000)
2012 604 7,750 155 (2% of £7,750)
2013 610 6,500 130 (2% of £6,500)
Bad Debts
2010 £ 2010 £
Dec 31 Various accounts receivable 423 Dec 31 Profit and loss 423
2011 2011
Dec 31 Various accounts receivable 510 Dec 31 Profit and loss 510
2012 2012
Dec 31 Various accounts receivable 604 Dec 31 Profit and loss 604
2013 2013
Dec 31 Various accounts receivable 610 Dec 31 Profit and loss 610
Allowance for Doubtful Debts
2010 £ 2010 £
Dec 31 Balance c/d 120 Dec 31 Profit and loss 120
2011 2011
Dec 31 Balance c/d 140 Jan 1 Balance b/d 120
- Dec 31 Profit and loss 20
140 140
2012 2012
Dec 31 Balance c/d 155 Jan 1 Balance b/d 140
- Dec 31 Profitand loss 15
155 155
2013 2013
Dec 31 Profit and loss 25 Jan 1 Balance b/d 155
Balance c/d 130 .
155 155
2014
Jan 1 Balance b/d 130
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Income Statements (extracts) for the years ending 31 December

f £
Gross profit for 2010, 2011, 2012, 2013 XXX
2010 Less Expenses:
Bad debts 423
Allowance for doubtful debts (increase) 120
(543)
2011 Less Expenses:
Bad debts 510
Allowance for doubtful debts (increase) ~20
(530)
2012 Less Expenses:
Bad debts 604
Allowance for doubtful debts (increase) 15
(619)
2013 Add Reduction in allowance for doubtful debts 25
Less Expenses:
Bad debts (610)
(585)
Statements of Financial Position (extracts) as at 31 December
f £
2010 Accounts receivable 6,000
Less Allowance for doubtful debts (120)
5,880
2011 Accounts receivable 7,000
Less Allowance for doubtful debts (140)
6,860
2012 Accounts receivable 7,750
Less Allowance for doubtful debts (155)
7,595
2013 Accounts receivable 6,500
Less Allowance for doubtful debts (130)
6,370

Bad debts recovered

Sometimes, a debt written-off in previous years is recovered. When this happens, you:

1 Reinstate the debt by making the following entries:

Dr Debtor’s account

Cr Bad debts recovered account

2 When payment is received from the debtor in settlement of all or part of the debt:

Dr Cash/bank

Cr Debtor’s account

with the amount received.
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At the end of the financial year, the credit balance in the bad debts recovered account is trans-
ferred either to the bad debts account or direct to the credit side of the profit and loss account.
The effect is the same, since the bad debts account will, in itself, be transferred to the profit and
loss account at the end of the financial year.

Why do you think we reinstate the debt just to cancel it out again? Why don’t we
simply debit the bank account and credit the bad debts recovered account?

Provisions for cash discounts on accounts receivable

Some businesses create provisions for cash discounts to be allowed on the accounts receivable
outstanding at the date of the statement of financial position. This, they maintain, is quite legiti-
mate, as the amount of accounts receivable less any allowance for doubtful debts is not the best
estimate of collectable debts, owing to cash discounts which will be given to debtors if they pay
within a given time. The cost of discounts, it is argued, should be charged in the period when the
sales were made. While this practice is of dubious merit (as cash discount is treated as a finance
charge, not as an adjustment to sales revenue), it is one used in practice by some businesses.

The procedure for dealing with this is similar to the allowance for doubtful debts. It must be
borne in mind that the estimate of discounts to be allowed should be based on the net figure of
accounts receivable less the allowance for doubtful debts, as it is obvious that cash discounts are
not allowed on bad debts! Let’s look at an example in Exhibit 25.7:

Exhibit 25.7
Year ended 31 Accounts Allowance for Provision for cash
December receivable doubtful debts discounts allowed
£ f %
2010 4,000 200 2
2011 5,000 350 2
2012 4,750 250 2
Provision for Cash Discounts on Accounts Receivable
2010 £ 2010 £
Dec 31 Balance c/d 76 Dec 31 Profitand loss 76
2011 2011
Dec 31 Balance c/d 93 Jan 1 Balance b/d 76
- Dec 31 Profitand loss 17
93 93
2012 2012
Dec 31 Profit and loss 3 Jan 1 Balance b/d 93
Balance c/d 90 o
93 93
2013
Jan 1 Balance b/d 90
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Income Statements (extracts) for the years ending 31 December

2
Gross profits (2010, 2011 and 2012) XXX
Less Expenses:
(2010) Provision for cash discounts on accounts receivable (76)
(2011) Increase in provision for cash discounts on accounts receivable (17)
Add (2012) Reduction in provision for cash discounts on accounts receivable 3
Statements of Financial Position (extracts) as at 31 December
f f f
2010 Accounts receivable 4,000
Less Allowance for doubtful debts 200
Provision for cash discounts on accounts receivable 76
(276)
3,724
2011  Accounts receivable 5,000
Less Allowance for doubtful debts 350
Provision for cash discounts on accounts receivable 93
(443)
4,557
2012 Accounts receivable 4,750
Less Allowance for doubtful debts 250
Provision for cash discounts on accounts receivable 90
(340)
4,410

Which one of the following would result from a decrease in the allowance for
doubtful debts?

(@) An increase in gross profit
(b) A reduction in gross profit
(c) Anincrease in net profit
(d) A reduction in net profit

Finally

As with distinguishing between capital expenditure and revenue expenditure, students generally
find this topic very difficult to grasp. It seems to be too difficult for some students to remember the
difference between the treatment of bad debts and the treatment of allowances for doubtful debts.
They also often struggle to make the correct adjustments when the allowance changes, with the most
common error being that they charge all the allowance, instead of only the change, to profit and loss.

There is no shortcut to getting this right. You need to keep the difference between bad debts
and allowances for doubtful debts very clearly in your mind. Learning them as two separate top-
ics seems to help. So far as the treatment of the change in the allowance is concerned, don't try
calling it ‘change in the allowance for doubtful debts’, you'll only get confused when you make
the entry in the statement of financial position. And there is where the difficulty lies. In the statement
of financial position, the entire allowance is deducted from the figure for accounts receivable but,
in the income statement, you only include the change. Try to memorise this last sentence. It may
make all the difference.
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Learning outcomes

You should now have learnt:

1
2

10

That debts we are unable to collect are called bad debts.

That bad debts are credited to the customer’s account (to cancel them) and
debited to a bad debts account.

That allowances for doubtful debts are needed, otherwise the value of the
accounts receivable in the statement of financial position will show too high a
value, and could mislead anyone looking at the statement of financial position.
Also, making a provision of this type allows for more accurate calculation of
profits and losses.

That the allowance for doubtful debts is calculated after bad debts have been
deducted from the debtor balances.

That the amount of the allowance for doubtful debts is based on the best
estimate that can be made taking all the facts into account.

That an increase in the allowance for doubtful debts will create a debit entry in
the profit and loss account.

That a reduction in the allowance for doubtful debts will create a credit entry in
the profit and loss account.

That the allowance for doubtful debts is shown as a deduction from accounts
receivable in the statement of financial position.

That provisions for cash discount are made in the same way as provisions for
doubtful debts.

How to record bad debts, allowances for doubtful debts, and provisions for cash
discounts in the accounting books and in the income statement and statement of
financial position.

Answers to activities

25.1

25.2
25.3

25.4

Sometimes a debtor will contest an invoice and refuse to pay it while continuing to pay all other
invoices. This may happen, for example, when the debtor claims that the goods were delivered
damaged and you have refused to issue a credit note because you believe the goods were deliv-
ered intact. Another example occurs when the debtor is refusing to pay part of an invoice. This
may happen, for example, when the customer claims not to have received all the items on the
invoice. In both those circumstances, many businesses will eventually write off the debt on the dis-
puted invoice and continue to trade with the customer.

The prudence concept which you learnt about in Chapter 10 requires it.

During the year, some debts will have been written off as bad. They will include debts from the previ-
ous year which last year’s allowance for doubtful debts was intended to cover. If last year’s estimate
was correct, you could add this year’s bad debts to the change in the allowance and the total would
be the same as the total allowance you want to make this year, not just the difference between the
two years’ provisions. So, in effect, you've converted last year’s allowance into this year’s bad debts.
All you need do now is adjust the balance on the allowance for doubtful debts account to make it
equal to the provision you want to make against this year’s closing accounts receivable balance.

(a) Dr Profit and loss account Cr Allowance for doubtful debts account
(b) Dr Allowance for doubtful debts account Cr Profit and loss account

Note how they are the opposite of each other.
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25.5 The reason for reinstating the debt in the ledger account of the debtor is to have a detailed his-
tory of the debtor’s account as a guide for granting credit in future. When a debt is written-off as
bad, it is recorded in the debtor’s ledger account. Therefore, when a bad debt is recovered, it

should also be shown in the debtor’s ledger account, so as to provide the full picture.

25.6 (c) Anincrease in net profit.

Review questions

25.1 In a new business during the year ended 31 December 2013 the following debts are found
to be bad, and are written-off on the dates shown:

31 May S. Gill & Son £600
30 September H. Black Ltd £400
30 November A. Thom £200

On 31 December 2013 the schedule of remaining accounts receivable totalling £15,000 is examined
and it is decided to make an allowance for doubtful debts of £500.

You are required to show:

(@) The Bad Debts Account, and the Allowance for Doubtful Debts Account.

(b) The charge to the Income Statement.

(c) The relevant extracts from the Statement of Financial Position as at 31 December 2013.

25.2 A business had always made an allowance for doubtful debts at the rate of 2 per cent of
accounts receivable. On 1 January 2011 the amount for this, brought forward from the previous
year, was £300.

During the year to 31 December 2011 the bad debts written-off amounted to £700.

On 31 December 2011 the accounts receivable balance was £17,000 and the usual allowance for
doubtful debts is to be made.

You are to show:

(@) The Bad Debts Account for the year ended 31 December 2011.

(b) The Allowance for Doubtful Debts Account for the year.

(c) Extract from the Income Statement for the year.

(d) The relevant extract from the Statement of Financial Position as at 31 December 2011.

25.3 A business started trading on 1 January 2010. During the two years ended 31 December
2010 and 2011 the following debts were written off to the Bad Debts Account on the dates stated:

31 May 2010 F. Lamb £200
31 October 2010 A. Clover £300
31 January 2011 D. Ray £100
30 June 2011 P. Clark £400
31 October 2011 J. Will £ 50

On 31 December 2010 the total accounts receivable was £55,000. It was decided to make an
allowance for doubtful debts of £800.

On 31 December 2011 the total accounts receivable was £59,000. It was decided to make an
allowance for doubtful debts of £900.

You are required to show:
(/) The Bad Debts Account and the Allowance for Doubtful Debts Account for each of the two years.
(i) The relevant extracts from the Statements of Financial Position as at 31 December 2010 and 2011.

25.4A A business, which started trading on 1 January 2010, adjusted its allowance for doubtful
debt at the end of each year on a percentage basis, but each year the percentage rate is adjusted
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in accordance with the current ‘economic climate’. The following details are available for the three
years ended 31 December 2010, 2011 and 2012.

Bad debts written off Accounts receivable at 31 December Percentage allowance
year to 31 December after bad debts written-off for doubtful debts
f f
2010 1,240 41,000 4
2011 2,608 76,000 6
2012 5,424 88,000 5

You are required to show:

(a) Bad Debts Accounts for each of the three years.

(b) Allowance for Doubtful Debts Accounts for each of the three years.

(c) Statement of Financial Position extracts as at 31 December 2010, 2011 and 2012.

