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Introduction

The textbook

This book has been written with the needs of students in mind, and I have tried to maximise, as far as is possible, the
achievement of positive learning. Also, the book has been developed based on my many years of experience as both an
examiner and a teacher of the subject to Advanced Level students both in the UK and overseas.

The book has been endorsed by Cambridge International Examinations, listed as an endorsed textbook for students who
study the Cambridge International Examinations syllabus 9706. The text covers the whole of the syllabus, organised and split in
accordance with the examination papers in the syllabus, and follows as far as is possible the order in which topics appear in the
published syllabus. The sections covered by each chapter are listed. Each area of the syllabus is given as a reference point.

Syllabus coverage

The first 31 chapters cover the AS syllabus in its entirety. At the end of the AS Level syllabus chapters there are examination-style
questions. Some of the questions are from past exam papers. Where appropriate the original questions have been modified to
reflect recent changes in accounting terminology and practice. Readers are advised that all topics in the AS section of the syllabus
may also be examined at Advanced Level.

Chapters 32 to 46 deal with topics that may be examined at Advanced Level. The examination-style questions at the end of the
A Level chapters are written to reflect recent changes in accounting exam papers.

Features of the book

Each chapter starts with the relevant syllabus statement. Throughout the chapters there are Examples and Worked examples, with
answers, to illustrate the introduced concepts. They are followed by a few ‘Now try ..." questions leading students to additional
questions in the CD as well as some self-test questions, which allow students to further explore the concept and test themselves.
Meanwhile, important terms are explained and sometimes tips are given to help students to better understand the related
concepts. Each chapter ends with a summary, which covers all the key points.

How the syllabus points are covered in the 46 chapters

_AS Level content - Paper 1and Paper2 | Ac al A Level content - Paper 3
Syllabus points | Chapters points | Chapters

1.1 Chapters 1 -7 and 14 Chapter 32

1.2 Chapters 6 and 19 Chapter 33

1.3 Chapters 10-12 Chapters 34 and 35
1.4.1 Chapters 9 and 18 - 20 Chapter 36

1.4.2 Chapters 15— 17 and 22 Chapter 37

1.4.3 Chapters 23 and 24 Chapter 38

1.4.4 Chapter 25 and 26 Chapters 39 and 40
1.5 Chapter 27 Chapter 41

2.1 Chapters 20 and 28 Chapter 42

2.2.1 Chapter 28 Chapter 43

2.2.2 Chapter 29 Chapter 44

2.2.3 Chapters 29 and 30 Chapter 45

2.3 Chapter 31 Chapter 46

e
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Introduction

Key concepts
The 9706 syllabus is built around five fundamental concepts that should be applied to all accounting transactions. They are:

A true and fair view
The concept of true and fair view ensures that financial statements accurately and truthfully reflect the transactions of the business.

Duality (double entry)
The method of systematically recording transactions to show the giving and receiving of value.

Consistency
The treatment of similar transactions and items in the same way each year so that the results of business activity can be compared
with previous results.

Business entity

The separation of the ownership of a business from the actual business itself. Only business assets and transactions are recorded
in the business books of account.

Money measurement
The business financial records only deal with transactions that can be measured in monetary terms.

These key concepts will dictate the way that you study accounting. They underpin the work that you will study during your
course. You should find that they provide themes that run through all the accounting topics that you study. The above icons
appear in the text, indicating where each Key concept is covered,

When you are studying a topic, relate one or more of these key concepts to that topic.

The Student’'s CD-ROM

There is a student's CD-ROM accompanying the book to help students further their study in accounting. It includes:

® Additional questions — they are referred to in the book as ‘Now try ..." questions which illustrate more about the concept where
introduced and test if you have grasped the knowledge.

@ Interactive tests — these are different types of questions such as true or false and multiple choice, designed to improve the
understanding of accounting,

® Revision checklist to check if you have understood every syllabus point covered in the chapter.

® Answers to additional questions.

® Materials to help you prepare for the examinations in Accounting,

In accounting, there are certain layouts that you must learn so it is important that you practise questions based on each topic area
on a regular basis. Use each piece of work in the book and the CD to build up a bank of knowledge and skills that you may
be able to apply to subsequent pieces of work. As a subject, accounting is rather like a detective solving a crime; the pieces of
information collected some weeks ago might help to solve today’s problem. Most importantly, you must learn the concepts for each
topic. This is usually easier that you might first think; the difficult part is applying the appropriate knowledge to the questions.
I hope you enjoy exploring in accounting and may you have good performance in your AS/A Level examinations.
Ian Harrison
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AS Level

1 Financial accounting

1 The double-entry system

» Explain and apply the prinaples of
the double-entry system to record
business transactions

<

An income statement is a statement
that calculates the profit that a business
has made for a period of time (usually a
financial year).

¢ O

Like all areas of study, accounting has
its own jargon. Whenever a new word
or term is introduced, an explanation
or definition will be given. Make sure
you read and understand what these
terms mean and how they are used

In accounting.
[

~ ™
By the end of this chapter you should be able to:

e use double-entry book-keeping to record financial transactions

e enter financial transactions into a ledger using debit and credit entries

e understand and explain the purpose of using a ledger

e understand and explain why a ledger is generally divided into three parts.

1.1 Debit and credit entries in the
double-entry system

There are two main ways in which the managers of businesses record their financial

transactions. They use either:

@ a double-entry system of recording transactions
@ a single-entry system of recording transactions.

This chapter looks at the double-entry system, which provides the accountant with
the information needed in order to produce the data required to prepare an income
statement that will show whether or not the business has been profitable. You will
encounter the single-entry system in Chapters 22 and 23.

As the name implies, double-entry book-keeping recognises that there are two
sides or aspects to every business transaction. See, for example, the two sides of each
of the following transactions:

I fill my car with $20 of fuel,

@ I receive the fuel.
@ The filling station attendant puts the fuel into my vehicle,

I buy a pair of soccer boots costing $13.

@ I receive the boots.
#® The sports shop ‘gives’ me the boots.

There are two more aspects to each of these transactions:
When I give the filling station attendant my $20

@ she receives the cash

@ [ ‘give’ the cash.

When I give the shop assistant my $13

@ he receives the cash

@ [ ‘give’ the cash.

This way of recording both sides of any transaction is known as the dual aspect
principle of accounting.




n The double-entry system

q ledger account contains the detailed
record of financial transactions undertaken
by a business. Since all accounts appear

in a ledger (or book), the term is often
Chartened to the single word account.

A ledger is the book where all accounts
are kept.

All financial transactions involving the business are recorded in a format called a
ledger account or simply an account,

You would find each account on a separate page in the ledger. In fact, if a great
many transactions of a similar nature are undertaken, an account may spread over
several pages.

For the sake of convenience this one book (the ledger) is divided into several
smaller books, You can imagine that large businesses like the Toyota Motor
Corporation or McDonalds could not possibly keep all their financial records in
one book.

Initially, to make our task a little simpler, we shall keep all our records together.
When the other books are introduced, you will see that it does make sense to split
the ledger into several different parts.

Do not worry if all this seems a little strange. You will soon be familiar with it but
it does require practice. The key to success in accounting is practice.

An account looks like a “T" shape, like this:

Each account has two sides.
® The left side is known as the debit side.
@ The right side is known as the credit side.

An account
Debit Credit
The debit side of an account is always the The credit side of an account is always the
receiving side or the side that shows gains giving or losing side — the side that shows
in value. value given.
Debit is often abbreviated to Dr. Credit is often abbreviated to Cr.
Dr An account Cr
Receives Gives
or or
Gains Loses

An account in the ledger would be headed thus:

Dr FhdkkEkd account Cr

Note
There should always be a heading; if the account shown is not a personal account,
the heading should include the word ‘account’,

The golden rule of the game of ‘double entry’ is that every time you enter
something on the debit side (left side) of an account you must enter an equivalent
amount on the credit side (right side) of another account.

This is all fairly straightforward, but it does reqgutire practice.



1.1 Debit and credit entries in the double-entry system

Bola owns a business selling meat. During one week the following financial
transactions take place:

1 Bola purchases meat $210 from Scragg, a meat wholesaler, She will pay for the
meat in a couple of weeks' time.

2 Bola's cash sales for the week amount to $742.

% Bola supplies meat to the Grand Hotel $217. They will pay for the meat at the end
of the month.

4 Bola pays the rent for her shop $75.
5 She pays her telephone bill $43.
Required

Enter the transactions in Bola's ledger.

Answer
Purchases are any items that are purchased
with the intention of selling them to 1 Bola receives meat ... and Scragg ‘loses’ the meat ...
customers.
Dr Purchases account Cr Dr Scragg Cr
$ $
Sales are any items that are sold in the
. 210 210
normal course of business to customers.

2 Bola ‘loses’ (sells) some meat ... and she gains cash ...

Dr Sales account Cr Dr Cash account Cr
1 %
742 Fa2

3 Bola ‘loses’ meat ... and the Grand Hotel gains the meat ...

Dr Sales account Cr Dr Grand Hotel Cr
g $
217 217

4 Bola gains the use of her premises ... and she ‘loses’ (pays) cash ...

Dr Rent account Cr Dr Cash account Cr
$ S
75 75

* This is can be a confusing entry because we are used to talking about
‘paying rent’.
* Bola pays money to a landlord for the use of his building.
* Bola receives/gains the use of the premises.
* In cases like this, think of the cash entry first and then put in the second entry.

5 Bola gains the use of her telephone ... and she loses cash ...

Dr Telephone account Cr Dr Cash account Cr
$ $
43 43

* Another confusing entry. Bola receives/gains the use of the telephone.
* Bola gives the telephone company cash for the service they provide to her.



n The double-entry system
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» Now try Question 1.

If you are uncertain about the telephone account ask whether Bola has gained cash
or ‘lost’ cash. You know that Bola has paid cash to the telephone company so the
cash has to be a credit entry (right side); the other entry has to be a debit entry (left
side) according to the rules of double entry.

2% 1.2 Treatment of similar transactions

If there are a number of similar transactions that need to be recorded, we enter them
all in one account.

L A 2 R Rl L I R At A LAt L LR A ERE LY LN RS LLENZS|

» Now try Question 2.

Worked example |
Greta Teer owns and runs a store selling newspapers, magazines and candies. The
following transactions took place over the past few days:
1 Cash sales of newspapers amounted to $68.
2 Cash sales of chocolate and candies amounted to $151.

3 Greta purchased candies, potato chips and soft drinks $135, paying cash to her
wholesaler.

4 She paid $160 cash for local taxes,
5 Greta sold four boxes of potato chips to a local club for cash $30.
Required

Enter the transactions in Greta's ledger.

Answer
Dr Sales account Cr Dr Cash account Cr
$ $ 5
68 68 135
151 151 160
30 30
Dr Purchases account Cr Dr Local taxes account Cr
$ $
135 160
Note

All the transactions involving cash have been entered in one cash account. All the
sales transactions have also been entered in one account.

It should be obvious that as well as keeping money in the business, the owners of
businesses will bank money and will pay many bills by means of cheques. So, as well
as having a cash account in the ledger, the business would also keep a bank account
to record transactions using the business bank account.

Worked example
Sven Drax owns and runs a hotel. He supplies the following information:
1 Sven purchases a deep freeze unit $415, paying by cheque.

2 He purchases for cash $127 fruit and vegetables for the hotel restaurant.
3 Sven purchases petrol $45 for the hotel mini-bus using cash,



Drawings is the term used to describe the
withdrawal of resources (cash or goods)
from the business by the owner for private
use outside the business.