25.5 A business which prepares its financial statements annually to 31 December suffered bad debts
which were written-off:

2010 £420
2011 £310
2012 £580

The business had a balance of £400 on the Allowance for Doubtful Debts Account on 1 January 2010.
At the end of each year, the business considered which of its debtors appeared doubtful and
carried forward an allowance of:

2010 £500
2011 £600
2012 £400

Show each of the entries in the income statements and prepare the Allowance for Doubtful Debts
Account for each of the three years.

25.6A

(a) Businesses often create an allowance for doubtful debts.

(/i)  Of which concept (or convention) is this an example? Explain your answer.
(if) What is the purpose of creating an allowance for doubtful debts?
(iii) How might the amount of an allowance for doubtful debts be calculated?

(b) On 1January 2011 there was a balance of £500 in the an Allowance for Doubtful Debts Account,
and it was decided to maintain the provision at 5% of the accounts receivable at each year end.
The debtors on 31 December each year were:

£
2011 12,000
2012 8,000
2013 8,000

Show the necessary entries for the three years ended 31 December 2011 to 31 December 2013
inclusive in the following:

(i) the Allowance for Doubtful Debts Account;
(ii) the Income Statements.

() What is the difference between bad debts and allowance for doubtful debts?

(d) On 1 January 2013 Warren Mair owed Jason Dalgleish £130. On 25 August 2013 Mair was
declared bankrupt. A payment of 30p in the £ was received in full settlement. The remaining
balance was written off as a bad debt. Write up the account of Warren Mair in Jason
Dalgleish’s ledger.

(Northern Examinations and Assessment Board: GCSE)

297



Part 4 ® Adjustments for financial statements

298

25.7 The statement of financial position as at 31 May 2010 of Forest Traders Limited included an
allowance for doubtful debts of £2,300. The company’s accounts for the year ended 31 May 2011
are now being prepared. The company'’s policy now is to relate the allowance for doubtful debts to
the age of debts outstanding. The debts outstanding at 31 May 2011 and the required allowances
for doubtful debts are as follows:

Allowance for

Debts outstanding Amount doubtful debts
£ %

Up to 1 month 24,000 1

More than 1 month and up to 2 months 10,000 2

More than 2 months and up to 3 months 8,000 4

More than 3 months 3,000 5

Customers are allowed a cash discount of 2'>2% for settlement of debts within one month. It is now
proposed to make a provision for discounts to be allowed in the company’s accounts for the year
ended 31 May 2011.

Required:
Prepare the following accounts for the year ended 31 May 2011 in the books of Forest Traders
Limited to record the above transactions:

(a) Allowance for doubtful debts;
(b) Provision for discounts to be allowed on debtors.

(Association of Accounting Technicians)

25.8A A business makes an allowance for doubtful debts of 3% of accounts receivable, also a
provision of 1% for discount on accounts receivable.

On 1 January 2011 the balances brought forward on the relevant accounts were allowance for
doubtful debts £930 and provision for discounts on accounts receivable £301.

(a) Enter the balances in the appropriate accounts, using a separate Allowance for Doubtful
Debts Account.

During 2011 the business incurred bad debts of £1,110 and allowed discounts of £362. On
31 December 2011 accounts receivable amounted to £42,800.

(b) Show the entries in the appropriate accounts for the year 2011, assuming that the business’s
accounting year ends on 31 December 2011, also income statement extracts at 31 December 2011.

25.9 ). Blane commenced business on 1 January 2009 and prepares her financial statements to
31 December every year. For the year ended 31 December 2009, bad debts written off amounted
to £1,400. It was also found necessary to create an allowance for doubtful debts of £2,600.

In 2010, debts amounting to £2,200 proved bad and were written-off. J. Sweeny, whose debt of
£210 was written off as bad in 2009, settled her account in full on 30 November 2010. As at
31 December 2010 total debts outstanding were £92,000. It was decided to bring the provision up
to 4% of this figure on that date.

In 2011, £3,800 of debts were written-off during the year, and another recovery of £320 was
made in respect of debts written-off in 2009. As at 31 December 2011, total debts outstanding
were £72,000. The allowance for doubtful debts is to be changed to 5% of this figure.

You are required to show for the years 2009, 2010 and 2011, the
(@) Bad Debts Account.

(b) Bad Debts Recovered Account.

(c) Allowance for Doubtful Debts Account.

(d) Extract from the Income Statement.
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25.10

(A) Explain why a provision may be made for doubtful debts.

(B) Explain the procedure to be followed when a customer whose debt has been written-off as
bad subsequently pays the amount originally owing.

(© On 1January 2010 D. Watson had debtors of £25,000 on which he had made an allowance for
doubtful debts of 3%.

During 2010,

(/) A. Stewart, who owed D. Watson £1,200, was declared bankrupt and a settlement of 25p in
the £ was made, the balance being treated as a bad debt.

(if) Other bad debts written-off during the year amounted to £2,300.

On 31 December 2010 total accounts receivable amounted to £24,300 but this requires to be adjusted
as follows:

(@) J. Smith, a debtor owing £600, was known to be unable to pay and this amount was to be
written off.
(b) A cheque for £200 from S. McIntosh was returned from the bank unpaid.

D. Watson maintained his allowance for doubtful debts at 3% of accounts receivable.

Required:

(1) For the financial year ended 31 December 2010, show the entries in the following accounts:
(i) Allowance for doubtful debts
(i) Bad debts

(2) What is the effect on net profit of the change in the allowance for doubtful debts?

(Scottish Qualifications Authority)

25.11A D. Faculti started in business buying and selling law textbooks, on 1 January 2012. At the
end of each of the next three years, his figures for accounts receivable, before writing-off any bad
debts, were as follows:

31 December 2012 £30,000
31 December 2013 £38,100
31 December 2014 £4,750

Bad debts to be written-off are as follows:

31 December 2012 £2,100
31 December 2013 £750

The allowance for doubtful debts in each year is 5 per cent of accounts receivable.

Required:

(a) Prepare Faculti's bad debts expense account and allowance for doubtful debts account for
2012, 2013 and 2014.

(b) The amounts due from B. Roke (£70) and H. A. Ditt (£42) became irrecoverable in 2012 and
were written-off. Show the entries in the ledger accounts to record these write-offs.

M ﬂccﬂlllllin lﬂhm Need more practice? Instant feedback?

V g Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountingLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Depreciation of non-current assets:
nature and calculations

Learning objectives

e0ccccccccce

After you have studied this chapter, you should be able to:

® define depreciation

® explain why depreciation is provided

® calculate depreciation using both the straight line and the reducing balance
methods

® explain how to calculate depreciation using five other methods

® calculate depreciation on assets bought or sold within an accounting period

Introduction

eeccccccccce

In this chapter, you'll learn why depreciation must be provided and how to calculate
it using the two most widely used methods, in the year of acquisition, year of dis-
posal, and all the years in between. You will also learn how to use five other depreci-
ation methods.

@ Nature of non-current assets

Before going any further, you need to be sure that you know what a non-current asset is.

® Write down the three characteristics that distinguish non-current assets from
current assets.

If you don’t or didn’t know how to define non-current assets, be sure that you do before going
on to look at the topic of depreciation.

@ Depreciation of tangible non-current assets

Tangible non-current assets (i.e. long-term assets which can be touched, such as machinery,
motor vehicles, fixtures and even buildings) do not last for ever. If the amount received (if any)
on the disposal of a non-current asset is deducted from the cost of buying it, the value of the
non-current asset can be said to have ‘depreciated in value’ by that amount over its period of
usefulness to the business. For example, if a van was bought for £10,000 and sold five years later
for £2,000 then its value has depreciated over the period of its use by £8,000.

This is the only time that depreciation can be calculated accurately. That is, you can only estimate
what it should be each year while the non-current asset continues to be used.
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@ Depreciation is an expense

Depreciation is that part of the original cost of a non-current asset that is consumed during its
period of use by the business. It needs to be charged to the profit and loss account every year.
The amount charged in a year for depreciation is based upon an estimate of how much of the
overall economic usefulness of non-current assets has been used up in that accounting period. It
is an expense for services consumed in the same way as expenses are incurred for items such as
wages, rent or electricity. Because it is charged as an expense to the profit and loss account,
depreciation reduces net profit.

For example, if a PC cost £1,200 and was expected to be used for three years, it might be
estimated at the end of the first year that a third of its overall usefulness had been consumed.
Depreciation would then be charged at an amount equal to one-third of the cost of the PC, i.e.
£400. Profit would be reduced by £400 and the value of the PC in the statement of financial
position would be reduced from £1,200 to £800.

Using an example of a van and the petrol it consumes, you can see that the only real difference
between the expense of depreciation for the van and the expense of petrol incurred in order to use
the van is that the petrol expense is used up in a short time, whereas the expense for use of the van
is spread over several years. Both the petrol and the cost of the van are expenses of the business.

If depreciation reduces profits and reduces the value of assets and so reduces the
capital account of the owner, why do businesses bother providing for
depreciation?

@ Causes of depreciation

Physical deterioration, economic factors, time and depletion all give rise to a reduction in the
value of a tangible non-current asset. Let’s look at these in more detail.

Physical deterioration

1 Wear and tear. When a motor vehicle or machinery or fixtures and fittings are used they
eventually wear out. Some last many years, others last only a few years. This is also true of
buildings, although some may last for a long time.

2 FErosion, rust, rot and decay. Land may be eroded or wasted away by the action of wind, rain,
sun and other elements of nature. Similarly, the metals in motor vehicles or machinery will
rust away. Wood will rot eventually. Decay is a process which will also be present due to the
elements of nature and the lack of proper attention.

These may be said to be the reasons for an asset being put out of use even though it is in good
physical condition. The two main factors are usually obsolescence and inadequacy.

1 Obsolescence. This is the process of becoming out of date. For instance, over the years there
has been great progress in the development of synthesisers and electronic devices used by lead-
ing commercial musicians. The old equipment will therefore have become obsolete, and much
of it will have been taken out of use by such musicians.

This does not mean that the equipment is worn out. Other people may well buy the old
equipment and use it, possibly because they cannot afford to buy new up-to-date equipment.
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2 Inadequacy. This arises when an asset is no longer used because of the growth and changes
in the size of the business. For instance, a small ferryboat that is operated by a business at a
coastal resort will become entirely inadequate when the resort becomes more popular. Then it
will be found that it would be more efficient and economical to operate a large ferryboat, and
so the smaller boat will be put out of use by the business.

In this case also it does not mean that the ferryboat is no longer in good working order, nor
that it is obsolete. It may be sold to a business at a smaller resort.

..........

Obviously, time is needed for wear and tear, erosion, etc., and for obsolescence and inadequacy
to take place. However, there are non-current assets to which the time factor is connected in a
different way. These are assets which have a legal life fixed in terms of years.

For instance, you may agree to rent some buildings for 10 years. This is normally called a
lease. When the years have passed, the lease is worth nothing to you, as it has finished. Whatever
you paid for the lease is now of no value.

A similar case arises when you buy a patent so that only you are able to produce something.
When the patent’s time has finished it then has no value. The usual length of life of a patent is
sixteen years.

Instead of using the term depreciation, the term amortisation is often used for these assets.

Depletion

..................

Other assets are of wasting character, perhaps due to the extraction of raw materials from them.
These materials are then either used by the business to make something else, or are sold in their
raw state to other businesses. Natural resources such as mines, quarries and oil wells come under
this heading. To provide for the consumption of an asset of a wasting character is called provi-
sion for depletion.

Land and buildings

Prior to the issue in 1977 of a UK accounting standard (SSAP 12) which focused on this topic,
freehold and long leasehold properties were very rarely subject to a charge for depreciation. It
was contended that, as property values tended to rise rather than fall, it was inappropriate to
charge depreciation.

The accounting standard changed all that by requiring that depreciation be written off over
the property’s useful life, with the exception that freehold land does not normally require a pro-
vision for depreciation. This is because land normally has an unlimited useful life. Buildings do,
however, eventually fall into disrepair or become obsolete and must be subject to a charge for
depreciation each year.

When FRS 15 replaced SSAP 12 in 1999, it repeated these requirements. It also dealt with the
problem of the distinction between the cost of freehold land and the cost of the buildings upon
it, by insisting that the two elements of the cost be separated.

IASs 16 (Property, plant and equipment), 23 (Borrowing costs) and 36 (Impairment of assets)
are the relevant international standards and they have the same requirements on these issues as
FRS 15.

Appreciation

At this stage, you may be wondering what happens when non-current assets increase (appreci-
ate) in value. The answer is that normal accounting procedure would be to ignore any such
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appreciation, as to bring appreciation into account would be to contravene both the historical
cost concept and the prudence concept you learnt about in Chapter 10.

Go back to Chapter 10 to refresh your understanding of the historical cost concept and the
prudence concept.

However, one of the problems when SSAP 12 was introduced was that the UK was in the
middle of a boom in property prices which had been going on for some time and didn’t really
end until the early 1990s. Businesses could see that the market value of their properties was ris-
ing. At the same time, they were being instructed (by the accounting standard) to charge their
profit and loss account with depreciation that represented a fall in the value of the property over
the period. Not surprisingly, this didn’t seem to make any sense. To address this, IAS 16 allows
non-current assets to be revalued at fair value (which is determined from market-based evidence)
for land and buildings or market value (= open market value, i.e. the amount for which it could
currently be sold) for plant and equipment. Depreciation is then calculated on the basis of the
new value.

Provision for depreciation as an allocation of cost

Depreciation in total over the life of a non-current asset can be calculated quite simply as cost
less the amount receivable when the non-current asset is put out of use by the business. This
amount receivable is normally referred to as the residual value (or ‘scrap value’) of an asset.
IAS 16 states that residual value should be based on prices current at the date of the statement of
financial position, not at the date of original purchase. If the item is bought and sold for a lower
amount within the same accounting period, then the difference in value is charged as depreci-
ation in arriving at that period’s net profit.

The difficulties start when the asset is used for more than one accounting period: an attempt
has to be made to charge each period with an appropriate amount of depreciation.

Although depreciation provisions are intended to allocate the cost of a non-current asset to
each accounting period in which it is in use, it does not follow that there is any truly accurate
method of performing this task. All that can be said is that the cost should be allocated over the
life of the non-current asset in such a way as to charge it as equitably as possible to the periods in
which it is used. The difficulties involved are considerable and include:

1 Apart from a few assets, such as leases, how accurately can a business assess an asset’s useful
life? Even a lease may be put out of use if the leased asset has become inadequate or inappro-
priate (e.g. after a change in the product being sold or unexpected growth in the size of the
business).

2 How is ‘use’ measured? A car owned by a business for two years may have been driven one
year by a very careful driver and another year by a reckless driver. The standard of driving
will affect the condition of the car and also the amount of cash receivable on its disposal.
How should a business apportion the car’s depreciation costs?

3 There are other expenses besides depreciation, such as repairs and maintenance of the non-
current asset. As both of these affect the rate and amount of depreciation, should they not
also affect the depreciation provision calculations?

4 How can a business possibly know the amount receivable in x years’ time when an asset is put
out of use?

These are only some of the difficulties. Accounting has developed some methods that can be
used to calculate depreciation. However, you will see that none of them really manages to
address all these issues. Nevertheless, just as with doubtful debts, making some allowance for
depreciation is better than making none at all.
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@ Non-current assets held for sale

When non-current assets are reclassified as being held for sale, they must not be depreciated.

@ Methods of calculating depreciation charges

The two main methods in use are the straight line method and the reducing balance method.
Other methods may be used in certain cases, and some are discussed briefly in Section 26.12.
Most accountants think that the straight line method is the one that is generally most suitable.

Straight line method

.....................................

In this method, the number of years of use is estimated. The cost is then divided by the number
of years. This gives the depreciation charge for each year.

For instance, if a van was bought for £22,000 and we thought we would keep it for four years
and then sell it for £2,000 the depreciation to be charged each year would be:

Cost (£22,000) — Estimated disposal value (£2,000)  £20,000
Number of expected years of use (4) 4

=£5,000 depreciation each year for four years.

On the other hand, if we thought that after four years the van would have no disposal value, the
charge for depreciation would be:

Cost (£22,000) ~ £22,000
Number of expected years of use (4) 4

=£5,500 depreciation each year for four years.

Reducing balance method

In this method, a fixed percentage for depreciation is deducted from the cost in the first year.
In the second and later years the same percentage is taken of the reduced balance (i.e. cost less
depreciation already charged). This method is also known as the diminishing balance method or
the diminishing debit balance method.

If a machine is bought for £10,000 and depreciation is to be charged at 20 per cent, the cal-
culations for the first three years would be as follows:

£
Cost 10,000
First year: depreciation (20%) (2,000)
8,000
Second year: depreciation (20% of £8,000) (1,600)
6,400
Third year: depreciation (20% of £6,400) (1,280)
Cost not yet apportioned, end of Year 3 5,120

The basic formula used to find the percentage to apply with this method is:
r=1- E
Ve
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where 7= the number of years
s =the net residual value (this must be a significant amount or the answers will be
absurd, since the depreciation rate would amount to nearly one)
¢ =the cost of the asset
r = the rate of depreciation to be applied.

Using as an example the figures

n=4years
s =residual value £256
¢ = cost £10,000

the calculations would appear as:
4

1- _256 :1—120.6or60percent
\ £10,000 10

The depreciation calculation applied to each of the four years of use would be:

£
Cost 10,000
Year 1: Depreciation provision 60% of £10,000 (6,000)
Cost not yet apportioned, end of Year 1 4,000
Year 2: Depreciation provision 60% of £4,000 (2,400)
Cost not yet apportioned, end of Year 2 1,600
Year 3: Depreciation provision 60% of £1,600 (960)
Cost not yet apportioned, end of Year 3 640
Year 4: Depreciation provision 60% of £640 (384)
Cost not yet apportioned, end of Year 4 256

In this case, the percentage to be applied worked out conveniently to an easy to calculate figure
of 60 per cent. However, the answer will often come out to several decimal places, e.g.
59.846512. When it does, normal practice is to take the nearest whole figure as a percentage to
be applied. However, nowadays, this calculation is usually performed using a spreadsheet.
Doing so means you don’t need to worry any more about the difficulties of performing cal-
culations using numbers with lots of decimal places. You simply build the formula into the
calculation and don’t need to worry about how many decimal places the depreciation rate may
have. The spreadsheet will then produce the depreciation amount for each year.

What do you think you do when the amount of depreciation to be charged in a
period is not a whole number?

The depreciation rate percentage to be applied under this method, assuming a significant
amount for residual value, is usually between two and three times greater than under the straight
line method.

The advocates of the reducing balance method usually argue that it helps to even out the total
amount charged as expenses for the use of the asset each year. Provisions for depreciation are
not the only costs charged. There are also the running costs. The repairs and maintenance
element of running costs usually increases with age. Therefore, in order to equate total usage
costs for each year of use, the depreciation provisions should fall over time, while the repairs and
maintenance element increases. However, as can be seen from the figures in the example already
given, the repairs and maintenance element would have to be comparatively large after the first
year to bring about an equal total charge for each year of use.
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To summarise, the people who favour this method say that:

In the early years In the later years
A hlghc_er Fharge for will tend to A Iowe.r charge for
depreciation depreciation
be close to
- the sum of +
A lower charge for A higher charge for
repairs and upkeep repairs and upkeep

@ Choice of method

306

The purpose of depreciation is to spread the total cost of a non-current asset over the periods in
which it is to be used. The method chosen should be that which allocates cost to each period in
accordance with the proportion of the overall economic benefit from using the non-current asset
that was expended during that period.

If, therefore, the main value is to be obtained from the asset in its earliest years, it may be
appropriate to use the reducing balance method, which charges more in the early years. If, on the
other hand, the benefits are to be gained evenly over the years, then the straight line method
would be more appropriate.

The repairs and maintenance factor also has to be taken into account. One argument support-
ing this was mentioned in the last section.

Exhibit 26.1 gives a comparison of the calculations using the two methods.

Exhibit 26.1

A business has just bought a machine for £8,000. It will be kept in use for four years, when it
will be disposed of for an estimated amount of £500. The accountant has asked you to prepare a
comparison of the amounts charged as depreciation using both methods.

For the straight line method, a figure of (£8,000 — £500) + 4 = £7,500 + 4 = £1,875 per annum is
to be used. For the reducing balance method, a percentage figure of 50 per cent will be used.

Method 1 Method 2
Straight Line Reducing Balance
£ £
Cost 8,000 8,000
Depreciation: year 1 (1,875) (50% of £8,000) (4,000)
6,125 4,000
Depreciation: year 2 (1,875) (50% of £4,000) (2,000)
4,250 2,000
Depreciation: year 3 (1,875) (50% of £2,000) (1,000)
2,375 1,000
Depreciation: year 4 (1,875) (50% of £1,000) _(500)
Disposal value _ 500 500

This example illustrates the fact that using the reducing balance method has a much higher
charge for depreciation in the early years, and lower charges in the later years.
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@ Depreciation provisions and assets bought or sold

There are two main methods of calculating depreciation provisions for assets bought or sold
during an accounting period.

1 Ignore the dates during the accounting period that the assets were bought or sold, and simply
calculate a full period’s depreciation on the assets in use at the end of the period. Thus, assets
sold during the accounting period will have had no provision for depreciation made for that
last period irrespective of how many months they were in use. Conversely, assets bought
during the period will have a full period of depreciation provision calculated even though they
may not have been owned throughout the whole of the period.

2 Provide for depreciation on the basis of ‘one month’s ownership = one month’s provision for
depreciation’. Fractions of months are usually ignored. This is obviously a more precise
method than Method 1.

The first method is the one normally used in practice. However, for examination purposes,
where the dates on which assets are bought and sold are shown, you should use Method 2. If no
such dates are given then, obviously, Method 1 is the one to use, but you should indicate that you
are assuming this is the method to be adopted.

@ Other methods of calculating depreciation

There are many more methods of calculating depreciation, some of which are used in particular
industries, such as the hotel and catering industry. We’ll now look briefly at five of these other
methods so that you are aware of how and why they may be used.

There is no information easily available to show how many organisations are using each
method. It is possible to devise one’s own special method. If it brings about an equitable charge
for depreciation for the organisation, then the method will be suitable.

The revaluation method

When there are a few expensive non-current assets, it is not difficult to draw up the necessary
accounts for depreciation. For each item we:

(a) Find its cost.
(b) Estimate its years of use to the business.
(c) Calculate and provide depreciation.
(d) Make the adjustments when the asset is disposed of.
(e) Calculate profit or loss on disposal.
This is worth doing for expensive items. There are, however, many examples of non-current
assets for which the calculation would not be worth doing and, in fact, may be impossible. Some
businesses will have many low-cost non-current assets. Garages or engineering works will have a
lot of spanners, screwdrivers and other small tools; brewers will have crates; laboratories will
have many small, low-cost glass instruments.

It would be impossible to follow procedures (a) to (e) above for every screwdriver or crate.
Instead the revaluation method is used.

The method is not difficult to use. An example is shown in Exhibit 26.2:
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Exhibit 26.2
A business has a lot of steel containers. These are not sold but are used by the business.