&

1.3 The division of the ledger

4 He pays for a family holiday §1500 paying with a business cheque.,
5 He pays $2178 cash takings into the bank account,

Required
Enter the transactions in the hotel ledger.
Answer
Dr Freezer account Cr Dr Bank account Cr
S $ S
415 2178 415
1500
Dr Purchases account Cr Dr Cash account Cr
S $
127 127
45
Dr Motor expenses account Cr Dr Drawings account Cr
3 S
45 1500
Dr Sales (or takings) account Cr
3
2178
Note

The freezer unit is not purchases — it is capital expenditure. There was not already
an account, so when in doubt open an account. The cheque paid out to the holiday
company is drawings — it is not a business expense.

- \
Self-test questions
1 Every needs a corresponding debit entry.
2 Define the term ‘account’.
3 In which account would goods purchased for resale be entered?
4 Denzil pays the rent on his factory with $300 cash. The entries to record this

transaction are debit rent account $300; credit cash account $300. True/False?
5 Bradley pays the telephone bill $120 cash. The entries to record this transaction
are debit cash account $120; credit telephone account $120. True/False?
Which side of an account is the ‘receiving’ side?
Which side of an account is the ‘giving’ side?

~ &

1.3 The division of the ledger

All accounts are entered in one book called the ledger. Because the number of
accounts could run into many hundreds, it is more convenient to split the ledger into
a number of different books.



n The double-entry system

Credit customers are people (or
businesses) that we sell goods to; they will
pay for their goods at some time in the
future. The goods are sold on credit,

Until credit customers have paid for the
goods that have been purchased, they
are trade debtors. Trade debtors are
collectively known as trade receivables.

Credit suppliers are people (or businesses)
that we purchase goods from; we will settle
the debt that we owe at some future date.
The goods are purchased on credit.

A person or business supplying goods on

credit is known as a trade creditor until

the debt is settled. A number of trade

creditors are collectively known as trade
kpayables.

Personal accounts are accounts that
record transactions with credit customers
and credit suppliers.

Nominal accounts, real accounts and
liability accounts will all be found in the
general ledger.

Nominal accounts record expenses,
profits, losses and gains,

| Real accounts record the acquisition and
disposal of non-current assets like land,
buildings, equipment and vehicles,

' Liability accounts record the acquisition
 and repayment of loans and overdrafts.

 EX 2 AR RL I AR RT L ISR T AR L ARt il Al iRl |

» Now try Question 3.

Can you think of how you might split the ledger to make it more manageable? We
make it more manageable by grouping together similar accounts. We put:

@ credit customers’ accounts together in one ledger
e credit suppliers’ accounts together in one ledger
@ all other accounts in another ledger.

All rransactions involving credit customers will be found in the sales ledger (also
known as the debtors’ ledger).

All transactions with credit suppliers will be found in the purchases ledger (also
known as the creditors’ ledger).

All other transactions will be found in the general ledger. (For those of you
familiar with computerised accounts, the general ledger is often called the nominal
ledger in accounting packages.)

Initially you will make mistakes when asked which accounts would appear in
which ledger; do not worry about this — we have all made similar mistakes in
the past.

The difficult ones are as follows:

@ The sales account, which is not found in the sales ledger, is reserved for the
personal accounts of our credit customers. The sales account would be found in
the general ledger.

@ The purchases account will notf be found in the purchases ledger. It is reserved for
the personal accounts of credit suppliers only, The purchases account would be
found in the general ledger.

We only record credit transactions in the sales ledger and the purchases ledger.
@ If a sale is made for cash it is not entered in the sales ledger.

e If something is purchased for cash it is not entered in the purchases ledger.

These transactions appear in the general ledger.

1 Nadhim purchases goods for resale $73; he pays cash.
2 He sells goods $19 for cash.

Required
List the two entries in Nadhim's ledger for each transaction.
Answer
Debits Credits
Purchases account Cash account
2 Cash account Sales account

When you go to a takeaway food store and you order yvour meal, the proprietor does
not open an account for you; he simply takes your money and gives you your meal.
He debits — cash account (the sale of your meal would be included in his total
cash sales for the day).

He credits — sales account (using the total sales figure for the day).

Remember that each account would be in a different ledger according to the
classification we have discussed.

Each account would be shown on a separate page in the ledger. There is not
enough space in this book to afford such a luxury, We will write the accounts on the
same page.
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» Now try Question 4.

1.3 The division of the ledger

Siobhan Murphy provides the following information for the past few days:

1 Siobhan purchases a non-current asset $1450 from Adil on credit,

2 She sells goods $77 to Fiona, who pays by cheque.

3 She purchases goods for resale $510 from Zainab on credit

4 She purchases goods for resale $65 from Joan for cash.

Required

Enter the transactions in Siobhan’s ledger. (Indicate in which ledger each account
would be found.)

Answer
Dr Non-current assets account (GL) Cr Dr Adil (PL) Cr
$ $
1450 1450
Dr Sales account (GL) & B Bankaccount <
S $
77 77
Dr Purchases account (GL) Cr Dr Zainab (PL) Cr
$ S
510 510
65
Dr Cash account (GL) Cr
$
65
Note

@ Customers’ accounts and suppliers’ accounts appear in the sales ledger (SL)
and in the purchases ledger (PL) respectively — but only if the transactions are
on credit.

@ Accounts that are not personal accounts are found in the general ledger (GL).

@ All debit entries have a corresponding credit entry.

e All credit entries have a corresponding debit entry.

Readers who have bank accounts will have observed that when they receive a bank
statement from the bank, money paid out of the account is entered in the left column
(debit) of the bank statement, while moneys received into the account are entered in
the right column (credit). This causes problems initially.

After what has been said above, this might seem to be the wrong way round. So
who is right? Well, both the bank statement and this book are correct. You need to
remember that the bank statement is written from the point of view of the bank, not
from your point of view,

More details on this are given in Chapter 12.



n The double-entry system
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Self-test questions

8 Every needs a corresponding credit entry.
9 Name the book in which all business transactions are entered.
10 List the three divisions of the ledger.
11 Explain the meaning of the term ‘personal account’.
12 Name two ‘real’ accounts found in the ledger.
13 Name two ‘nominal’ accounts found in the ledger.
14 Name two ‘liability’ accounts found in the ledger.

Chapter summary

e All business financial transactions are recorded in accounts.

e Accounts are recorded in a ledger.

e Non-personal accounts should contain the word "account’ in the heading, for
example ‘Motor expenses account’.

o Personal accounts only have the person’s name or the name of a business in the
heading, for example ‘Patel and Co.’

o All transactions have a dual aspect.

® Every debit entry in an account in the ledger must have a corresponding credit entry,

e Every credit entry in an account in the ledger must have a corresponding debit entry.

» The ledger is divided into three parts because it is easier and more convenient to use
in this form.

» The purchases ledger contains the accounts of suppliers with credit accounts.

» The sales ledger contains the accounts of customers with credit accounts

» The general ledger contains nominal, real and liability accounts.




AS Level

1 Financial accounting

2 The books of prime entry
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By the end of this chapter you should be able to:

e identify the five books of prime entry that deal with credit transactions

® use a cash book as a book of prime entry

e identify the source documents used to make entries in the books

e make entries in the six books to record financial transactions

e post entries from the books of prime entry to the ledgers

e understand the effect that trade discount has on entries in the books of prime entry.

\_ J

* Describe the functions of the
books of prime entry

The books of prime entry are also known as subsidiary books and books of
original entry. There are six books of prime entry and they are:

1 the purchases journal

2 the sales journal

3 the purchases returns journal

4 the sales returns journal

5 the general journal

6 the cash book.

Purchases Sales
journal Journal
The double-entry system
f Sales
Cash book A refurns
. journal

General joumal Purchases
retums
journal

Figure 2.1 The six books of prime entry

All transactions are first entered in a book of prime entry.

Each book of prime entry is made up of a list of similar types of transaction. The items
are listed in the book until it is worthwhile to post the list to the ledger. Some of this may
sound confusing; but when you have seen how the books work, things will become clear.

All transactions must be entered in one of the bocoks of prime entry before they
can be entered in the ledger.

So the cash book is used to get into the ground and it will also play its part in the
game of double entry.



H The books of prime entry

@ The books of prime entry are used as a convenient way of entering transactions
into the double-entry system.

e It is less efficient to make entries into the ledgers as they arise. It is too time
consuming and that means it is generally more costly.

e It is better to collect the entries and categorise them into bundles of similar types
and then to post from these books in bulk.

2.1 Recording credit purchases and sales

2.1.1 The purchases journal

The purchases journal is also known as the purchases day book.

When a purchases invoice is received from a supplier of goods it shows the
goods that have been purchased and the price charged. The details are listed in the
purchases journal.

| The purchases journal is a list of credit purchases made. The source documents
The primary sources of information used to are the purchase invoices received.
make e-ntnres = the book; Of PHme.STY When it is convenient (this could be daily, weekly or monthly depending on the
are called source documents, : 5 ;
i volume of purchases made by the business), the list of purchases is totalled and
the total is posted to the debit side of the purchases account in the general ledger
because the goods have been received.

Each individual supplier's ledger account in the purchases ledger is credited with

the value of goods purchased (showing that the supplier has ‘given’ the goods).

« ©

As long as you remember the left side is

debit and the right side is credit, you can
leave Dr/Cr out when writing the ledger

accounts.

Source
documents
Purchases ledger Purchases journal
- $
Mary Pickup Ltd g Mary PickupLtd ~ 125.70 ¥
125.70 P. Golightly ple 76.40 Book of
Garth & Icks 1261.00 prime entry
P. Golightly plc / George Timms 99.10
5 |
76.40 1562.20
Garth & Icks
3 Y
1261.00 i The system
General ledger
. 2 ; Note: The purchases
George Timms : Pur;hases account journal is nof an
: account; it is used to
99.10 | 1562.20 gain entry into
, | the accounts.

Figure 2.2 The purchases journal
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2.1 Recording credit purchases and sales

2.1.2 The sales journal

The sales journal is also known as the sales day book.

When goods are sold the supplier sends a sales invoice to the customer, The sales
invoice itemises the goods that have been sold and the price of those goods.

A copy of this invoice is retained by the seller.

The copy sales invoice is the source document from which the sales journal is
written.

The copy sales invoices sent to customers are used to prepare a list of the credit
sales made.

When it is convenient (this could be daily, weekly or monthly depending on the
volume of sales made by the business), the list is totalled and the total is posted to
the credit side of the sales account in the general ledger because the goods have
been ‘given’ to the customer.

Each individual customer’s ledger account in the sales ledger is debited with the
value of goods sold to them (indicating that the customer has ‘gained’ the goods).

Source
documents
Sales ledger | Sales journal "
Mgmﬁms X Arthur Bainesplc ~ 547.00 ¥
547.00 Emily Smith Ltd 012.50 Book of
Cratchit & Scratchit 18.27 prime entry
Emily Smith Ltd /
$ ' 47177
912,50 ik
Cratchit & Scratchit
$ \J
18.27 - The system
General ledger
o e Note: The sales journal is
. 3 not an account; it is
only used to gain
Ll entry into the accounts.

Figure 2.3 The sales journal
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2.2 Recording the return of goods

2.2.1 The purchases returns journal

The purchases returns journal is also known as the returns ourwards journal or
purchases returns book.

Sometimes, goods that have been purchased turn out to be faulty, the wrong
colour, the wrong size or not useful in some other way. These goods will be returned
to the supplier. The supplier in due course will send a credit note.

These credit notes are the source documents from which the purchases returns
journal is written up.

The purchases returns journal is a list of all the credit notes received from
suppliers. When it is convenient, the list is added and the total is posted to the credit
of the purchases returns account (the returns have been sent back to
the supplier).