£
On 1 January 2009 the containers were valued at 3,500
During the year to 31 December containers were purchased costing 1,300
On 31 December 2009 the containers were valued at 3,800
The depreciation is calculated:

f
Value at start of period 3,500
Add Cost of items bought during period 1,300

4,800

Less Value at close of period (3,800)
Depreciation for year to 31 December 2009 1,000

The depreciation figure of £1,000 will be charged as an expense. Using this approach, we can look
at Exhibit 26.3, where depreciation is entered in the books for the first three years of a new business.

Exhibit 26.3
The business starts in business on 1 January 2009.
f
In its first year it buys crates costing 800
Their estimated value at 31 December 2009 540
Crates bought in the year ended 31 December 2010 320
Estimated value of all crates in hand on 31 December 2010 530
Crates bought in the year ended 31 December 2011 590
Estimated value of all crates in hand on 31 December 2011 700
Crates

2009 £ 2009 £
Dec 31 Cash (during the year) 800 Dec 31 Profit and loss 260

_ 31 Inventory c/d 540

800 800
2010 2010
Jan 1 Inventory b/d 540 Dec 31 Profit and loss 330
Dec 31 Cash (during the year) 320 31 Inventory c/d 530

860 860
2011 2011
Jan 1 Inventory b/d 530 Dec 31 Profit and loss 420
Dec 31 Cash (during the year) _590 31 Inventory c/d 700

1,120 1,120
2012
Jan 1 Inventory b/d 700
Profit and Loss for the year ended 31 December
f

2009
Dec31  Use of crates 260
2010
Dec31  Use of crates 330
2011
Dec 31 Use of crates 420

The balance of the crates account at the end of each year is shown as a non-current asset in the
statement of financial position.
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Sometimes the business may make its own items such as tools or crates. In these instances the
tools account or crates account should be debited with labour costs and material costs.

Revaluation is also used, for instance, by farmers for their cattle. As with other non-current
assets depreciation should be provided for, but during the early life of an animal it will be appre-
ciating in value, only to depreciate later. The task of calculating the cost of an animal becomes
virtually impossible if it has been born on the farm, and reared on the farm by grazing on the
pasture land and being fed on other foodstuffs, some grown on the farm and others bought by
the farmer.

To get over this problem the revaluation method is used. Because of the difficulty of calculat-
ing the cost of the animals, they are valued at the price which they would fetch if sold at market.
This is an exception to the general rule of assets being shown at cost price.

Depletion unit method

With non-current assets such as a quarry from which raw materials are dug out to be sold to the
building industry, a different method is needed: the depletion unit method.

If a quarry was bought for £5,000 and it was expected to contain 1,000 tonnes of saleable mater-
ials, then for each tonne taken out we would depreciate it by £5, since £5,000 + 1,000 = £5.

This can be shown as:

Cost of asset

. — x Number of units taken in period
Expected total contents in units

= Depreciation for that period.

Machine hour method

With a machine the depreciation provision may be based on the number of hours that the
machine was operated during the period compared with the total expected running hours during
the machine’s life with the business. A business which bought a machine costing £2,000 having
an expected running life of 1,000 hours, and no scrap value, could provide for depreciation of the
machine at the rate of £2 for every hour it was operated during a particular accounting period.

Sum of the years’ digits method

This method is popular in the USA but not common in the UK. It provides for higher depreci-
ation to be charged early in the life of an asset with lower depreciation in later years.
Given an asset costing £3,000 which will be in use for five years, the calculations will be:

From purchase the asset will last for 5 years
From the second year the asset will last for 4 years
From the third year the asset will last for 3 years
From the fourth year the asset will last for 2 years
From the fifth year the asset will last for 1 year
Sum of these digits 15
f

1st year 5/15 of £3,000 is charged = 1,000
2nd year 4/15 of £3,000 is charged = 800
3rd year 3/15 of £3,000 is charged = 600
4th year 2/15 of £3,000 is charged = 400
5th year 1/15 of £3,000 is charged = 200

3,000
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Units of output method

This method establishes the total expected units of output expected from the asset. Depreciation,
based on cost less salvage value, is then calculated for the period by taking that period’s units of
output as a proportion of the total expected output over the life of the asset.

An instance of this could be a machine which is expected to be able to produce 10,000 wid-
gets over its useful life. It has cost £6,000 and has an expected salvage value of £1,000. In year 1
a total of 1,500 widgets are produced, and in year 2 the production is 2,500 widgets.

The depreciation per period is calculated:

(Cost — salvage value) x -
total expected production

period’s production J

Year 1:  £5,000 x 1,500

= £750 depreciation

b

2,500

Year2:  £5,000 x = £1,250 depreciation

b

Learning outcomes

You should now have learnt:

1 That depreciation is an expense of the business and has to be charged against
any period during which a non-current asset has been in use.

2 That the main causes of depreciation are: physical deterioration, economic
factors, the time factor and depletion.

3 How to calculate depreciation using the straight line method.
4 How to calculate depreciation using the reducing balance method.

5 How to calculate depreciation on assets bought or sold within an accounting
period.

6 That there are other methods of calculating depreciation in addition to the
straight line and reducing balance methods.

Answers to activities
26.1 Non-current assets are those assets of material value which are:

of long life; and
to be used in the business; and
not bought with the main purpose of resale.

26.2 Firstly, financial statements must show a true and fair view of the financial performance and posi-
tion of the business. If depreciation was not provided for, both non-current assets and profits
would be stated in the financial statements at inflated amounts. This would only mislead the users
of those financial statements and so depreciation must be charged. Secondly, IAS 16 requires that
non-current assets are depreciated.

26.3 Just as with the depreciation percentage, you round it to the nearest whole number.
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Review questions

26.1 A. Gill purchased a notebook PC for £1,200. It has an estimated life of four years and a
scrap value of £100.

She is not certain whether she should use the straight line or the reducing balance basis for the
purpose of calculating depreciation on the computer.

You are required to calculate the depreciation (to the nearest £) using both methods, showing
clearly the balance remaining in the computer account at the end of each of the four years under
each method. (Assume that 45 per cent per annum is to be used for the reducing balance method.)

26.2 A machine costs £8,000. It will be kept for five years, and then sold for an estimated figure
of £2,400. Show the calculations of the figures for depreciation (to nearest £) for each of the five
years using (a) the straight line method, (b) the reducing balance method, for this method using a
depreciation rate of 20 per cent.

26.3 A car costs £12,000. It will be kept for three years, and then sold for £3,000. Calculate the
depreciation for each year using (a) the reducing balance method, using a depreciation rate of
35 per cent, (b) the straight line method.

26.4A A photocopier costs £23,000. It will be kept for four years, and then traded in for £4,000.
Show the calculations of the figures for depreciation for each year using (a) the straight line
method, (b) the reducing balance method, for this method using a depreciation rate of 35 per cent.

26.5A A printer costs £800. It will be kept for five years and then scrapped. Show your calcula-
tions of the amount of depreciation each year if (a) the reducing balance method at a rate of
60 per cent was used, (b) the straight line method was used.

26.6A A bus is bought for £56,000. It will be used for four years, and then sold back to the sup-
plier for £18,000. Show the depreciation calculations for each year using (a) the reducing balance
method with a rate of 25 per cent, (b) the straight line method.

26.7 A company, which makes up its financial statements annually to 31 December, provides for
depreciation of its machinery at the rate of 15 per cent per annum using the reducing balance method.
On 31 December 2011, the machinery consisted of three items purchased as shown:

£
On 1 January 2009 Machine A Cost 2,000
On 1 September 2010 Machine B Cost 4,000
On 1 May 2011 Machine C Cost 3,000

Required:
Your calculations showing the depreciation provision for the year 2011.

26.8 A motor vehicle which cost £12,000 was bought on credit from Trucks Ltd on 1 January
2009. Financial statements are prepared annually to 31 December and depreciation of vehicles is
provided at 25 per cent per annum under the reducing balance method.

Required:
Prepare the motor vehicle account and the accumulated provision for depreciation on motor
vehicles account for the first two years of the motor vehicle’s working life.

26.9 Ivor Innes has supplied you with the following information:

1 April 2010 31 March 2011
f f
Cash 840 700
Fixtures 7,600 7,600
Balance at bank 5,500 8,320
Inventory 17,800 19,000
Accounts receivable 8,360 4,640
Accounts payable 5,200 8,800
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During the year to 31 March 2011, Ivor withdrew £11,400 from the business for private purposes.
In November 2010, Ivor received a legacy of £18,000 which he paid into the business bank account.
Ivor agrees that £600 should be provided for depreciation of fixtures and £200 for doubtful debts.

Required:
Prepare a statement of financial position as at 31 March 2011 which clearly indicates the net profit
or loss for the year.

26.10A On 10 August 2009 Joblot, a computer software retailer, bought a non-current asset
which cost £100,000. It had an anticipated life of four years and an estimated residual value
of £20,000. Due to unforeseen events in the computer industry, the asset was suddenly sold on
10 March 2012 for £45,000.

The policy of the company is to provide depreciation in full in the year of purchase and none in
the year of sale.

Required:

(a) Calculate the charge for depreciation for each of the years using both the straight line
method and the reducing balance method, showing clearly the net book values as at the end
of each of the years.

(b) Calculate the profit or loss on the disposal of the asset under both of the above methods.

(c) Explain why assets are depreciated and provide an example where it would be more appropri-
ate to use the straight line method and another example where it would be more appropriate
to use the reducing balance method.

(d) Explain what the figures for net book value that are shown in the statement of financial posi-
tion represent.

26.11A Black and Blue Ltd depreciates its forklift trucks using a reducing balance rate of 30 per
cent. Its accounting year end is 30 September. On 30 September 2013, it owned four forklift trucks:

(A) Purchased on 1 January 2010 for £2,400
(B) Purchased on 1 May 2011 for £2,500
(C) Purchased on 1 October 2011 for £3,200
(D) Purchased on 1 April 2013 for £3,600

Required:
Calculate the depreciation provision for the year ending 30 September 2013.

26.12 state which depreciation method will be the most appropriate in the case of each of the
following assets and why. Also, indicate to what extent obsolescence will affect each of the assets.

(@) A delivery van used by a baker.

(b) Afiling cabinet.

() Ashop held on a 20-year lease.

(d) A plastic moulding machine to manufacture a new novelty — plastic fireguards. It is expected
that these will be very popular next Christmas and that sales will continue for a year or two
thereafter but at a very much lower level.

(e) Machine X. This machine is used as a standby when the normal machines are being main-
tained. Occasionally it is used to increase capacity when there is a glut of orders. Machine X is
of an old type and is inefficient compared with new machines. When used on a full-time basis,
the machine should last for approximately four years.

M ‘000”’"’-” lﬂh Need more practice? Instant feedback?

V y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.



Double entry records for
depreciation

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® incorporate depreciation calculations into the accounting records
® record the entries relating to disposal of non-current assets

® make depreciation entries using either a one-stage or a two-stage approach to
recording depreciation

Introduction

eeccccccccce

Now that you know what depreciation is and how it may be calculated, in this chapter
you'll learn how to make the appropriate entries for depreciation in the accounting
books. You'll also learn how to make the appropriate period-end entries in the
financial statements.

@ Recording depreciation

Previously, the charge for depreciation on a non-current asset was recorded in the account for
that fixed asset. This is no longer done.

Why do you think this is no longer done?

Recording depreciation now involves maintaining each non-current asset at its cost in the
ledger account while operating another ledger account where the depreciation to date is
recorded. This account is known as the ‘accumulated provision for depreciation account’, often
shortened to the accumulated depreciation account (or sometimes, confusingly, known as the
‘provision for depreciation account’).

Why do you think it would be confusing to call the accumulated provision for
depreciation account the ‘provision for depreciation account’?

Let’s look at how this is done by first looking at the double entry required and then looking at
how it is used in an example, shown in Exhibit 27.1.
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The depreciation is posted directly into the cumulative provision for depreciation account.
The double entry is:

Debit the profit and loss account

Credit the accumulated provision for depreciation account

Exhibit 27.1

A business has a financial year end of 31 December. A computer is bought for £2,000 on 1 January
2008. It is to be depreciated at the rate of 20 per cent using the reducing balance method. The
records for the first three years are:

Computer
2008 £
Jan 1 Cash 2,000
Accumulated Provision for Depreciation: Computer
2008 £ 2008 £
Dec 31 Balance c/d 400 Dec 31 Profit and loss 400
2009 2009
Dec 31 Balance c/d 720 Jan 1 Balance b/d 400
_ Dec 31 Profit and loss 320
720 720
2010 2010
Dec 31 Balance c/d 976 Jan 1 Balance b/d 720
o Dec 31 Profit and loss 256
976 976
2011
Jan 1 Balance b/d 976
Profit and Loss
2008 f
Dec 31 AccProvn for Depn: Computer 400
2009
Dec 31 AccProvn for Depn: Computer 320
2010
Dec 31 AccProvn for Depn: Computer 256
Income Statement (extracts) for the years ending 31 December
f
2008 Depreciation 400
2009 Depreciation 320
2010 Depreciation 256

Note: In this case, the depreciation for the period being entered in the income statement is being
described as ‘depreciation’ and not by the name of the account it originated from (the accumulated
provision for depreciation account).

What advantages are there in making this exception to the rule by using

‘depreciation’ rather than ‘accumulated provision for depreciation’ in the entry in

the income statement?



Chapter 27 ® Double entry records for depreciation

Now the balance on the Computer Account is shown on the statement of financial position at
the end of each year less the balance on the Accumulated Provision for Depreciation Account.

Statements of Financial Position (extracts)

£ f

As at 31 December 2008
Computer at cost 2,000
Less Accumulated depreciation (400)

1,600
As at 31 December 2009
Computer at cost 2,000
Less Accumulated depreciation (720)

1,280
As at 31 December 2010
Computer at cost 2,000
Less Accumulated depreciation (976)

1,024

The disposal of a non-current asset

Reason for accounting entries

......................................................

Upon the sale of a non-current asset, we will want to remove it from our ledger accounts. This
means that the cost of that asset needs to be taken out of the asset account. In addition, the
accumulated depreciation on the asset which has been sold will have to be taken out of
the accumulated provision. Finally, the profit and loss on sale, if any, will have to be calculated
and posted to the profit and loss account.

When we charge depreciation on a non-current asset we are having to make an informed
guess. We will not often guess correctly. This means that, when we dispose of an asset, the
amount received for it is usually different from our estimate.

List as many things as you can think of in one minute that could cause the
amount charged for depreciation to have been incorrect.

Accounting entries needed

On the sale of a non-current asset, in this example a computer, the following entries are needed:

(A) Transfer the cost price of the asset sold to an assets disposal account (in this case a computer
disposals account):

Debit computer disposals account
Credit computer account

(B) Transfer the depreciation already charged to the assets disposal account:

Debit accumulated provision for depreciation: computer
Credit computer disposals account

(C) For the amount received on disposal:

Debit cash book
Credit computer disposals account
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(D) Transfer the difference (i.e. the amount needed to balance the computer disposals account)
to the profit and loss account.

(i) If the computer disposals account shows a difference on the debit side (i.e. if more has
been credited to the account than has been debited to it), there is a profit on the sale:

Debit computer disposals account
Credit profit and loss account

(ii) If the computer disposals account shows a difference on the credit side, there is a loss
on sale:

Debit profit and loss account
Credit computer disposals account

These entries can be illustrated by looking at those needed if the computer in Exhibit 27.1 was
sold on 2 January 2011. At 31 December 2010, the cost was £2,000 and a total of £976 had
been written off as depreciation leaving a net book value of £2,000 — £976 = £1,024. If the com-
puter is sold in 2011 for more than £1,024 a profit on sale will be made. If, on the other hand,
the computer is sold for less than £1,024 then a loss will be incurred.

Exhibit 27.2 shows the entries needed when the computer has been sold for £1,070 and
a profit of £46 on sale has, therefore, been made. Exhibit 27.3 shows the entries where the com-
puter has been sold for £950, thus incurring a loss on sale of £74. In both cases, the sale is on
2 January 2011 and no depreciation is to be charged for the two days’ ownership in 2011.
(The letters in brackets refer to the accounting double entries, A-D, above.)

Exhibit 27.2 Non-current asset sold at a profit

Computer
2008 f 2011 f
Jan 1 Cash 2,000 Jan 2 Computer disposals (A) 2,000

Accumulated Provision for Depreciation: Computer

2011 £ 2011 £
Jan 2 Computer disposals (B) & Jan 1 Balance b/d 976

Computer Disposals

2011 3 2011 3
Jan 2 Computer (A) 2,000 Jan 2 Accumulated provision
Dec 31 Profit and loss (D) 46 for depreciation (B) 976
2 Cash (©) 1,070
2,046 2,046

Profit and Loss

2011 £
Dec 31 Computer disposals (gain) (D) 46

Income Statement (extract) for the year ending 31 December 2011

f
Gross profit XXX
Add Gain on sale of computer 46
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Exhibit 27.3 Non-current asset sold at a loss

Computer
2008 £ 2011 £
Jan 1 Cash 2,000 Jan 2 Computer disposals (A) 2,000

Accumulated Provision for Depreciation: Computer

2011 f 2011 f
Jan 2 Computer disposals (B) 976 Jan 1 Balance b/d 976

Computer Disposals

2011 £ 2011 £
Jan 2 Computer (A) 2,000 Jan 2 Accumulated provision
for depreciation (B) 976
2 Cash Q) 950
Dec 31 Profit and loss (D) 74
2,000 2,000

Profit and Loss

2011 £
Dec 31 Computer disposal (loss) (D) 74

Income Statement (extract) for the year ending 31 December 2011

f
Gross profit XXX
Less Loss on sale of computer (74)

In many cases, the disposal of an asset will mean that we have sold it. This will not always be
the case. For example, a car may be given up in part payment for a new car. Here the disposal
value is the exchange value. If a new car costing £10,000 was to be paid for with £6,000 in cash
and an allowance of £4,000 for the old car, then the disposal value of the old car is £4,000.

Similarly, a car may have been in an accident and now be worthless. If a payment is received
from an insurance company, the amount of that payment will be the disposal value. If an asset is
scrapped, the disposal value is that received from the sale of the scrap, which may be nil.

Change of depreciation method

It is possible to make a change in the method of calculating depreciation. This should not be
done frequently, and it should only be undertaken after a thorough review. Where a change is
made, if material (see Chapter 10 on materiality), the effect of the change on the figures reported
should be shown as a note to the financial statements in the year of change.

Further examples

................................

So far, the examples have deliberately been kept simple. Only one non-current asset has been
shown in each case. Exhibits 27.4 and 27.5 give examples of more complicated cases.
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Exhibit 27.4

A machine is bought on 1 January 2008 for £1,000 and another one on 1 October 2009 for £1,200.
The first machine is sold on 30 June 2010 for £720. The business’s financial year ends on
31 December. The machinery is to be depreciated at 10 per cent, using the straight line method.
Machinery in existence at the end of each year is to be depreciated for a full year. No depreciation
is to be charged on any machinery disposed of during the year.

Machinery
2008 £ 2008 2
Jan 1 Cash 1,000 Dec 31 Balance c/d 1,000
2009 2009
Jan 1 Balance b/d 1,000 Dec 31 Balance c/d 2,200
Oct 1 Cash 1,200
2,200 2,200
2010 2010
Jan 1 Balance b/d 2,200 Jun 30 Machinery disposals 1,000
Dec 31 Balance c/d 1,200
2,200 2,200
2011
Jan 1 Balance b/d 1,200
Accumulated Provision for Depreciation: Machinery
2008 £ 2008 £
Dec 31 Balance c/d 100 Dec 31 Profit and loss 100
2009 2009
Dec 31 Balance c/d 320 Jan 1 Balance b/d 100
o Dec 31 Profit and loss 220
320 320
2010 2010
Jun 30 Disposals of machinery Jan 1 Balance b/d 320
(2 years x 10% x £1,000) 200 Dec 31 Profit and loss 120
Dec 31 Balance c/d 240 -
440 2]
2011
Jan 1 Balance b/d 240
Machinery Disposals
2010 f 2010 f
Jun 30 Machinery 1,000 Jun 30 Cash 720
30 Accumulated provision
for depreciation 200
Dec 31 Profit and loss 80
7,000 1,000
Profit and Loss (extracts)
2008 f
Dec 31 Acc Provn for Depn: Machinery 100
2009
Dec 31 Acc Provn for Depn: Machinery 220
2010
Dec 31 Acc Provn for Depn: Machinery 120
31 Machinery disposals (loss) 80
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Income Statement (extracts) for the years ending 31 December

f
Gross profit XXX
Less Expenses:
2008 Provision for depreciation: Machinery (100)
2009 Provision for depreciation: Machinery (220)
2010 Provision for depreciation: Machinery (120)
Loss on machinery sold (80)
Statement of Financial Position (extracts) as at 31 December
f f
2008 Machinery at cost 1,000
Less Accumulated depreciation (100)
900
2009 Machinery at cost 2,200
Less Accumulated depreciation (320)
1,880
2010 Machinery at cost 1,200
Less Accumulated depreciation (240)
960

nother example can now be given. This is somewhat more complicated. Firstly, it involves a
Anoth pl be g Th hat plicated. Firstly, it |
greater number of items. Secondly, the depreciation provisions are calculated on a proportionate
basis, i.e. one month’s depreciation for one month’s ownership.

Exhibit 27.5

A business with its financial year end on 31 December buys two vans on 1 January 2004, No. 1
for £8,000 and No. 2 for £5,000. It also buys another van, No. 3, on 1 July 2006 for £9,000 and
another, No. 4, on 1 October 2006 for £7,200. The first two vans are sold, No. 1 for £2,290 on
30 September 2007, and No. 2 for scrap for £50 on 30 June 2008.

Depreciation is on the straight line basis, 20 per cent per annum, ignoring scrap value in this
particular case when calculating depreciation per annum. Shown below are extracts from the
assets account, provision for depreciation account, disposal account, profit and loss account, and
income statements for the years ending 31 December 2004, 2005, 2006, 2007 and 2008, and the
statements of financial position as at those dates.