Note
@ The goods that have been returned are not posted to the credit side of the

purchases account.

e Each individual entry in the purchases returns journal is then posted to the debit of
the respective supplier's account in the purchases ledger (the suppliers receive
the goods).

Credit notes Source document
L i Y
: : Book of
Purchases returns journal prite entry
Y
The system
Purchases ledger General ledger
F. Bloggs Purchases returns account
3 b
28 28

Figure 2.4 The purchases returns journal



2.3 The general journal and its uses

2.2.2 The sales returns journal

The sales returns journal is also known as the returns inwards journal,

Sales that are not acceptable are returned by the customer and a credit note is sent
to the customer.

A copy of the credit note will be retained and this is the source document from
which the sales returns journal is written up.

When convenient, the list is added and the total is posted to the debit of the sales
returns account (the goods have been received).

Note

@ The goods that have been returned are not debited to the sales account.

® Each individual entry in the sales returns journal is posted to the credit of the cus-
tomer who returned the goods (they have ‘given’ the goods back to the supplier).

Copy credit notes Source document
| v
: Book of
Sales returns journal prime entry
\
The system
Sales ledger General ledger
D. Jones Sales returns account
3 $
46 46

Figure 2.5 The sales returns journal

L

The general journal is usually referred to
as 'the journal’.

2.3 The general journal and its uses

The general journal is often a source of confusion for students. But do not worry —
its uses are very limited and it is not as difficult as we often assume when we first
contact it. It is, however, a topic that you need to be familiar with.

The general journal is used when we cannot comfortably find another book of
prime entry to use.

Its layout is different from the other books of prime entry described above.

13



ﬂ The books of prime entry

Til O

The folio’ columns are often omitted in
examination questions.
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General journal

Date Particulars Folio Debit Credit
Thedate of the  The accountto  Ledgerand page Amount to be
entries be debited debited
The account to Amount to be
be credited credited

A description of why the transaction was necessary (the narrative)

After the two entries have been entered in the general journal, an explanation of why
the transaction was necessary is required. This is referred to as the narrative.
The general journal has six uses. It is used to record:

1 the purchase of non-current assets on credit

2 the sale of non-current assets on credit

3 the entries necessary to open ledger accounts when a business first comes into
existence

4 the entries required to record the closing of ledger accounts when a business finally
ceases to trade

5 the correction of errors

6 inter-ledger transfers,

The source documents used to write up the general journal would include:

@ purchase invoices for capital expenditure

@ sales invoices for sales of capital items.

Other source documents will be encountered as we progress with our studies.

Worked example of use 1

On 23 April 2014, Tamara purchased on credit an xtr/397 machine from Dextel and
Co. for $12600.

Required

Prepare the entry in Tamara’s general journal to record the transaction.

Answer
General journal
Date Particulars Folio Debit Credit
$ $
23 April 2014 Machinery GL23* 12600
account
Dextel Ltd PL2E 12600

Purchase of Machine xtr/397 on credit from Dextel Ltd

* Page numbers in the ledgers are for illustrative purposes.

Remember the use of the narrative explaining why entries in the ledgers are
necessary.



If you find it difficult to prepare
journal entries, try drawing up ‘T’
accounts as you did in Chapter 1. Then
from the accounts draw up the journal.

In reality, the journal should be done first
as it is the book of prime entry.

2.3 The general journal and its uses

Worked example of use 2

On 6 September 2014, Hussain sold vehicle P341 FTX to Greg's garage for $230. Greg
will settle the debt on 31 October 2014,

Required

Prepare the entry in Hussain's general journal to record the transaction.

Answer
General journal
Date Particulars Folio Debit Credit
$ S
6 September Greg's garage sL42 230
2014
Vehicles GL11 230

disposal account
Sale of vehicle P341 FTX to Greg's garage

Worked example of use 3

Marlene started in business on 1 January 2014 by paying $14 000 into her business
bank account.

Required

Prepare the entry in Marlene’s general journal to record the transaction.

Answer
General journal
Date Particulars Folio Debit Credit
$ $
1 January 2014 Bank account GL1 14000
Capital GL2 14000
account

Capital introduced by Marlene

The other three uses are dealt with later:

@ use 4 in Chapter 38 (closing the ledge accounts when a business ceases to trade)
@ use 5 in Chapter 11 (correcting errors in the double-entry system)

@ use 6 in Chapter 13 (making transfers from the sales ledger to the purchases
ledger).

15
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Worked exampl

On 2 August 2014, Jared purchases, on credit, a new machine for his business costing
$5400 from Factre Ltd.

Required
Prepare the entries in Jared's general journal to record the transaction.
Workings
If you are unsure how to tackle this question, draw up the ‘T" accounts.
Jared gains a machine. Factre Ltd ‘loses’ the machine.
Machinery account Factre Ltd
$ $
5400 5400

Which account has been debited? Which account has been credited?

If you can do this, then you can draw up the general journal.

Answer
General journal
Date Particulars Folio Debit Credit
$ $
2 August 2014 Machinery account GL19 5400
Factre Ltd PL41 5400

Purchase of new machine from Factre Ltd

2.4 The cash book used as a book of

prime entry

The final book of prime entry is the cash book. The cash book is dealt with in more
detail in Chapters 4 and 5. It is sufficient to say at this stage that any cash (or bank)
transactions will be entered in the cash book (and in another account in order to
complete the double entry).
The cash book is not only part of our double-entry system, it is also a book of prime
The source documents used to write up the cash book would include:
e cheque book counterfoils
® receipts received from suppliers who have dealt in cash
@ copy receipts given to customers
@ cash register till rolls.

Other source documents used to write up the cash book will be encountered in later
chapters.



2.5 Trade discount

2.5 Trade discount

Trade discount is a reduction in the price charged to a customer who is also
in business,

Example
Extrav ple sells a wooden kitchen cupboard to the general public for $300. Clyde is
a kitchen designer and fitter. He purchases a kitchen cupboard from Extrav plc, to fit

into one of his customer’s kitchens for $240,

Clyde gets trade discount of $60. This trade discount expressed as a percentage
would be 20 per cent.

Trade discount is not recorded in Extrav plc’s ledger, nor is it recorded in Clyde's
ledger.

In Clyde's purchases journal the entry would show:

5
Extrav ple 240

In Extrav plc's sales journal the entry would show:

$
Clyde 240

Worked example’
The following are the prices of some kitchen cupboards as charged to the general public
by Extrav plc and the rates of trade discount allowed to other different retail businesses.

to the general Rate of trade
Name of customer | Model of cupboard public | discount
$ | %
Hay Bee Ltd vh/13 1490 25
Sea Dee bk/32 | 4600 50
M. Henn ple it 6780 70
Pea Queue Ltd bo/22 630 10
Required
Prepare the entries in the sales journal of Extrav plec.
Answer
Sales journal
$
Hay Bee Ltd 1117.50
Sea Dee 2300.00
M. Henn plc 2034.00
Pea Queue Ltd 567.00
6018.50

17



ﬂ The books of prime entry

Posting is the term used by accountants
for entering transactions into the ledger
accounts of a business.
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» Now try Question 1.
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Similarly, in the purchases journal of the customers of Extrav plc the amounts would
be shown net of trade discount.
So in the purchases journal of Hay Bee Ltd we would find an entry:

$
Extrav plc 1117.50

Postings to the respective ledgers would follow the lines shown earlier in this chapter.

r .

Self-test questions

Why is there a need to use books of prime entry?

Give an alternative name for the books of prime entry.

Give another name for the sales journal.

What is meant by the term ‘posting’?

Which book of prime entry is also part of the double-entry system?

Name the source document used to prepare the purchases journal.

Name the source document used to prepare the sales returns journal.

Which two accounts are prepared from the entries in the sales journal?

Which two accounts are prepared from the entries in the purchases returns journal?
10 Explain how postings are made from the returns journal to the general ledger.
11 Name one use of the general journal.

12 How is trade discount entered in the books of prime entry?

Chapter summary

@ All business transactions must be first entered in a book of prime entry before they
can be entered in the double-entry system.

o Five books of prime entry deal with credit transactions:

* purchases journal

* sales journal

e purchases returns journal

e sales returns journal

¢ general journal.
o The five books of prime entry are ‘lists’ from which ledger accounts are compiled.
» The sixth book of prime entry is the cash book.

@ The cash book deals with all cash and bank account transactions. It is also part of the
double-entry system

o Trade discount is a reduction in price charged by a supplier to a customer who is in
business.
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3 The ledger accounts in detail

) Content

* Prepare ledger accounts

By the end of this chapter you should be able to:
e make detailed entries in a ledger account.

3.1 Making detailed entries in ledger
accounts

Up to now we have used ‘T" accounts to record the two sides of a transaction. This is

useful and it will give us the information that we require. However, it would be more

useful if the “T" accounts gave us more details of each transaction.

e It would be useful to know when the transaction took place.

@ It would also be useful to be able to follow the whole transaction through to its
completion, especially when a problem occurs in the system.

These problems are rectified by simple means.

Each entry should be preceded by:

@ the date of the transaction

® a description stating where the corresponding entry can be located
@ the appropriate ledger and folio (page) nuwmber of the ‘other’ entry.

An entry in a ledger account may look like this:

Dr An account Cr
$
7 April Sales GL17 217

The transaction took place on 7 April. The ‘opposite’ entry (the credit entry) is in the
sales account and can be found on page 17 of the general ledger.

Dr Another account Cr
S
12 Sept  Purchases GL28 416

Here the transaction took place on 12 September. The debit entry is in the purchases
account, which is on page 28 of the general ledger.

19



H The ledger accounts in detail

If you are asked to prepare a ledger
account, then your answer must have

all the details. However, when you are
working things out, you may use ‘T’
accounts because this is faster and just as
accurate,

Many accountants and teachers use 'T’
accounts to solve tricky problems and for
general workings.

Try jotting down your workings using
'T" accounts, When you gain confidence
in their use you will find that you can use

them as a revision tool and for solving
problems.

20

The information shown in ledger accounts is derived from one of the books of
prime entry.

 Ti ) 3.2 Using the books of prime entry

The following transactions took place during the first week in October:

1 1 October:

2 1 October: sold goods on credit to Morris & Co. $600

3 2 October; purchased vehicle on credit from Pooley Motors plc $17400
4 4 October: sold goods on credit to Nelson plc $315

5 4 October: purchased goods for resale on credit from Bjorn & Co. §450

5 4 October:

7 7 October: sold goods on credit to Olivia Ltd $1340
g 7 October: returned damaged goods $38 to Arkimed plc
9 7 October: purchased goods for resale on credit from Charlene $320.

Required

purchased goods for resale on credit from Arkimed plc §120

purchased goods for resale on credit from Darth & Son $170

a Identify the source document that has been used in each case to write up the
book of prime entry,

b Write up the appropriate books of prime entry.

¢ Show the entries in each ledger account.