Vans
2004 £ 2004 £
Jan 1 Cash 13,000 Dec 31 Balance c/d 13,000
2005 2005
Jan 1 Balance b/d 13,000 Dec 31 Balance c/d 13,000
2006 2006 -
Jan 1 Balance b/d 13,000 Dec 31 Balance c/d 29,200
July 1 Cash 9,000
Oct 1 Cash 7,200
29,200 29,200
2007 2007
Jan 1 Balance b/d 29,200 Sept 30 Disposals 8,000
Dec 31 Balance c/d 21,200
29,200 29,200
2008 2008
Jan 1 Balance b/d 21,200 June 30 Disposals 5,000
Dec 31 Balance c/d 16,200
21,200 21,200
2009
Jan 1 Balance b/d 16,200
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Accumulated Provision for Depreciation: Vans

2004 f 2004 f
Dec 31 Balance c/d 2,600 Dec 31 Profit and loss 2,600
2005 2005
Dec 31 Balance c/d 5,200 Jan 1 Balance b/d 2,600
Dec 31 Profit and loss 2,600
5,200 5,200
2006 2006
Dec 31 Balance c/d 9,060 Jan 1 Balance b/d ,200
Dec 31 Profit and loss 3,860
9,060 9,060
2007 2007
Sept 30 Disposals 6,000 Jan 1 Balance b/d 9,060
Dec 31 Balance c/d 8,500 Dec 31 Profit and loss 5,440
14,500 14,500
2008 2008
June 30 Disposals 4,500 Jan 1 Balance b/d 8,500
Dec 31 Balancec/d 7,740 Dec 31 Profit and loss 3,740
12,240 12,240
2009
Jan 1 Balance b/d 7,740
Workings — depreciation provisions £ f
2004 20% of £13,000 2,600
2005 20% of £13,000 2,600
2006 20% of £13,000 x 12 months 2,600
20% of £9,000 x 6 months 900
20% of £7,200 x 3 months 360
3,860
2007 20% of £21,200 x 12 months 4,240
20% of £8,000 x 9 months 1,200
5,440
2008 20% of £16,200 x 12 months 3,240
20% of £5,000 x 6 months 500
3,740
Workings - transfers of depreciation provisions to disposal accounts
Van 1 Bought Jan 1 2004 Cost £8,000
Sold Sept 30 2007
Period of ownership 3% years
Depreciation provisions 3% x 20% x £8,000 = £6,000
Van 2 Bought Jan 12004 Cost £5,000
Sold June 30 2008
Period of ownership 42 years
Depreciation provisions 4%2 x 20% x £5,000 = £4,500
Disposals of Vans
2007 £ 2007 f
Sept 30 Van 8,000 Sept 30 Accumulated provision
Dec 31 Profit and loss 290 for depreciation 6,000
Cash 2,290
8,290 8,290
2008 - 2008 T
Jun 30 Van 5,000 Jun 30 Accumulated provision
for depreciation 4,500
Cash 50
Dec 31 Profitand loss 450
5,000 5,000
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Profit and Loss (extracts)

2004 f f
Dec 31 Acc Provn for Depn: Vans 2,600
2005
Dec 31 AccProvn for Depn: Vans 2,600
2006
Dec 31 Acc Provn for Depn: Vans 3,860
2007 2007
Dec 31 Acc Provn for Depn: Vans 5,440 Dec 31 Disposal of Vans (Gain) 290
2008
Dec 31 AccProvn for Depn: Vans 3,740
Disposal of Vans (loss) 450
Income Statement (extracts) for the years ending 31 December
£ £
Gross profit (each year 2004, 2005, 2006) XXX
Less Expenses:
2004 Provision for depreciation: vans (2,600)
2005 Provision for depreciation: vans (2,600)
2006 Provision for depreciation: vans (3,860)
2007 Gross profit X, XXX
Add Profit on van sold 290
X, XXX
Less Expenses:
Provision for depreciation: vans (5,440)
X, XXX
2008 Gross profit X, XXX
Less Expenses:
Provision for depreciation: vans 3,740
Loss on van sold 450
(4,190)
Statements of Financial Position (extracts) as at 31 December
£ £
2004 Vans at cost 13,000
Less Accumulated depreciation (2,600)
10,400
2005 Vans at cost 13,000
Less Accumulated depreciation (5,200)
7,800
2006 Vans at cost 29,200
Less Accumulated depreciation (9,060)
20,140
2007 Vans at cost 21,200
Less Accumulated depreciation (8,500)
12,700
2008 Vans at cost 16,200
Less Accumulated depreciation (7,740)
8,460
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Making a provision for depreciation does not mean that money is invested somewhere to finance
the replacement of the asset when it is put out of use. It is simply a bookkeeping entry, and the
end result is that lower net profits are shown because the provisions have been charged to profit
and loss.

It is not surprising to find that many people - especially students - who have not studied
accounting misunderstand the situation. They often think that a provision is the same as money
kept somewhere with which to replace the asset eventually. Never make that mistake. It may cost
you a lot of marks in an exam!

A cautious owner may take out less drawings if the net profit is lower, but that is no justifica-
tion for arguing that depreciation results in funds being available to replace the asset later!

Another approach

In this chapter, you’ve learnt how to perform the double entries necessary to record the periodic
charge for depreciation. The approach you learnt about is known as the ‘one-stage approach’. It
was based upon the use of one double entry, a credit to the accumulated provision for depreci-
ation account and a debit to the profit and loss account.

There is another approach which is widely used in practice. It involves using a ‘provision for
depreciation account’, often shortened to ‘depreciation account’, as well as the ‘accumulated
provision for depreciation account’. At the end of the period, you calculate the depreciation for
the period and make the following double entries:

1 Debit the depreciation account

Credit the accumulated provision for depreciation account
2 Debit the profit and loss account

Credit the depreciation account

Compare this two-stage approach to the one-stage approach you learnt earlier:

Debit the profit and loss account
Credit the accumulated provision for depreciation account

Note how the double entry you learnt earlier combines the two entries used in the two-stage
approach by cancelling out the debit and credit to the depreciation account. This makes it much
simpler to record the entries required, but adopting the two-stage approach has the advantage
that it actually shows what has happened rather than compressing the two double entries that
theory says should be used into one.

However, some accountants still prefer to keep recording the entries as simple as possible and
so use only the ‘accumulated provision for depreciation account’ (i.e. the ‘one-stage approach’).

Nevertheless, you need to be aware of and able to use the two-stage approach described
above, just in case you should be asked to do so by an examiner. If you are not asked for two
accounts (a depreciation account plus an accumulated provision for depreciation account) you
should assume that the one-stage approach is the one you are expected to use.

Note: As in Review Questions 27.7A, 27.8 and 27.9A, examiners sometimes ask for a ‘depreciation’
account to be shown in an answer and they do not mention an ‘accumulated provision for depreci-
ation’ account. When this happens, it is usually the ‘accumulated provision for depreciation’
account they are looking for. That is, they expect the balance on it to be carried forward to the
next period, as in the case of the one-stage method. It is the one-stage method they want you to
use but they have given the account the ‘wrong’ name. Use the name they used (‘depreciation’)
but treat it as if it were an ‘accumulated provision for depreciation’ account. When examiners
want you to prepare both a ‘depreciation’ account and an ‘accumulated provision for depreci-
ation’ account, it will be obvious from the wording of the question.
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@ Finally

This chapter has covered all the principles involved. Obviously examiners can present their ques-
tions in their own way. In fact, in order to better test your understanding, examiners do tend to
vary the way questions involving depreciation are presented. Practise all the questions in this
book, including those in the exhibits, and compare them with the answers shown in full. Doing so
will demonstrate the truth of this statement and prepare you better for your examination when
you can be virtually guaranteed that you will need to be able to calculate and make appropriate
entries for depreciation.

Learning outcomes

eecccccccccccce

You should now have learnt:

1 That the method of showing depreciation in the asset account is now used only
by some small organisations, and should be avoided.

2 That non-current asset accounts should show only the cost. Depreciation is
credited to an accumulated provision for depreciation account.

3 That when we sell a non-current asset, we must transfer both the cost and the
accumulated depreciation to a separate disposal account.

4 That it is very rare for the depreciation provided to have been accurate.

5 That a profit on the disposal of a non-current asset is transferred to the credit
of the profit and loss account.

6 That a loss on the disposal of a non-current asset is transferred to the debit of
the profit and loss account.

7 That there are two approaches which may be adopted when entering
depreciation into the accounting books.

8 That the approach you have learnt does so in one double entry and uses one
ledger account for the accumulated provision for depreciation.

9 That the other, ‘two-stage’, approach uses two journal entries and two ledger
accounts, one for the depreciation expense and the other to record the
accumulated provision for depreciation.

10 That there are a number of alternatives for the names of the depreciation
accounts involved under these two approaches.

11 That the name ‘provision for depreciation’ is often used in place of ‘accumulated
provision for depreciation’ in the statement of financial position account that
shows the depreciation accumulated to date.

Answers to activities

27.1 It has the effect of reducing the balance shown in the ledger for the non-current asset so that,
over time, it may be very much less than the original cost. This makes it difficult to identify the
original cost of non-current assets and means that, in the statement of financial position, the only
information that can be given is the value to which each non-current asset has been written down.
Anyone looking at this information will have no way of assessing whether a non-current asset was
originally very expensive (which may be relevant, for example, if it is a building) and so cannot
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arrive at a realistic view of what the non-current assets really comprise. Nor, especially in the case
of smaller businesses, is it immediately obvious how long a non-current asset is likely to continue
to be used or, in fact, whether there is actually an asset in current use — if the value has been
written down to zero, it wouldn’t have a balance, may have been written out of the ledger, and
certainly wouldn’t be included in the statement of financial position.

27.2 Use of the term ‘provision for depreciation account’ can be very confusing as the name of the
account used to record provisions for doubtful debts is the ‘allowance for doubtful debts account’
and, as you know, that account is closed off at the end of the accounting period and the balance
transferred to the debit side of the profit and loss account. In contrast, the balance on the ‘accu-
mulated provision for depreciation account’ is shown in the statement of financial position at the
year end and carried forward to the next accounting period. The two treatments could hardly be
more different. It is, therefore, asking for mistakes to be made if you use the same stem, ‘provision
for ..., for them both. It must be said, however, that many people do, including some examiners.
So, you need to be aware that when you see an account called the ‘provision for depreciation
account’, it is referring to the account we shall call in this book the ‘accumulated provision for
depreciation account’. To help you get used to this, some of the multiple choice questions and
review questions at the end of this chapter use the term ‘provision for depreciation account'.

27.3 Doing so makes it clear that just one period’s depreciation is involved and not the entire accu-
mulated depreciation to date.

27.4 We cannot be absolutely certain how long we will keep the asset in use, nor can we be certain
how much the asset will be sold for when we dispose of it, or even that it will be possible to sell it
at that time. We may also have chosen the wrong depreciation method causing the net book
value of the asset (i.e. cost less accumulated depreciation) to have been reduced too quickly (reduc-
ing balance) or too slowly (straight line) in the event that it is disposed of earlier than expected.

Multiple choice questions: Set 3
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Now attempt Set 3 of multiple choice questions. (Answers to all the multiple choice questions are
given in Appendix 2 at the end of this book.)

Each of these multiple choice questions has four suggested answers, (A), (B), (C) and (D). You
should read each question and then decide which choice is best, either (A) or (B) or (C) or (D).
Write down your answers on a separate piece of paper. You will then be able to redo the set of
questions later without having to try to ignore your answers.

MC41 A cash discount is best described as a reduction in the sum to be paid

(A) If payment is made within a previously agreed period
(B) If payment is made by cash, not cheque

(O) If payment is made either by cash or cheque

(D) If purchases are made for cash, not on credit

MC42 Discounts received are

(A) Deducted when we receive cash

(B) Given by us when we sell goods on credit
(C) Deducted by us when we pay our accounts
(D) None of these

MC43 The total of the ‘Discounts Allowed’ column in the Cash Book is posted to

(A) The debit of the Discounts Allowed account

(B) The debit of the Discounts Received account
(©) The credit of the Discounts Allowed account
(D) The credit of the Discounts Received account
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MC44 sales invoices are first entered in

(A) The Cash Book

(B) The Purchases Journal
(C) The Sales Account

(D) The Sales Journal

MC45 The total of the Sales Journal is entered on

(A) The credit side of the Sales Account in the General Ledger
(B) The credit side of the General Account in the Sales Ledger
(C) The debit side of the Sales Account in the General Ledger
(D) The debit side of the Sales Day Book

Double entry records for depreciation

MC46 Given a purchases invoice showing five items of £80 each, less trade discount of 25 per
cent and cash discount of 5 per cent, if paid within the credit period, your cheque would be made

out for

(A) £285
(B) £280
(C) £260
(D) None of these

MC47 An alternative name for a Sales Journal is

(A) Sales Invoice
(B) Sales Day Book
(C) Daily Sales

(D) Sales Ledger

MC48 Entered in the Purchases Journal are

(A) Payments to suppliers
(B) Trade discounts

(C) Purchases invoices
(D) Discounts received

MC49 The total of the Purchases Journal is transferred to the

(A) Credit side of the Purchases Account
(B) Debit side of the Purchases Day Book
(C) Credit side of the Purchases Book

(D) Debit side of the Purchases Account

MC50 Credit notes issued by us will be entered in our

(A) Sales Account

(B) Returns Inwards Account
(C) Returns Inwards Journal
(D) Returns Outwards Journal

MC51 The total of the Returns Outwards Journal is transferred to

(A) The credit side of the Returns Outwards Account
(B) The debit side of the Returns Outwards Account
(C) The credit side of the Returns Outwards Book
(D) The debit side of the Purchases Returns Book
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MC52 we originally sold 25 items at £12 each, less 33 per cent trade discount. Our customer
now returns 4 of them to us. What is the amount of credit note to be issued?

(A) £48
(B) £36
(© £30
(D) £32

MC53 Depreciation is

(A) The amount spent to buy a non-current asset

(B) The salvage value of a non-current asset

(C) The part of the cost of the non-current asset consumed during its period of use by the firm
(D) The amount of money spent replacing non-current assets

MC54 A firm bought a machine for £3,200. It is to be depreciated at a rate of 25 per cent using
the reducing balance method. What would be the remaining book value after two years?

(A) £1,600
(B) £2,400
(©) £1,800

(D) Some other figure

MC55 A firm bought a machine for £16,000. It is expected to be used for five years then sold for
£1,000. What is the annual amount of depreciation if the straight line method is used?

(A) £3,200
(B) £3,100
(©) £3,750
(D) £3,000

MC56 At the date of the statement of financial position the balance on the Accumulated
Provision for Depreciation Account is

(A) Transferred to the Depreciation account

(B) Transferred to Profit and Loss

(C) Simply deducted from the asset in the Statement of Financial Position
(D) Transferred to the Asset account

MC57 In the trial balance the balance on the Provision for Depreciation Account is

(A) Shown as a credit item

(B) Not shown, as it is part of depreciation

(©) Shown as a debit item

(D) Sometimes shown as a credit, sometimes as a debit

MC58 If an accumulated provision for depreciation account is in use then the entries for the
year’s depreciation would be

(A) Credit Provision for Depreciation Account, debit Profit and Loss Account
(B) Debit Asset Account, credit Profit and Loss Account

(C) Credit Asset Account, debit Provision for Depreciation Account

(D) Credit Profit and Loss Account, debit Provision for Depreciation Account

MC59 When the financial statements are prepared, the Bad Debts Account is closed by a transfer
to the

(A) Statement of Financial Position
(B) Profit and Loss Account
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(©) Trading Account
(D) Allowance for Doubtful Debts Account

MC60 An Allowance for Doubtful Debts is created

(A) When debtors become bankrupt

(B) When debtors cease to be in business
(C) To provide for possible bad debts

(D) To write-off bad debts

Review questions

27.1 A company starts in business on 1 January 2011. You are to write up the vans account and
the provision for depreciation account for the year ended 31 December 2011 from the information
given below. Depreciation is at the rate of 25 per cent per annum, using the basis that one com-
plete month’s ownership needs one month’s depreciation.

2011 Bought two vans for £8,000 each on 1 January

Bought one van for £9,000 on 1 September
27.2 A company starts in business on 1 January 2010, the financial year end being 31 December.
You are to show:

(@) The equipment account.
(b) The provision for depreciation account.
(c) The statement of financial position extracts for each of the years 2010, 2011, 2012, 2013.

The equipment bought was:

2010 1January 1 machine costing £800

2011 1 July 2 machines costing £1,200 each
1 October 1 machine costing £600
2012 1 April 1 machine costing £1,400

Depreciation is over 10 years, using the straight line method, machines being depreciated for the
proportion of the year that they are owned.

27.3A A company maintains its non-current assets at cost. A provision for depreciation account is
used for each type of asset. Machinery is to be depreciated at the rate of 15 per cent per annum,
and fixtures at the rate of 5 per cent per annum, using the reducing balance method. Depreciation
is to be calculated on assets in existence at the end of each year, giving a full year’'s depreciation
even though the asset was bought part of the way through the year. The following transactions in
assets have taken place:

2012 1 January Bought machinery £2,800, fixtures £290
1 July Bought fixtures £620

2013 1 October Bought machinery £3,500
1 December Bought fixtures £130

The financial year end of the business is 31 December.

You are to show:

(@) The machinery account.

(b) The fixtures account.

(c) The two separate provision for depreciation accounts.

(d) The non-current assets section of the statement of financial position at the end of each year,
for the years ended 31 December 2012 and 2013.
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27.4 A company depreciates its plant at the rate of 25 per cent per annum, straight line method,
for each month of ownership. From the following details draw up the plant account and the provi-
sion for depreciation account for each of the years 2010, 2011, 2012 and 2013.

2010 Bought plant costing £2,600 on 1 January.
Bought plant costing £2,100 on 1 October.

2012 Bought plant costing £2,800 on 1 September.

2013 Sold plant which had been bought for £2,600 on 1 January 2010 for the sum of £810 on
31 August 2013.

You are also required to draw up the plant disposal account and the extracts from the statement
of financial position as at the end of each year.

27.5 A company maintains its non-current assets at cost. Depreciation provision accounts for
each asset are kept.

At 31 December 2011 the position was as follows:

Total cost to date Total depreciation to date

f 3
Machinery 94,500 28,350
Office furniture 3,200 1,280

The following additions were made during the financial year ended 31 December 2012:
Machinery £16,000, office furniture £460.
A machine bought in 2008 for £1,600 was sold for £360 during the year.
The rates of depreciation are:
Machinery 20 per cent, office furniture 10 per cent, using the straight line basis, calculated on
the assets in existence at the end of each financial year irrespective of the date of purchase.

You are required to show the asset and depreciation accounts for the year ended 31 December
2012 and the statement of financial position entries at that date.

27.6 A vehicle bought on 1 January 2013 cost £16,000. Its useful economic life is estimated at
four years and its trade-in value at that point is estimated as being £4,000.

During 2015 a review of the vehicle’s probable useful economic life suggested that it should be
retained until 1 January 2018 and its residual value should be £2,500.

Required:

What is the amount of straight line depreciation charged in the income statement in the year end-
ing 31 December 2015 and the amount included in the statement of financial position for accumu-
lated depreciation at that date?

27.7A

(@) What is the meaning of depreciation?

(b) Give three reasons why depreciation may occur.

() Name two methods of depreciation.

(d) In what way do you think the concept of consistency applies to depreciation?

(e) ‘Since the calculation of depreciation is based on estimates, not facts, why bother to make the
calculation?’
Explain briefly why you think that the calculation of depreciation is based on estimates.

(f) If depreciation was omitted, what effects would this have on the final accounts?

(g) ‘Some assets increase (appreciate) in value, but normal accounting procedure would be to
ignore any such appreciation.’
Explain why bringing appreciation into account would go against the prudence concept.

(h) A business whose financial year ends at 31 December purchased on 1 January 2012 a machine
for £5,000. The machine was to be depreciated by ten equal instalments. On 4 January 2014
the machine was sold for £3,760.
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Ignoring any depreciation in the year of sale, show the relevant entries for each of the follow-
ing accounts for the years ended 31 December 2012, 2013 and 2014:

()  Machinery

(ii) Provision for depreciation of machinery?uthers'Nete1

(iii) Machinery disposals

(iv) Profit and loss

(v) Extracts from the income statement Authors' Note 2

(Northern Examinations and Assessment Board: GCSE)
Authors’ Note 1: this is the accumulated provision for depreciation of machinery account.
Authors’ Note 2: part (v) was not included in the original question.

27.8

(a) Identify the four factors which cause non-current assets to depreciate.
(b) Which one of these factors is the most important for each of the following assets?
(i) agold mine;
(i) avan;
(iii) a 50-year lease on a building;
(iv) land;
(v) a ship used to ferry passengers and vehicles across a river following the building of a
bridge across the river;
(vi) a franchise to market a new computer software package in a certain country.

(c) The financial year of Ochre Ltd will end on 31 December 2009. At 1 January 2009 the company
had in use equipment with a total accumulated cost of £135,620 which had been depreciated
by a total of £81,374. During the year ended 31 December 2009 Ochre Ltd purchased new
equipment costing £47,800 and sold off equipment which had originally cost £36,000, and
which had been depreciated by £28,224, for £5,700. No further purchases or sales of equip-
ment are planned for December. The policy of the company is to depreciate equipment at
40% using the diminishing balance method. A full year’s depreciation is provided for on all
equipment in use by the company at the end of each year.

Required:

Show the following ledger accounts for the year ended 31 December 2009:
(i) the Equipment Account;

(i) the Provision for Depreciation on Equipment Account;Authors' Note

(iii) the Assets Disposals Account.

(Association of Accounting Technicians)
Authors’ Note: this is the accumulated provision for depreciation account.

27.9A Mavron plc owned the following motor vehicles as at 1 April 2012:

Motor Date Cost Estimated Estimated

Vehicle Acquired Residual Value Life (years)
£ £

AAT 101 1 October 2012 8,500 2,500 5

DJH 202 1 April 2013 12,000 2,000 8

Mavron plc’s policy is to provide at the end of each financial year depreciation using the straight
line method applied on a month-by-month basis on all motor vehicles used during the year.

During the financial year ended 31 March 2013 the following occurred:

(/) On 30 June 2012 AAT 101 was traded in and replaced by KGC 303. The trade-in allowance was
£5,000. KGC 303 cost £15,000 and the balance due (after deducting the trade-in allowance)
was paid partly in cash and partly by a loan of £6,000 from Pinot Finance. KGC 303 is expected
to have a residual value of £4,000 after an estimated economic life of five years.

(i) The estimated remaining economic life of DJH 202 was reduced from six years to four years
with no change in the estimated residual value.
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Required:

(a) Show any Journal entries necessary to give effect to the above.

(b) Show the Journal entry necessary to record depreciation on Motor Vehicles for the year ended
31 March 2013.

() Reconstruct the Motor Vehicles Account and the Provision for Depreciation Account for the
year ended 31 March 2013 Authors’ Note

Show the necessary calculations clearly.

(Association of Accounting Technicians)
Authors’ Note: this is the accumulated provision for depreciation account.

27.10 A business buys a non-current asset for £10,000. The business estimates that the asset will
be used for five years. After exactly two and a half years, however, the asset is suddenly sold for
£5,000. The business always provides a full year’s depreciation in the year of purchase and no
depreciation in the year of disposal.

Required:
(a) Write up the relevant accounts (including disposal account but not profit and loss account) for
each of Years 1, 2 and 3:
(i)  Using the straight line depreciation method (assume 20% pa);
(i) Using the reducing balance depreciation method (assume 40% pa).
(b) (i) What is the purpose of depreciation? In what circumstances would each of the two
methods you have used be preferable?
(if) What is the meaning of the net figure for the non-current asset in the statement of
financial position at the end of Year 2?
(c) If the asset was bought at the beginning of Year 1, but was not used at all until Year 2 (and it
is confidently anticipated to last until Year 6), state under each method the appropriate
depreciation charge in Year 1, and briefly justify your answer.