Answer

a Purchase invoices:  Transactions 1, 3, 5,6, 9

Copy sales invoices: Transactions 2, 4, 7

Credit note: Transaction 8
b Purchases journal Sales journal
5
10ct  Arkimed plc PL1 120 10ct  Morris & Co. SL1
40ct Bjorn & Co. PL2 450 40ct  Nelson ple SL2
4 0ct  Darth & Son PL3 170 7 Oct Olivia Ltd 513
70ct  Charlene PL4 320
1060
Purchases returns journal
$
70ct  Arkimed PL1 38
General journal
Dr Cr
$ $
20ct  Vehicles GL4 17 400
Pooley Mtrs plc  GLS 17400

Purchase of vehicle from Pooley Motors plc

600
315
1340

2255



3.2 Using the books of prime entry

c Purchases ledger
Dr _Arkimed plc Cr
S $
7 Oct Purchases returns  PRJ1 38 |1 Oct Purchases  PJ1 120
Dr Bjorn & Co. Cr
5
4 Oct Purchases PJ1 450
Dr Darth & Son Cr
i
4 Oct Purchases P11 170
Dr Charlene Cr
S
7 Oct Purchases P11 320
Sales ledger
Dr Morris & Co. Cr
3
1 Oct Sales SI 600
Dr Nelson plc Cr
g
4 Oct Sales SI 315
Dr Olivia Ltd Cr
3
7 Oct Sales S 1340
General ledger
Dr Purchases account Cr
$
7 Oct  Sundry payables  PJ1 1060
Dr Sales account Cr
$
7 Oct Sundry Si 2255
receivables
Dr Purchases returns account Cr
S
7 Oct Sundry payables  SJ1 38
Dr Vehicles account Cr
$
20ct  Pooley Motors GIl 17400
plc
br Pooley Motors plc L
S
2 Oct Vehicles GJ1 17 400

The cash book is a book of prime entry. It contains the business cash account and the
business bank account. We consider the cash book in much more detail in Chapter 4.

21
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The following example uses the cash book as a book of prime entry:

Worked example

The following transactions took place during December:
1 December: paid rent using cash $250
2 December: paid local taxes by cheque $110
6 December: paid wages using cash $1782
13 December: paid wages using cash $1780
17 December: paid insurance premium by cheque $240
20 December: paid wages using cash $1780
27 December: paid wages using cash $1781
31 December: paid rent by cheque $250.
Required
a Enter the transactions in an appropriate book of prime entry.

b Show the necessary ledger accounts.

Answer
< Cash book
Dr Cash account Cr
S
1 Dec Rent GL1 250
6 Dec Wages GL4 1782
13 Dec  Wages GL4 1780
20 Dec  Wages GL4 1780
27 Dec  Wages GL4 1781
Dr Bank account Cr
S
2 Dec Local taxes GL2 110
17 Dec  Insurance GL3 240
31 Dec  Rent GL1 250
b General ledger
Dr Rent account
$
1 Dec Cash CB1 250
31 Dec Bank CB1 250
Dr Local taxes account
$
2 Dec Bank CB1 110
Dr Insurance account
$
17 Dec Bank CBE1 240
Dr Wages account
$
6 Dec Cash CB1 1782
13 Dec Cash CB1 1780
20 Dec Cash CB1 1780
27 Dec Cash CB1 1781




L A L A R L2 AR AR E R RS ESESENARSA RN E XSRS L ]

» Now try Question 1.

3.2 Using the books of prime entry

Entering transactions in the books of prime entry and then the ledgers is not a
difficult task; it just takes patience and the ability to enter transactions twice — once
on the debit side of an account and once on the credit side of another account.

Remember, practice makes perfect,

e N

Self-test questions

1 Identity the four pieces of information you would expect to find on the debit
side of a ledger account.

2 Identify the four pieces of information you would expect to find on the credit
side of a ledger account.

3 When would you use 'T" accounts?

4 Which source document would you use to write up the purchases returns
journal?

5 Which type of account would you expect to find in the sales ledger?

6 Name a personal ledger.

Chapter summary

o Ledger accounts must show date, details of a ‘corresponding’ entry, folio details and
the amount of the transaction.

¢ 'T" accounts must only be used for revision purposes or as part of workings.

e All transactions must be entered in a book of prime entry before being posted to
a ledger.

23
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-» Content

» Describe the functions of the
books of prime entry

cheques, credit and debit card transactions.

E\noney can be in the form of cash,

24

4 The cash book

By the end of this chapter you should be able to:

@ record cash and cheque payments

e record receipts of cash and cheques

e identify the source documents used to write up a cash book
e balance the cash and bank columns of a cash book

e make contra entries in a cash book.

. 5

4.1 The cash book

We have looked in some detail at the five books of prime entry used to access the
double-entry system, The sixth and final book is the cash book. The cash book
records all transactions concerning money.

You will have noticed in the section on double entry that the cash and bank
accounts were used very frequently and as a result became very full with entries.
Generally, in business these accounts are used more frequently than any other
accounts. This means that it is sensible to remove these two accounts from the
general ledger and keep them apart from the other accounts.

The cash and bank accounts are kept separately in one book - the cash book.

Because it is such an important and sensitive area of the business, all cash and
cheque transactions are usually the responsibility of one senior or well-qualified
person — the cashier.

4.2 Recording cash and cheque
payments in a cash book

The accounts in the cash book work on double-entry principles like all other
accounts.

@ The debit (or receiving) side is found on the left.

@ The credit (or giving) side is on the right.

The only differences in the layout of the cash book are that the debit entries are
distanced from the credit entries by extra columns and information; and that the debit
entries, generally, take up the whole of the left page while the credit entries take up
the whole of the right page,



4.2 Recording cash and cheque payments in a cash book

The layout is the same on both sides of the cash book:
Example
The debit side of the cash book looks like this:

Cash book
Date Particulars Folio Cash Bank

The credit side of the cash book looks like this:

Cash book
Date Particulars Folio Cash Bank

The whole cash book looks like this:

Dr Cash book Cr
Date Particulars Folio Cash Bank Date Particulars Folio Cash Bank

(1) () (3) (4) (5) e @) (8) (9) (10)

» Columns (1) and (6) give the date on which the transaction occurred.
« Columns (2) and (7} identify the account where the corresponding entry can be
found.

« Columns (3) and (8) show the page of the ledger where the corresponding entry
can be found.

« All cash received is entered in Column (4).

« All monies paid into the business bank account are recorded in Column (5).
« All cash payments made are recorded in Column (9).

« All payments made by cheque are recorded in Column (10).

Worked example

o

The following transactions took place in the first week of September:
1 September: paid R. Serth $34 cash
2 September: paid T. Horse $167 cash
3 September: paid V. Dole $78 cash.

Required

Enter the transactions in a cash book.

Answer
Dr Cash book Cr
Date Particulars Folio Cash Bank |Date Particulars Folio Cash Bank
$
1 Sept R. Serth PLO 34
2 Sept T Horse PLB 167
3 Sept V. Dole PL2 78

25
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Worked example |

The following transactions took place in February:
3 February: paid rent $400 by cheque
7 February: paid Gary $67 by cheque
9 February: paid wages $832 by cheque.
Required

Enter the transactions in a cash book.

Answer
Dr Cash book Cr
Date Particulars Folio Cash Bank | Date Particulars Folio Cash Bank
$
3 Feb Rent GL& 400
7 Feb Gary PLO 67
9 Feb Wages GL1S 832
4.3 Recording the receipt of cash and
cheques in a cash book
Worked example
The following transactions took place during May:
4 May: cash received from Nigel $213
5 May: cash received from Harry $92
9 May: cash received from Hilary $729.
Required
Enter the transactions in a cash book.
Answer
Dr Cash book Cr
Date Particulars Folio Cash Bank | Date Particulars Folio Cash Bank
$
4May Nigel sL12 - 213
5 May Harry S5L7 a2
9 May Hilary SL8 729

Worked example

The following transactions took place during January:
2 January: cheque received from Steve $249
3 January: cash sales banked $851
11 January: cheque received from Mustaf $29.
Required
Enter the transactions in a cash book.



4.3 Recording the receipt of cash and cheques in a cash book

Answer
Dr Cash book Cr
Date Particulars Folio Cash Bank | Date Particulars Folio Cash Bank
$
2 Jan Steve SLS 249
3Jan Cashsales GL23 851
11 Jan  Mustaf SL7 29

Once you have mastered the method of recording debit entries and credit entries it
should be fairly straightforward to combine the two.

Worked example

The following transactions took place during April:
2 April: cash received from Xavier, a customer, $458
4 April: motor repairs $530 paid using cash
6 April: cash received from Milly, a customer, §77
7 April: rent $210 paid using cash
9 April: insurance premium $156 paid using cash
12 April: cash sales $743.
Required

Enter the transactions in a cash book.

Answer

Dr Cash bock Cr
Date Particulars Folio Cash Bank | Date  Particulars Folio Cash Bank

$ 5

2 Apr  Xavier SL4 458 4 Apr Motor GL23 530

expenses
6 Apr  Milly 5L13 77 7 Apr  Rent GL8 210
12 Apr Cashsales GL2 743 9 Apr  Insurance  GL11 156

The following transactions took place in October:
3 October: paid Price, a supplier, $350 by cheque
6 October: a cheque for $450 received, an overpayment of rent
9 October: takings paid into bank $2187
11 October: Bliff, a customer, paid by cheque $639
12 October: a cheque received from Box $93 paid into the bank
17 October: local taxes $219 paid by cheque.
Required

Enter the transactions in a cash book.

27
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» Now try Question 1.
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Answer

Dr Cash book Cr
Date  Particulars Folio Cash Bank|Date Particulars Folio Cash Bank
$ $
6 Oct Rent Gle 450 | 3 Oct Price sL4 350
O Oct Sales GL17 2187 | 17 Oct Local taxes GL7 219
11 Oct Bliff 5123 639
12 Oct Box PL14 a3

It is now simply a matter of putting cash payments and cash receipts in the same
book as cheque payments and monies paid into the bank.

Worked example
The following transactions have taken place:
1 November: cheque from Norman, a customer, $288 paid into bank
2 November: motor expenses paid by cheque $311
5 November: matthew draws a cheque for private use $150
10 November: cash sales $2390
15 November: motor fuel purchased with cash $42
21 November: cheque paid into bank for Insurance refund $273

29 November: paid wages in cash $1309

30 November: cash sales §5630, paid directly into bank.
Required
Enter the transactions in a cash book.

Answer
Dr Cash book Cr
Date  Particulars Folic Cash Bank |Date  Particulars Folio Cash Bank
$ $ $ $
1 Nov Norman sL4 288 2 Nov Motor expenses GL12 311
10 Nov Sales GLS 2390 5 Nov Drawings GL23 150
21 Nov Insurance  GL11 273 | 15 Nov Motor expenses GL12 42
30 Nov Sales GLS 5630 | 29 Nov Wages GL7 1309

4.4 Source documents used to write up a

cash book
The source documents used to write up a cash book are:
Debit side Credit side
Copy receipts Receipts

Till rolls Cheque book counterfoils

Bank paying-in book counterfoils

A further source of information to be used to write up the cash book is a copy of the
details (recorded by the bank) of transactions made using the business bank account
— but more of this source later.
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Cash in hand is the term used to describe
the amount of cash held by a business at
any one time. The cash in hand in a shop
would be found in the tills. In a larger
I\Eusiness it might be found in a safe,

A balancing figure is an amount that
needs to be included in the debit side or
credit side of an account to make the debit
side equal to the credit side. The amount
used to balance a cash book column is then
\ils-ed to ‘start’ the next time period.

« ©

Always bring balances down. This is

important, so make sure you get in the
practice of doing so.

« o

In ledger accounts, use ‘Balance o/d'
(carried down) for the balances above the
total, Use ‘Balance b/d’ (brought down)
for the balance below the total.

4.5 'Balancing’ a cash book

e "

Self-test questions

1 Draw out the headings used in a cash book.

2 On which side of a cash book would you enter a cheque received?

3 On which side of a cash book would a cheque payment be entered?
4 In which column would a cash sale be entered?

5 In which column would a cheque for the payment of rent be entered?

- =

4.5 ‘Balancing’ a cash book

At the end of an appropriate length of time, a cash book should be balanced. (The
time when balancing takes place will generally depend on the size of the business
and the number of transactions that are included in the cash book.)