(Association of Chartered Certified Accountants)

27.11A Contractors Ltd was formed on 1 January 2012 and the following purchases and sales of
machinery were made during the first 3 years of operations.

Date Asset Transaction Price

1 January 2012 Machines 1 and 2 purchase £40,000 each
1 October 2012 Machines 3 and 4 purchase £15,200 each
30 June 2014 Machine 3 sale £12,640

1 July 2014 Machine 5 purchase £20,000

Each machine was estimated to last 10 years and to have a residual value of 5 per cent of its cost
price. Depreciation was by equal instalments, and it is company policy to charge depreciation for
every month an asset is owned.

Required:

(@) Calculate
(i) the total depreciation on Machinery for each of the years 2012, 2013 and 2014;
(ii) the profit or loss on the sale of Machine 3 in 2014.

(b) Contractors Ltd depreciates its vehicles by 30 per cent per annum using the diminishing bal-
ance method. What difference would it have made to annual reported profits over the life of
a vehicle if it had decided instead to depreciate this asset by 20 per cent straight line?

(Scottish Qualifications Authority)

27.12 A friend of the family believes that depreciation provides him with a reserve to purchase
new assets. His secretary has blown up his computer, but he knows he has the funds to replace it in
the accumulated depreciation account. You know he is wrong and have grown tired of listening to
him going on about it, but he won't listen to what you have to say. You decide to put him out of
his misery by writing a letter to him about it that he may actually read before he realises that it is
telling him things he does not want to hear.
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Write him a letter, using fictitious names and addresses, which defines depreciation and
explains why his view is incorrect.

27.13A A machine cost £40,000 on 1 January 2012. The reducing balance depreciation method
is used at 25 per cent per annum. Year end is 31 December. During 2014, it was decided that a
straight line method would be more appropriate. At that time, the remaining useful economic life
of the machine was seven years with a residual value of £1,500.

Required:
The accumulated provision for depreciation account for the years 2012 to 2014 inclusive together
with the relevant statement of financial position extract on 31 December in each of those years.

27.14 (a) A machine was bought on credit for £15,000 from the XY Manufacturing Co Ltd, on
1 October 2011. The estimated useful economic life of the machine was seven years and the estimated
scrap value £1,000. The machine account is to be maintained at cost. Financial statements are pre-
pared annually to 30 September and the straight line depreciation method is used on machines.

Required:

(a) Prepare the journal entries and ledger accounts to record the machine and its depreciation for
the first two years of its working life.

(b) Illustrate how the machine would appear in the statement of financial position at
30 September 2013.

(c¢) The machine was sold for £7,500 cash to another manufacturer on 1 October 2014. A new
replacement machine was bought on credit for £18,000 from the XY Manufacturing Co Ltd. It also
has an estimated useful economic life of seven years but its estimated scrap value is £1,200.

Required:

(@) Prepare the machine account, the accumulated provision for depreciation account and the
machine disposal account for the year to 30 September 2015.

(b) Repeat (a) but this time assume that the selling price of the old machine was £12,000.

27.15A Distance Limited owned three lorries at 1 April 2012:

Lorry A: purchased on 21 May 2008 for £31,200
Lorry B: purchased on 20 June 2010 for £19,600
Lorry C: purchased on 1 January 2012 for £48,800

Depreciation is charged annually at 20 per cent on cost on all vehicles in use at the end of the year.
During the year ended 31 March 2013, the following transactions occurred:

(/) 1 June 2012: Lorry B was involved in an accident and considered to be a write-off by the insur-
ance company which paid £10,500 in settlement.

(if) 7 June 2012: Lorry D was purchased for £32,800.

(iii) 21 August 2012: Lorry A was sold for £7,000.

(iv) 30 October 2012: Lorry E was purchased for £39,000.

(v) 6 March 2013: Lorry E was considered not to be suitable for carrying the type of goods
required and was exchanged for lorry F. The value of lorry F was deemed to be £37,600.

Required:
Prepare the ledger T-accounts recording these transactions for the year ending 31 March 2013 and
bring down the balances at 1 April.

27.16 XY Ltd provides for depreciation of its machinery at 20 per cent per annum on cost; it
charges for a full year in the year of purchase but no provision is made in the year of sale/disposal.

Financial statements are prepared annually to 31 December.

2011
January 1 Bought machine ‘A’ £10,000
July 1 Bought machine ‘B’ £6,000.
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2012
March 31 Bought machine ‘C’' £8,000

2013
October 7 Sold machine ‘A’ — proceeds £5,500
November 5 Bought machine ‘D' £12,000

2014

February 4 Sold machine ‘B’ — proceeds £3,000

February 6 Bought machine ‘B’ £9,000

October 11 Exchanged machine ‘D’ for machinery valued at £7,000

Prepare

(@) The machinery account for the period 1 January 2011 to 31 December 2014.

(b) The accumulated provision for depreciation on machinery account, for the period 1 January
2011 to 31 December 2014.

() The disposal of machinery accounts showing the profit/loss on sale for each year.

(d) The statement of financial position extract for machinery at (i) 31 December 2013 and
(ii) 31 December 2014.

27.17A A company maintains its non-current assets at cost. Accumulated provision for depreci-
ation accounts are kept for each asset.
At 31 December 2011 the position was as follows:

Total cost to date Total depreciation to date

£ f
Machinery 52,950 25,670
Office furniture 2,860 1,490

The following transactions were made in the year ended 31 December 2012:

(a) Purchased — machinery £2,480 and office furniture £320
(b) Sold machinery which had cost £2,800 in 2008 for £800

Depreciation is charged, on a straight line basis, at 10 per cent on machinery and at 5 per cent on office
furniture on the basis of assets in use at the end of the year irrespective of the date of purchase.

Required:
Show the asset and accumulated provision for depreciation accounts for the year 31 December
2012 and the relevant statement of financial position entries at that date.

27.18 Alice Burke prepares her financial statements on 31 December each year and maintains a
Plant and Equipment register at cost. She provides depreciation for the full year on non-current
assets which are in use at the end of the year, and none in the year of disposal.

At 31 December 2009 the plant account balance was £180,000 and the balance on the accumu-
lated provision for depreciation account was £70,000. Depreciation was provided on the reducing
balance method at 20 per cent.

Early in 2012, an item of plant which had cost £20,000 on 1 March 2010 was sold for £14,000.

At the end of 2012, it was decided that for that and all succeeding years the straight line
method of calculating depreciation should be used. It was assumed that all the plant would be sold
at the end of 2015 for approximately £30,000.

Required:
Prepare the ledger accounts recording all of the above. You are not required to prepare the profit
and loss account.

27.19A

(a) The following trial balance was extracted from the books of M. Jackson on 30 April 2013.
From it, and the note below it, prepare his income statement for the year ending 30 April
2013, and a statement of financial position as at that date.



Chapter 27 Double entry records for depreciation

Dr Cr
£ £
Sales 18,614
Purchases 11,570
Inventory 1 May 2012 3,776
Carriage outwards 326
Carriage inwards 234
Returns inwards 440
Returns outwards 355
Salaries and wages 2,447
Motor expenses 664
Rent 576
Sundry expenses 1,202
Motor vehicles 3,400
Fixtures and fittings 600
Accounts receivable 4,577
Accounts payable 3,045
Cash at bank 3,876
Cash in hand 120
Drawings 2,050
Capital 13,844
35,858 35,858
Note:

Closing inventory amounted to £4,000. Depreciation is to be charged at rates of 10 per cent
on cost for fixtures and fittings and 25 per cent on cost for motor vehicles. Bad debts of
£800 are to be written off.

(b) Michael has indicated that he thinks that the accounts receivable amounts that have been
written off will be paid eventually. He is also querying why adjustments are made in the
financial statements for bad debts and depreciation. Write a short note to him, making
appropriate references to accounting concepts, outlining why these adjustments are made.

27.20 0On 1 April 2009 a business purchased a machine costing £112,000. The machine can be
used for a total of 20,000 hours over an estimated life of 48 months. At the end of that time the
machine is expected to have a trade-in value of £12,000.

The financial year of the business ends on 31 December each year. It is expected that the
machine will be used for:

4,000 hours during the financial year ending 31 December 2009
5,000 hours during the financial year ending 31 December 2010
5,000 hours during the financial year ending 31 December 2011
5,000 hours during the financial year ending 31 December 2012
1,000 hours during the financial year ending 31 December 2013
Required:
(a) Calculate the annual depreciation charges on the machine on each of the following bases for
each of the financial years ending on 31 December 2009, 2010, 2011, 2012 and 2013:
(/) the straight line method applied on a month for month basis,
(if) the diminishing balance method at 40% per annum applied on a full year basis, and
(iii) the units of output method.
(b) Suppose that during the financial year ended 31 December 2010 the machine was used for
only 1,500 hours before being sold for £80,000 on 30 June.
Assuming that the business has chosen to apply the straight line method on a month for
month basis, show the following accounts for 2010 only:
(/) the Machine account,
(if) the Provision for Depreciation — Machine account, and
(iii) the Assets Disposals account.

(Association of Accounting Technicians)
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27.21A 0On 1 January 2011 a business purchased a laser printer costing £1,800. The printer has
an estimated life of four years after which it will have no residual value.
It is expected that the output from the printer will be:

Year Sheets printed
2011 35,000
2012 45,000
2013 45,000
2014 55,000
180,000

Required:
(a) Calculate the annual depreciation charges for 2011, 2012, 2013 and 2014 on the laser printer
on the following bases:
(i) the straight line basis,
(ii) the diminishing balance method at 60 per cent per annum, and
(iii) the units of output method.

Note: Your workings should be to the nearest £.

(b) Suppose that in 2014 the laser printer were to be sold on 1 July for £200 and that the business
had chosen to depreciate it at 60 per cent per annum using the diminishing balance method
applied on a month for month basis.

Reconstruct the following accounts for 2014 only:
(/) the Laser Printer account,
(i) the Provision for Depreciation — Laser Printer account, and
(iii) the Assets Disposals account.

(Association of Accounting Technicians)

M ‘000”’"’-” lﬂhm Need more practice? Instant feedback?

.v y Visit www.myaccountinglab.com

Featuring unlimited practice questions, a personalised study plan that identifies the areas
where you need to focus for better marks, and interactive material designed to help all
kinds of learners, MyAccountinglLab is a vital tool for maximising your understanding,

confidence, and success. Log in at www.myaccountinglab.com to see why 92 per cent of
students surveyed last year recommend MyAccountingLab.
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Accruals and prepayments and
other adjustments for financial
statements

Learning objectives

eeccccccccce

After you have studied this chapter, you should be able to:
® adjust expense accounts for accruals and prepayments
® adjust revenue accounts for amounts owing

® show accruals, prepayments and revenue accounts receivable in the statement
of financial position

® ascertain the amounts of expense and revenue items to be shown in the income
statement after making adjustments for accruals and prepayments

® make the necessary end-of-period adjustments relating to drawings that have
not yet been entered in the books

® explain what an extended trial balance is and describe what it looks like

® prepare accrual and prepayment entries to the accounts using two different
methods

Introduction

eeccccccccce

In this chapter, you'll continue to learn about adjustments made to the ledger
accounts at the end of a period. You'll learn how to make the appropriate entries in
the accounts for outstanding balances on expense and income accounts and make the
appropriate entries in the income statement and the statement of financial position.

Financial statements so far

The income statements you have looked at so far have taken the sales for a period and deducted
all the expenses for that period, the result being a net profit or a net loss.

Up to this part of the book it has always been assumed that the expenses incurred belong to
the period of the income statement when they took place. If the income statement for the year
endi