Both of the balances in a cash book should be verified.
® How could you verify the cash balance brought down?
® How could you verify the bank balance that you brought down?

The balance brought down in the cash column should agree with the cash in hand
at that date.

The bank balance in the cash book can be verified by reference to the bank statement.

The balances are brought down to start the ‘new’ time period.

Remember the cash balance will always be brought down as a debit. The bank
balance brought down could be either a debit or a credit balance.

Dr Cash book Cr
Date  Particulars Folio Cash Bank |Date  Particulars Folio Cash Bank
$ $ $ $
1 Nov Reid SLE 1439 | 4 Nov Wages GL4 428
6 Nov Sales GL9 1270 7 Nov  Hunt PLE 73
8 Nov Gong 5L23 451 | 11 Nov Rent GL6 600
14 Nov  Potts 5L14 349 | 16 Nov Trig PL16 38
Required

Balance the cash and bank columns of the cash book on 16 November and carry any
balances down.

Answer
Dr Cash book Cr
Date  Particulars Folio Cash Bank |Date Particulars Folio Cash Bank
$ S $ $
1 Nov Reid SL6 1439 | 4Nov Wages GL4 428
6 Nov Sales GL9 1270 7 Nov  Hunt PLE 73
8 Nov Gong SL23 4517 | 11 Nov  Rent GLE 600
14 Nov Potts 5L14 349 | 16 Nov  Trig PL16 38
16 Nov Balancesod 1159 1211
1270 2239 _F______--——-"""’J o 1270 2239
17 Nov  Balances b/d 1158< 1211 i

29




n The cash book

L EZ IS R R LY R AR R IR R LA RN RIS T NN ]

» Now try Question 2.

q transaction that appears on both the
debit and credit sides of the double-entry
system is called a contra entry. Contra
entries have no effect on the well-being of
the business.

5%

30

Note

Make sure that all four totals are on the same line. Balance the cash columns first;
then balance the bank columns. Do not try to do them both at the same time.

4.6 Contra entries in a cash book

Clearly, it is unsafe to keep large amounts of cash and cheques on the business

premises for prolonged periods of time, The cashier will arrange for the monies
received to be taken to a bank and deposited when the amount in the till or safe
warrants it.

The following is an extract from the cash book of Grant:

Dr Cash book Cr

Date Particulars Folio Cash Bank Date Particulars Folio Cash Bank
$ $

4 Jul Cashsales GL32 4397 5Jul  Purchases  GL7 48

4 Jul  Bradley SL51 74

Grant has more than $4000 cash on his premises — this represents a security risk. He
pays $4000 into the business bank account on 5 July.

Talk yourself through this transaction.
Grant takes $4000 from the till ... the cash column ‘loses' $4000.

Date Particulars Folio Cash Bank

$
5Jul  Bank C 4000

Note

» the date of the transaction

« the particulars telling where the ‘corresponding’ entry is to be found (in the bank
column)

» 'C' is for ‘contra’ showing that Grant's business is neither better nor worse off

because of the transaction
« $4000 in the cash column shows that cash has been ‘lost’.

Grant takes the money to the bank and the bank receives the money.

Date Particulars Folio Cash Bank

$
5Jul Cash £ 4000

Note

* the date of the transaction

« the particulars telling where the ‘corresponding’ entry is to be found (in the cash
column)

« ‘C is for ‘contra’ showing that Grant's business is neither better nor worse off
because of the transaction

« $4000 in the bank column shows that money has been received into the bank account.

= o bbb ememee——H —"—+—

The effect on the business is the same as the effect on your finances that would occur

if you removed a five-dollar bill from one pocket and put it into another pocket.



4.6 Contra entries in a cash book

Another common contra entry in the cash book is the withdrawal of cash from the
bank for use in the business. This transaction often occurs when cash wages need to
be paid and the business has insufficient cash in the safe to make up the necessary
wage packets, In fact, for security reasons, many larger businesses now pay wages
and salaries directly into staff bank accounts so that large amounts of cash do not
need to be transported from the bank and then kept on the business’s premises.

The following is an extract from the cash book of Diego:

Dr Cash book Cr
Date  Particulars Folio Cash Bank |Date  Particulars Folio Cash Bank

$ $
12 Aug Robson 5132 4574 | 11 Aug Machinery GL6 2350
16 Aug Nkomo 5L79 5490

Wages amounting to $4529 have to be paid in cash on 18 August. Diego withdraws
this sum from the bank on 17 August.

If we talk ourselves through the process, the entries become clear:

Diego goes to the bank and withdraws $4529.

Date Particulars Folio Cash Bank

$
17 Aug  Cash C 4529

He returns to his business premises and puts the cash in the safe:

Date Particulars Folio Cash Bank

e S R L L A R N R R R T R N LR Y

» Now try Question 3. 17 Aug  Bank C 4529

Many larger businesses now keep a cheque payments book and a cash receipts
and lodgement book. This is certainly the case where the bulk of transactions are
conducted through the bank account.

F 1|
Self-test questions

6 What does the word ‘contra’ mean?
7 The cash book is not only a book of prime entry, it is also part of the
system.
8 Fill in the gaps with 'debited’ or 'credited’.
a Money taken from the safe and deposited in the bank would be
in the cash column of the cash book and be in
the bank column.
b Money withdrawn from the bank for use in the business would be
in the cash column of the cash book and be in
the bank column.
9 Which book of prime entry would you use to record a sale of goods on credit?
10 Name two source documents used to write up a cash book.
11 Is it possible to have a credit balance in the cash column of a cash book?
12 Is it possible to have a credit balance in the bank column of a cash book?
13 Under what circumstances do we write 'C' for contra against transactions in
the cash book?

31



32

Chapter summary

e The cash book is both a book of prime entry and it is part of the double-entry
system.

» All transactions that involve cash and cheques are entered in the cash book.
o All cash transactions are entered in the cash columns.
» All transactions involving cheques are entered in the bank columns.

e All entries in a cash book need ‘corresponding’ entries in other ledger accounts to
complete the double entry.

¢ Contra items have no effect on the worth of the business.
o Any balance shown in the cash column must be a debit balance.
e Balances shown in the bank column could be either a debit or a credit balance.




AS Level

1 Financial accounting

5 Discounts

* Describe the functions of the books of
prime entry

By the end of this chapter you should be able to:

@ distinguish between trade discount and cash discount

e calculate both kinds of discount

e record cash discount allowed and cash discount received in ledger accounts
\ e use discount columns in a cash book as memorandum entries. p

& 5.1 Types of discount

There are two types of discount available to businesses: trade discount and cash discount.
As we saw earlier, trade discount is a reduction in the price of goods charged by a
manufacturer or distributor to another business. Trade discount is not recorded in the
double-entry books of account.
Cash discount is a reduction in the price charged for goods when a credit customer
settles their debt within a time given by the supplier. Cash discounts are available to
encourage trade receivables to settle debts promptly,

A customer owes $100,

A retailer may indicate that if the debt is settled before the month end, a cash
discount of five per cent will be allowed.

The debtor pays before the month end, so only $95 needs to be paid — $100 less
$5 cash discount,

Both the receipt of the money and the cash discount are recorded by the retailer
and the customer.

5.2 Recording cash discounts allowed

The ledger accounts necessary to record cash discount allowed to credit customers
are shown below:

On 1 August Yung has three debtors, Her settlement terms allow a cash discount
of five per cent to customers who settle their debts before the end, of August. (For
illustrative purposes only, Yung does not keep a cash book.)

Debtor Amount owed Date of payment by cheque
Georg $2 800 23 August
Ahmed $80 17 September
Fatima $366 29 Aﬁgust

33



Required
Prepare the ledger accounts to record the settling of the debts due,

Answer
Sales ledger
Dr Georgi Cr
s[ §
1 Aug  Balance b/d 2800.00 | 23 Aug Bank GL1  2660.00
23 Aug Discount allowed  GL2 140.00
Dr Ahmed Cr
$ $
1 Aug  Balance b/d 80.00 | 17 Sept Bank GL1 80.00
Dr Fatima Cr
S $
1 Aug  Balance b/d 360.00 | 29 Aug  Bank GL1 342.00
29 Aug  Discount allowed GL2 18.00
General ledger
Dr Bank account Cr
$
23 Aug Georgi  SLI 2660.00
29 Aug Fatima SL3 342.00
17 Sept Ahmed SL2 &0.00
Dr Discount allowed account Cr
$
23 Aug Georgi  5L1 140.00
29 Aug Fatima  SL3 18.00

You can see that discount allowed is credited to the customer’s account, thus reducing
the amount to be paid in settlement. It is debited to the discount allowed account in
the general ledger. Ahmed did not qualify for a discount - he did not pay before the
end of August,

5.3 Recording cash discount received

Worked example’

Yung has three creditors on 1 August (for illustrative purposes only, Yung does not
keep a cash book).

Cash discount available if payment
Amount owed made before 31 August
5 %
Hameed & Co. 400 2
BTQ ple 7400 5
Carot Ltd 200 3

Yung settled the amounts she owed by cheque on 26 August.
Required

The ledger accounts in Yung's books of account recording the payments made by her.
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5.4 Entering cash discounts in the general ledger

Answer
Purchases ledger
Dr Hameed & Co. Cr
$ $
26 Aug Bank GL3  392.00 |1 Aug Balance b/d 400.00
26 Aug  Discount received GL4 8.00
Dr BTQ plc Cr
$ $
26 Aug Bank GL3 703000 |1 Aug Balance b/d 7400.00

26 Aug Discount received GL4 370.00

Dr Carot Ltd Cr

$ $
26 Aug Bank GL3 194.00 |1 Aug Balance b/d 200.00
26 Aug Discount received  GL4 6.00

General ledger

Dr Bank account Cr
S

26 Aug Hameed & Co.  PLI 392,00

26 Aug BTQ ple PL2 7030.00

26 Aug  Carot Ltd PL3 194.00

Dr Discount received account Cr
1

26 Aug  Hameed & Co.  PL1 8.00

26 Aug BTQ plc PLZ 370.00

26 Aug  Carot Ltd PL3 6.00

You can see that discount received is debited to the supplier’s account, thus reducing
the amount that Yung has to pay in settlement. The discounts are credited to the
discount received account in the general ledger.

To summarise:

@ Discount allowed is debited to the discount allowed account in the general ledger
and is credited to the customer’s account in the sales ledger.

e Discount received is credited to the discount received account in the general ledger
and is debited to the supplier's account in the purchases ledger.

5.4 Entering cash discounts in the
general ledger

To write up the discount accounts in the general ledger in the way outlined above
means that all the accounts in the sales ledger must be scrutinised and all the
accounts in the purchases ledger must also be examined and lists must be made of
all the discounts allowed and discounts received in order to post them to the general
ledger, This could be a huge task. We simplify our work by adding an extra column
to those already found in the cash book.

We have already used a ‘two-column’ cash book (cash columns and bank
columns). The principles used still hold good. We introduce a third column on the
debit and credit sides for discounts, so that we now have a ‘three-column’ cash book.

35



ﬂ Discounts

The three-column cash book headings look like this:
Date Particulars Folio  Discount Cash  Bank Date Particulars Folio  Discount Cash  Bank

The discount columns are memorandum columns only; they record the discounts
!ﬂemora!ndum ‘P'“mns record but are not yet part of the double-entry system. This is a much more efficient way of
information that is not part of the double- collecting the information necessary to write up the discount accounts in the general

SEIERe ledger rather than examining every account in the sales ledger and every account in
the purchases ledger.
Note that we will now dispense with the folio columns in most examples and
questions. You will not usually need to include them in yvour answers to guestions,
The entries to record the previous transactions in Yung's cash book would look
like this:
Example
Dr ) Cash book | Cr
Date Particulars Discount Cash Bank |Date Particulars Discount Cash Bank
$ $ § $
23 Aug Geogi 140.00 2660.00 | 26 Aug Hameed & Co. 8.00 392.00
29 Aug Fatima 18.00 342.00 | 26 Aug BTQ plc 370.00 7030.00
17 Sept Ahmed 80.00 | 26 Aug Carot Ltd 6.00 194.00
17 Sept Balance o/d 4534.00
158.00 7616.00 384.00 7616.00
18 Sept Balance b/d 4534.00

The cash and bank columns in the cash book are balanced as they were in the cash
book of Grey in Chapter 4.

Note

e It is important to note that the discount columns are totalled. They are not
compared and balanced since there is no connection between the entries in the
two columns, One column refers to customers’ accounts; the other column refers to
suppliers’ accounts.

@ The discount columns are memorandum columns only — they are not part of the
double-entry system.

The totals of the discount columns are then posted to the respective discount allowed
and discount received accounts in the general ledger.

The purchases ledger accounts and the sales ledger accounts are the same as
previously shown., However, the discount accounts would look like this.

FELTIES

General ledger

Dr Discount allowed account Cr Dr Discount received account Cr

5 4

17 Sept  Sundry debtors 158 17 Sept  Sundry creditors  384.00
Note

@ The totals are used; the individual discounts are not shown.,
e Notice also that two separate accounts are used.
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» Now try Question 1.

5.4 Entering cash discounts in the general ledger

e "

Self-test questions

1 Explain the term ‘cash discount’,

2 Explain the term ‘trade discount’,

3 Discount is debited to the discount account in the
general ledger.

Discount is credited to the discount account in the
general ledger.

On which side of the cash book would you find the discount allowed column?
On which side of the cash book would you find the discount received column?
Which columns of the cash book are balanced regularly?

Which colurmns of the cash book are not balanced?

What is meant by the term ‘memorandum column’?

B3

W o~ o oun

Chapter summary

e Trade discount is not recorded in the books of account.
e Cash discount is a reward for prompt payment.

e Cash discount allowed is credited in the debtor's account and debited to the discount
allowed account in the general ledger.

e Cash discount received is debited to the creditor’s account and credited to the
discount received account in the general ledger.

» To save time, both types of cash discount are listed in the cash book. The totals of
the two columns are posted separately to the two discount accounts in the general
ledger.

» The discount columns in the cash book are memorandum columns only — they are
not part of the double-entry system.
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AS Level

1 Financial accounting

6

-» Content

» Prepare ledger accounts and trial balance

» Understand the treatment of capital and revenue incomes and expenditures

* Understand the need for and purpose of financial statements

<

A balancing figure is an amount that
needs to be included in the debit side or
credit side of an account to make the debit
side equal to the credit side.

38

Preparing simple financial
statements

e L

By the end of this chapter you
should be able to:
® prepare a simple income
statement to reveal the
profit or loss earned by a
business
e prepare a simple statement of
\_ financial position. )

The managers and owners of all businesses wish that their business will survive and
fAourish. In order that this might happen, the business must generate positive cash
flows as these should ensure its short-term survival. All cash and bank transactions
are recorded in a cash book. Balancing the cash and bank columns enable cash and
bank surpluses and deficits to be recognised quickly. Shortterm decisions regarding
these surpluses and deficits can be then be made to benefit the business.

Profits should ensure survival of the business in the long term.

We have seen how all transactions are recorded in detail in the ledgers of a
business, but the recording of cash and credit transactions in the ledger does not
immediately reveal whether or not a business is profitable.

6.1 Balancing a ledger account

We have seen that every time we make a debit entry into our double-entry system we
must also make a credit entry. If we follow this rule, then the total of all debit entries
in the system must equal the sum of all credit entries.

A trial balance is a summary of all the entries in the double-entry system. It
checks that each transaction has been entered once on the debit side of an account
and once on the credit side of another account.



The cash and bank columns of the cash

book are balanced in the same way that
ledger accounts are balanced.

Example
Dr An account Cr
$ $
23 45
41
16

The debit side of the account adds to $80.

The credit side adds to $45.

To make the account balance we need to insert $35 into the credit side.

The account now looks like this:

6.1 Balancing a ledger account

Dr An account Cr
$ $
23 45
41 35
15 S
B0 80

The account balances.

This process makes it look as though the debit entries were exactly the same amounts
as the credit entries — not true!

The debit side totalled $35 more than the credit side. We need to reflect this when we
start the account again. We carry the balance down.

We start anew with an opening balance of $35 on the debit side:

Dr An account Cr
S $
23 45
41 35
16
80 , &0
35

The rules of our double-entry game say that every time we include a debit entry in
the system we must also include a credit entry. We have done just that, We inserted a
credit entry to make the account balance.

Our debit entry starts us off again:

The following accounts are given:

Dr Zog Cr Dr Melvyn Cr Dr Tan Cr
$ $ S $ $ S
23 53 12 34 71 a0
13 41 25 37 27 38
8 73 91
Required

Balance the accounts and carry down any balances.
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ﬂ Preparing simple financial statements

40

Answer
Dr Zog Cr Dr Melvyn Cr Dr Tan Cr
$ $ $ 5 $ $
23 53 12 34 A a0
13 41 25 37 27 38
66| _8 7zl 8 _s|  _s61
2| 102 ol 110 e 18y
66 39 61

When a balance is described as a debit balance or a credit balance, we are describing
the balance required to start the account in the next time period; the balance that has
been brought down.

In the example above:
@ Zog's account has a credit balance of $66
e Melvyn's account has a debit balance of $39
® Tan's account has a debit balance of §61.

6.2 The trial balance

We prepare a list of all the balances that we extracted from the ledgers by balancing
all the ledger accounts and carrying down any outstanding balances on each account,
We list all the debit balances under a column headed debit and we list each credit

balance in a column headed credit.
The debit column is totalled; the credit is totalled. The two columns should have

the same total. This list is called a trial balance.
If we extract a trial balance, and the two sides total to the same figure, we can say

with some certainty that every debit has a corresponding credit.
If the trial balance totals do not agree, then we can say with some certainty that

there are some errors in the double-entry system.
Here are a couple of simple double-entry examples using ‘T" accounts, followed by

a very simple trial balance,

Worked example ]

The following transactions are for Geraint's business:

1 Geraint purchased goods for resale $153 from Buvcu on credit.

2 He sold goods $29 to Sangita on credit.

3 Geraint sold goods for cash $296.

4 He paid motor expenses $68 paying cash.

Required

Enter the transactions in Geraint's ledger. Carry down any balances and check the
accuracy of the entries by extracting a trial balance.

Answer
Dr Purchases account Cr Dr Buveu Cr
$ 5
153 153
Dr Sales account Cr Dr Sangita Cr
it $
29 29
206



6.2 The trial balance

Dr Cash account Cr Dr Motor expenses account Cr
$ $ $
296 68 68

Trial balance

Debit Credit
$ $
Purchases 153 The account shows a debit balance; the trial
balance shows a debit balance.
Buvcu 153  The account shows a credit balance: the trial
balance shows a credit balance.
Sales 325 Sales have credit entries totalling $325; the trial
balance shows this balance.
Sangita 29 The account shows a debit balance; the trial
balance shows a debit balance.
Cash 228 The debit side is greater; the trial balance shows
the debit balandng figure.
Motor expenses 68 The account shows a debit balance: the trial
~ balance shows a debit balance.
478 478

The trial balance has shown that we have entered our transactions accurately.

The following accounts have been extracted from a ledger:

Dr Cash account Cr Dr Bank account Cr
$ $ $ S
42 100 365 534
534 458 912 141
12 (3]
Dr Rent account Cr Dr Wages account Cr
$| $ |
100 458
Dr Sales account Cr Dr Purchases account Cr
$ $
42 141
365 69
912 12
Required

Balance the ledger accounts. Carry down any balances and extract a trial balance to
check the accuracy of the entries in the ledger.

Answer

Dr Cash account Cr Dr Bank account Cr
$ $ $ $
42 100 365 534
534 458 912 141
12 69
] ) 533
576 576 1277 1277

] 533
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Dr Rent account Cr Dr Wages account Cr
5 $
100 458
Dr Sales account Cr Dr Purchases account Cr
S $ $ $
42 141
365 60
1319 912 12 222
1319 1319 222 222
1319 222

Trial balance

Dr Cr

$ $
Cash 6
Bank 533
Rent 100
Waqges 458

Sales 1319
Purchases 222

1319 1319

6.3 Calculating profit

We saw in Chapter 1 that accounts in a general ledger can be divided into nominal
accounts, real accounts and liability accounts.

Information in the form of balances extracted from nominal accounts in a ledger
can be used to calculate business profits. If the total of all revenues earned is
compared to the total of all expenses incurred, the difference will reveal whether
or not the business has made a profit or loss in the time period covered by the
information,

Worked example ’

Balances taken from the nominal accounts in the ledger of Ong show the following
information for a financial year:

« rent and local taxes paid $870; wages paid $56000; payments for other expenses
$8900
« purchase of goods for resale §121 500; sales for the year $193000.

Required
Calculate whether or not Ong’s business has been profitable over the year.
Answer

Profit for the year §5730 (= Sales $193 000 — Expenses $187 270).
(Expenses = Purchases $§121500 + §870 + $56000 + $8900)




« ©

An income statement shows how the
business has performed over a period of
time whereas the statement of financial
position shows the financial position of
the business on a particular date.

This point is identified in the headings -
make sure that you use them as they are
important.

¢« O

In income statement, we use ‘revenue’
instead of ‘sales’.

6.3 Calculating profit

The following information has been extracted from the nominal accounts in the
ledger of Jethro after one year of trading:

« sales of goods: $116000

« expenses incurred during the year — purchases of goods for resale: $59600

* payments made — rent and local taxes: $2760; power: §8930; wages: $42 770,
motor expenses: $2950; other expenses: $6840,

Required

Calculate whether or not Jethro’s business has been profitable during the year.

Answer

Jethro’s business has not been profitable. It has made a loss of $7850 (= Sales
$116000 — Payments $123850).

Sales $116000 less Payments made during the year $123850.

The calculation that we have just done can be shown more formally in an income
statement.

Ubertus provides the following information which is a list of the nominal ledger

balances he extracted from his ledger on 31 July 2014 after one year's trading.

« Sales: $§279988

» Purchases of goods for resale: $201 760

« Payments made — wages: $41215; motor expenses: $8960; local taxes: $1800;
advertising: $2430; insurances: $1540; other expenses: §9610.

Ubertus income statement for the year ended 31 July 2014 will include the

information above:

Ubertus
Income statement for the year ended 31 July 2014
Dr Cr
$ $
Revenue 279888
Less expenses
Purchases 201760
Wages 41215
Motor expenses 8960
Local taxes 1800
Advertising 2430
Insurances 1540
Other expenses 9610
Total expenses 267315
Profit for the year 12673

43



ﬂ Preparing simple financial statements

(AL L AR BT IR NSTIINRALAT SRR IR R AR RE 2R D)

» Now try Question 1.

This is a very simple income statement,

The difference between the sales revenue generated and the cost of the goods sold
is called gross profit.

We shall develop the layout in future chapters where we will consider adjustments
to make the statement more accurate and reveal more information,

6.4 Statements to show financial position

There are other types of account in a general ledger.

Some accounts in the ledger record the purchase of assets; some record liabilities
incurred by the business. Accounts in the purchases ledger show credit transactions
with suppliers, while accounts in the sales ledger show credit transactions with
customers. Balances from these accounts will be used to prepare a statement of
financial position.

A statement of financial position lists the assets owned by a business and liabilities
owed by a business. The total value of assets held must equal the total value of
liabilities,

External liabilities are amounts owed to people or businesses that are not the
owners. The difference between the amounts owed to external creditors and the
assets held by a business is known as capital or net assets. It represents the amount
of the owner's investment in their business,

9

Worked example

Heidi provides the following balances extracted from her general ledger:

Premises $65000; mortgage on premises $35 000; vehicle $12000; amount owing to
bank for vehicle purchase $4000; bank balance $1200.

Required
a Classify the information given into assets and liabilities.

b Calculate the value of Heidi’s capital.

Answer

a Assets: Premises, vehicle and bank balance ($65000 + $12000 + $1200 = §78 200)

Liabilities: Mortgage on premises and amount owing to bank for vehicle purchase
($35000 + §4000 = §39000)

b Capital = Value of assets less value of liabilities
= $78200 - $39000
= $39200

Once again we can show the information in a more formal layout,

Worked example

Kamil provides the following information that he has extracted from his ledgers at
31 July 2014:

Dr Cr

$ $

Bank overdraft 2200

Long-term bank loan 8000
Machinery 10000

Mortgage on premises 25000
Premises 40000
Vehicle 8500

Trade payables 800
Trade receivables 1500



6.4 Statements to show financial position

Additional information
Inventories are goods that have been
purchased for resale but have, as yet, not The inventory held at 31 July 2014 was valued at $2000,

been sold. Required

Prepare a statement of financial position at 31 July 2014,

Answer
Kamil
Statement of financial position at 31 July 2014
$ S
ASSETS CAPITAL AND LIABILITIES
Inventory 2000 Liabilities
Machinery 10000 Bank overdraft 2200
Premises 40000 Long-term bank loan 8000
Vehicles 8500 Mortgage on premises 25000
Trade receivables 1500 Trade payables 800
36000
Capital (net assets — difference between the 26000
value of assets and external liabilities)
Total assets 62000 Total capital and liabilities 62000

The information detailed in business books of accounts can be used to show the
profitability of the business and also to show its financial positions. A more formal

Bredpbessdbssanissdoniisanvarerriesisese and structured layout of a statement of financial position will be considered in greater
» Now try Question 2. detail in Chapter 14 (Section 14.3).

Worked example

|
| e

Nonaki provides the following list of balances extracted from his ledgers at 30
November 2014, after his first year of trading:

Dr Cr

§ $

Bank overdraft 1700

Sales 167880
Purchases &7 500
Wages 53710
Heating and lighting 1900
Rent and local taxes 4890
Vehicles 000
Motor expenses 2540
Equipment 6700
General expenses 1780
Trade receivables 3900

Trade payables 2340

Additional information:

Inventories held were valued at $4370 at 30 November 2014,
Required

Prepare:

a an income statement for the year ended 30 November 2014

b a statement of financial position at 30 November 2014.
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ﬂ Preparing simple financial statements

Workings

The purchases shown in the income statement is a measure of the goods bought and
used as sales. The figure of $87 500 is the value of the goods purchased for resale,

However, the additional information tells us that not all of the goods were in fact
sold. Goods to the value of $4370 remain unsold at the end of the financial year, so
the purchases ‘used’ to generate profits was $83 130 ($§87 500 less §4370).

Answer

Nonaki

Income statement for the year ended 30 November 2014

Dr Cr
$ $
Revenue 167880
Less purchases 83130
Gross profit 84750
Less expenses
Wages 53710
Heating and lighting 1900
Rent and local taxes 4890
Motor expenses 2540
General expenses 1780 64820
Profit for the year 19930
1 b
m : 0 Nonaki
It is usual to put in subtotals for each Statement of financial position at 30 November 2014
separate area, .g. non-current assets, 9 3
current assets, non-current liabilities and ASSETS CAPITAL AND LIABILITIES
current liabilities. 7 Vehicles 9000 Liabilities
Equipment 6700 Bank overdraft 1700
Trade receivables 2900 Trade payables 2340
Inventories 4370 4040
Total assets 23970 Capital 19930
Total capital and liabilities 23970
§ 3

Self-test questions

1 The ‘left side’ of an account adds to $349. The right side adds to $421. What
balance would be shown on the account?

2 Would the account described above show a debit or a credit balance?

3 Explain the term ‘trial balance’.

4 Explain why a trial balance should 'balance’ if there are no errors in the books of
account.

5 Identify two statements that can be prepared using information shown on a trial

balance.

Which of the two statements is used to calculate profits?

Explain the term ‘capital’.

Give another name for the term ‘capital’,

=]
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» Now try Question 3.
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6.4 Statements to show financial position

Chapter summary

e A trial balance is a summary of all the balances remaining in the books of account
(usually extracted at the financial year end).

» The balances are arranged in a debit column and a credit column.
» The totals of the two columns should be the same.

o If they are equal, it generally indicates that every debit entry has a corresponding
credit entry (see Chapter 10),

¢ The information contained in a trial balance can be used to prepare two statements:

one calculating the profitability of the business and the other showing the assets and
liabilities of the business.
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AS Level

1 Financial accounting

7

-» Content

» Apply the accounting concepts underpinning the preparation

of accounts: business entity, historic cost, money measurement,
going concern, consistency, prudence, realisation, duality,
materiality, matching and substance over form

48

Accounting principles, concepts
and conventions

o R

By the end of this chapter you should:

e understand the generally accepted principles,
concepts and conventions of: business entity;
historic cost; money measurement; going concern;
consistency; prudence; realisation; duality;
materiality; matching (accruals); substance
over form. )

N

Over the years accounting has evolved rules that all accountants use when preparing
the financial statements of a business. These rules are referred to as accounting
concepts or accounting principles. Some of these principles are enshrined in
law and in International Accounting Standards (IAS) laid down by major accounting
bodies (see Chapter 36).

The application of these rules by all accountants means that the users of the
financial statements can rely on the information they contain, safe in the knowledge
that a set of financial statements prepared in Kingston, Kuala Lumpur, Karachi or
Kalol for any type of business have been prepared using the same ground rules.

The concepts are an important topic: they underpin all of the work done by
accountants. Make sure that you are familiar with them.

7.1 The business entity concept

The concept of the business entity states that only the expenses and revenues
relating to the business are recorded in the business books of account, Transactions
involving the private affairs of the owner are not part of the business and should not
be included in the business books.

The owner’s private electricity bills or private food bills should not be included as
business expenditure.

If the business cheque book is used to pay the proprietor’s private mortgage
payments the amount should be included in the drawings account.

7.2 Historic cost

Traditionally financial statements have been prepared using historic cost. This means
that all income, expenditure, assets and liabilities are recorded at the price paid for
them at the date of the transaction. Unfortunately, as time goes by, the value of assets
is understated and profits are overstated, especially in times of inflation,

Some of the advantages of using historic cost are that it is:
e objective
® casily understood
@ casily applied to the double-entry system
e easy for external auditors to verify all transactions
e recognised by tax authorities.



7.6 Prudence

Some of the disadvantages of using historic cost include:

e overstated profits due to failure to adjust for increased costs of replacing inventory
or replacement of non-current assets

e understatement of non-current asset values, hence understatement of capital
employed (this can be overcome by revaluing the assets).

Property, plant and equipment should be valued at cost in a statement of financial
position. Cost includes the actual purchase price plus all other costs involved in
bringing the asset to the location where it is to be used together with costs of making
sure that the asset can perform its intended use. The asset is shown at historical cost
less accumulated depreciation. Non-current assets may be shown on a statement of
financial position at a revalued amount if the fair value can be measured reliably. The
company must revalue all assets in a particular class. If a company has seven different
factories, it cannot revalue just one of those factories. Future depreciation is calculated
and provided on the revalued amount.

7.3 Money measurement

Only transactions that can be measured in monetary terms should be included in the
business books of account. It is extremely difficult to put a value on:

e managerial efficiency and expertise

@ the skill and efficiency of the workforce

@ good customer relations

@ good after-sales service,

7.4 The going concern concept

Unless we have knowledge to the contrary, we assume that the business will continue to
trade in its present form for the foreseeable future. This means that we value all business
assets at cost, not at what they would fetch if sold (but see IAS 16 in Chapter 36). If the
business is going to continue, the assets will not be sold so sale value is irrelevant.

International Accounting Standard 1 (IAS 1) names the going concern concept as
a fundamental accounting concept (see Chapter 36.)

7.5 The concept of consistency

The concept of consistency requires that once a method of treating information
has been established the method should continue to be used in subsequent years’
financial statements.

The application of this concept can be seen in Chapter 19 when methods of
providing for depreciation of non-current assets are considered.

If information is treated differently each year then inter-year results cannot be
compared. Trends cannot be determined.

7.6 Prudence

Prudence requires that revenues and profits are only included in the accounts when
they are realised or their realisation is reasonably certain. This prevents profits from
being overstated. If year end gross profit is overstated, then the profit for the year will
also be overstated. If profits are overstated, a trader may withdraw more resources
(money and goods) from the business than is wise.

This could lead to a position where assets could not be replaced when necessary
or that trade payables could not be paid when due. However, the concept of
prudence allows provision to be made for all known expenses or losses when they
become known. For example, if damages were awarded against the business in a
court case, the business could make a provision on the estimated amount that it might
have to pay out in compensation.
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Accounting principles, concepts and conventions

Title is the legal term for ownership. For
example, title deeds to premises shows that
the holder of the deeds is the owner of the
premises,

If the inclusion or exclusion of information
in a financial statement would mislead
the users of that statement, then the
information is material.
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7.7 The realisation concept

The realisation concept states that profits are normally recognised when the title to
the goods passes to the customer, not necessarily when money changes hands. This
concept is an extension of the matching or accruals concept (see section 7.10).

Fiona is an engineer. She is fairly certain that, in July, Jack will sigh a contract to
purchase machinery valued at $18000. The $18000 should not be included in Fiona's
financial statements until the title to the machinery has passed to Jack.

When goods are sent to a customer on sale or return, a sale does not take place until
the potential customer indicates that they wish to purchase the goods. Goods sent on
a sale or return basis remain as inventory in the ‘sender’s’ books of account.

7.8 Duality

Every financial transaction has a twofold effect on the position of the business as
recorded in the books of account. The assets of a business are always equal to the
liabilities. This effect is recognisable in the accounting equation (see Section 14.4) and
in the double-entry book-keeping system. For example, when an asset is purchased
either another asset is reduced or a liability is incurred.

7.9 The concept of materiality

The concept of materiality recognises that some types of expenditure are less
important in a business context than others. So, absolute precision in the recording of
these transactions is not absolutely essential.

To spend much time in deciding how to treat a transaction of little consequence in
the financial statements is detrimental to the well-being of the business — it would be
a waste of time and resources.

Remember that capital expenditure is spending on non-current assets or their
improvement. Revenue expenditure is spending on the normal running costs of a
business. Non-current assets are used in a business for more than one financial time
period. If we apply the matching concept we should spread the cost of a non-current
asset over the years it is used to generate the profits,

Example
A business purchases a ruler. The ruler costs $0.45. It estimated that the ruler should
last for three vears. Technically, the ruler is a non-current asset and should therefore
be classified as capital expenditure. To do this would be rather silly for such a trivial

amount. The $0.45 would be treated as revenue expenditure and would be debited to
either general expenses or office expenses.

This treatment is not going to have a significant impact on profits or the valuation of
net assets on a statement of financial position — the absolute accuracy of its treatment

is not material.
_



7.10 The matching concept

7.10 The matching concept
The matching concept is sometimes known as the accruals concept.

As accountants, we are concerned with the value of resources used by the business
and the benefits derived from the use of those resources by the business in any one

financial year. The value of the resources used in any time period may be different
from the price paid to acquire the resources.

Juanita has a financial year end on 31 December 2014. The following amounts have
been paid during the year ended 31 December 2014:

5
Wages 48000
Rent 5500
Local taxes 1800
Insurance 2100
Motor expenses 14300

* Wages due to workers for work completed in the week 24-31 December 2014, but
unpaid, amount to $970.

Rent §500, for December 2014, was paid on 19 January 2015.

Local taxes have been paid for the period ending 31 March 2015, $450 relates to

1 January — 31 March 2015.

* Insurance includes a premium $300 for the period 1 January — 28 February 2015.
Motor expenses do not include $236 paid on 27 January 2015 for a vehicle service
completed on 15 December 2014,

Required

-

Calculate the amounts to be included in an income statement for the year ended 31
December 2014 in respect of wages, rent, local taxes, insurance and motor expenses.

Answer

« Wages: §48970
Juanita has used $48970 skills and expertise of her workers during the year even
though she has only paid them $48000.

« Rent: $6000
Juanita has had the use of premises worth $6000 to her; even though she had only
paid $5500.

* Local taxes: $1350
Juanita has used local government facilities valued at §1350 for the year. She has
also paid $450 for the use of facilities in the following year — we are not, at the
moment, interested in the figures relating to next year.

* Insurance: $1800
The payment of $2100 includes $300 for insurance cover next vear. This means that
only $1800 refers to this year.

« Motor expenses: $14 536
The service was completed in the year ended 31 December 2014 even though it
was not paid for until the following year.
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Accounting principles, concepts and conventions

7.11 Substance over form
This principle ensures that financial statements observe the commercial substance
of transactions rather than just their legal form, In most transactions commercial
substance is the same as the legal form, but occasionally the accounting treatment is
not a true reflection of the legal position.

For example, when a non-current asset is purchased using hire purchase, the asset
legally remains the property of the seller until the final instalment has been paid.
However, from a business accounting point of view, the asset can be regarded as
belonging to the purchaser.

r’
Self-test questions

1 A business has just purchased a spedialised piece of computerised
manufacturing machinery for $240000. It will be used for three years. It would
certainly have no resale value because of its specialised nature. How should the
machinery be valued? Cost: $240000; resale value: $0; average value: $80000.

2 Lopez says 'If we delay paying $45 000 for the purchase of a non-current asset
until a couple of weeks after our financial year end our recorded profits will
increase by that amount.’ Is Lopez correct in his treatment of the purchase?

3 Why is there a need to be consistent in the treatment of accounting
information?

4 What is meant by the term 'substance over form'?
_ J

Chapter summary

e Accounting concepts and principles are the basic rules of accounting. They should
be applied to the recording of all transactions and the preparation of all accounting

statements.
- - ———————
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» Now try Questions 1-3.
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AS Level

1 Financial accounting

-» Content

Closing down the double-entry
system

r 3\
By the end of this chapter you should be able to:

@ close appropriate accounts in the general ledger

e transfer amounts from the nominal accounts in the general
ledger to an income statement

e transfer a balance from an income statement to the
proprietor's capital account

e show details of changes to capital as a calculation and in

* Explain and apply the principles of the
double-entry system to record business
transactions

account format
1.4.2 Sole traders e prepare an inventory account in the general ledger
* Prepare an income statement and statement e value inventory by using cost or net realisable value
of financial position for a sole trader from e identify and calculate the effect that a change in inventory

full or incomplete accounting records

\ valuation will have on reported profits.

J

We have seen how the double-entry system works. The system relies on the basic
principle:

“Every debit must have a corresponding credit.

The following transactions took place during the year ended 31 August 2014 for
Ghola. All transactions were paid by cheque:

» 26 September 2013: purchase of vehicle $17500

* 30 September 2013: payment of rent $700

» 11 October 2013: purchase of vehicle $16900

* 17 October 2013: payment for advertising $120

» 1 November 2013: payment of wages $13200

» 23 November 2013: payment for advertising $2600
* 31 December 2013: payment of rent $§700

« 1 February 2014: payment of wages $§13700

* 31 March 2014: payment of rent $§700

* 31 March 2014: payment of local taxes $1300

« 1 May 2014: payment of wages $12900

= 17 June 2014: payment for advertising $340

* 30 June 2014: payment of rent $700

« 1 August 2014: payment of wages $14 600,
Required

Prepare accounts for wages, rent, local taxes, advertising and vehicles for the year
ended 31 August 2014,
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H Closing down the double-entry system

Nominal accounts are general ledger
accounts that record incomes and expenses
such as purchases, sales, wages, rent payable,
rent receivable, motor expenses, etc.

e

Real accounts are general ledger
accounts in which the purchase and sale
of non-current assets and cash and bank
transactions are recorded. Real accounts
would include land, premises, plant,
machinery, office equipment, vehicles, cash
and bank balances.

to see.

q private ledger is part of the general
ledger and is kept separate. It contains
accounts of a sensitive nature that the
owner of a business does not wish others

54

Answer
Dr Vehicles account Cr Dr Rent account
5 _ Sl i
26 Sept2013  Bank 17500 30 Sept 2013 Bank 700
11 Oct 2013 Bank 16900 31 Dec 2012 Bank 700
31 Mar 2014 Bank 700
30 June 2014  Bank 700
Dr Advertising account Cr Dr Wages account
$ $
17 Oct 2013 Bank 120 1 Nov 2013 Bank 13200
23 Nov2013  Bank 2600 1 Feb 2014 Bank 13700
17 June 2014 Bank 340 1 May 2014 Bank 12900
1 Aug 2014 Bank 14600
Dr Local taxes account _ Cr
:

31 Mar 2013 Bank 1300

The credit entries corresponding to all the debit entries shown would appear in the
bank account.

8.1 Closing accounts in the general ledger

At the end of each financial year, we need to close down any accounts that we have
finished with for the year in question. Not all accounts will be closed down. Some
accounts contain information that is relevant to the business’s activity in the future,
In fact we only close down the nominal accounts in the general ledger since

the information they contain will be used to calculate that year's profit. The real
accounts will remain to carry their information through into the following year.

How are the nominal accounts closed?

The nominal accounts are closed by transferring the balances on each account to the
income statement, which should be found in the general ledger.

Ideally, the income statement ought to be in the general ledger. In reality it is
rarely kept in the general ledger. The information contained is of a sensitive nature
so it will generally be kept separately from the rest of the general ledger in a private
ledger.

A private ledger is kept apart from the general ledger for obvious reasons. Other
accounts that the owner of a business might wish to keep in a private ledger may
include the capital account or an account that shows loan transactions, etc.

Example |
The accounts shown in the books of account of Ghola, above, would be closed as
follows:

The nominal accounts are transferred to the income statement. The transfers will
close the accounts for the year in question and will leave them clear to start a new

financial year.

The accounts and the income statement are as follows:



8.1 Closing accounts in the general ledger

Dr Vehicles account  Cr Dr Rent account Cr
$ $ 8
26 Sept 2013 Bank 17500 30 Sept 2013 Bank 700
11 0ct 2012  Bank 16900 31 Dec 20123 Bank 700
31 Mar 2014 Bank 700( 31 Aug Income 2800
30 June 2014 Bank 700| 2014 statement
2800 2800
Dr Advertising account Cr Dr Wages account Cr
5 $ $ 3
17 Oct 2013 Bank 120 |21 Aug 2014  Income 3060 1 Nov 2013 Bank  13200] 31 Aug 2014 Income 54400
23 Nov2013 Bank 2600 statement 1Feb 2014 Bank 13700 statement
17 Jun 2014  Bank 340 1 May 2014 Bank 12900
1 Aug 2014 Bank 14600
3060 32060 54400 54400
Dr Local taxes account Cr Dr Bank account Cr
= =gt is:; s e —sal 7
31 Mar2014  Bank 130031 Aug 2014 Income 1300 26 Sept 2013 Vehicle 17 500
| Setement 305ept 2013 Rent 700
1300 1300 11 Oct 2013 Vehicle 16900
17 Oct 2013 Advertising 120
1 Nov 2013 Wages 13200
23 Nov 2013 Advertising 2600
31 Dec 2013 Rent 700
1 Feb 2014 Wages 13700
31 Mar 2014 Local taxes 1300
31 Mar 2014 Rent 700
1 May 2014 Wages 12900
17 Jun 2014 Advertising 340
30 Jun 2014 Rent 700
1 Aug 2014 Wages 14600
Extract from income statement for the
year ended 31 August 2014
$
Expenses
Rent 2800
Advertising 3060
Wages 54400
Local taxes 1300

Notice that credit entries are made using double-entry principles; each credit in a
nominal account is matched by an entry in the income statement.

The vehicles account and bank account stay open since we will use these accounts
next year,

The purchases, sales, purchases returns and sales returns accounts will be closed
using the same technique but the balances on those accounts are transferred to the
trading account of the income statement,

Not only does the closing of the nominal accounts provide us with information
to enable us to calculate the profits made by the business, it also enables us to have
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H Closing down the double-entry system

Purchases are any items that are purchased
with the intention of selling them to
customers.

Inventory is goods held for resale that
have not been disposed of during the
financial year.

56

a fresh start in the general ledger nominal accounts next year. Imagine if we did not
tidy out these accounts on an annual basis, some accounts would have hundreds of
thousands of entries after 20 years!

The rule is that all accounts providing us with information that is relevant to one
financial year are closed down at the end of that year — the other accounts remain
in the books of account as balances to start up the system again next year. All these
remaining balances show the financial position of the business — in the statement of
financial position on the final day of the financial year.

8.2 'Closing’ the income statement

The income statement is also closed down at the end of each financial year. We can
then prepare the next income statement in a year’s time.

The following list of balances has been extracted from the books of Patel, a trader,
after his first year of trading:

Balances at 31 December 2014

$ 5
Purchases 41600
Sales 103110
Land and buildings 60000
Fixtures and fittings 7000
Vehicles 21000
Rent, local taxes and insurance 5430
Lighting and heating expenses 7980
Motor expenses 9260
Repairs and renewals 1780
Wages 14320
Trade receivables 1740
Trade payables 1490
Drawings 2170
Capital 70000
Cash 480
Bank balance 1840
174600 174600

Inventory at 31 December 2014 was valued at $1010.

Required

a Identify the accounts that will be closed down at the end of the financial year by
posting the amounts to an income statement.

b Prepare an income statement for the year ended 31 December 2014,
¢ Prepare a statement of financial position at 31 December 2014,

Answer

4 The following accounts will be closed (they are all nominal accounts): purchases,
sales, rent, local taxes and insurance, lighting and heating, motor expenses, repairs
and renewals and wages.



8.2 'Closing’ the income statement

Income statement for the l;it:'! ended 31 December 2014
$ $

Revenue 103110
Less Cost of sales

Purchases 41600

Less Inventory 1010 405980
Gross profit 62520
Less Expenses

Rent, local taxes and insurance 5430

Lighting and heating 7980

Motor expenses 9260

Repairs and renewals 1780

Wages 14320 38770
Profit for the year 23750

* The income statement is ‘closed’ with the profit for the year calculation of $23 750,

« The profit for the year is entered on the credit side of the capital account in the
general ledger, thus increasing the amount of capital invested in the business by the
O IET,

Statement of financial pp:sii::ilnn at 31 December 2014
S $
ASSETS
Non-current assets
Land and buildings 60000
Fixtures and <ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>