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Preface

Business Finance for Risk Managenanr 1s imended 10 cover the broad areas
af linancial and management accounting. For this reason, the text considers
the basic elements of book-keeping in order to give the reader an
understanding of the principles underlving the accounting process. Later
chapters incorporate such topics as the siructering of the accounts of the sole
rader, the paripership and corporations. This is complemnented by the
management aspects of accounting wherein the reader is introduced to an
analytical framework for the interpretation of accounts and 1he principles of
budgeting, pricing 2nd investment appraisal.

Readers must be clear in their minds that o 1s not possible in a baok of this
length to consider all the aspects of these subjects in delatl and hence in some
greas it is anly possible 10 give a surface discussion. Nevertheless, this
provides a base from which a ‘finc-tuning’ may \ake place; wider, more
specific reading is essential if learning 15 10 be cffeciive.

Throughowt the text, a number of cxumpics have been provided, examples
which set out to clarify some of the points that have been discussed. What
is important is that readers must be able (0 show thas they undersiang the
underlying principles and the method and be able to prove that they can put
both inte practice with speed and efficiency.

There is no short<ut ta success and for this reason the principle texts that
are suggested as supportive include some that are merhodological in their
nature.

Practice produces proficiency!

Finatty, (here remains the pleasant task of acknowledging the gencrous help
of colleagues and (ciends particularly Radd Struit for his critical comments
and suggestions on various chapiers,

Rill Hatings
1st October 1987
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1.1

1.1

1.1.2

Chapter One
AN INTRODUCTION TO FINANCIAL ACCOUNTING

The Theorctical Framework

Let us first examine a number of definitions of Accounting. These, of
course, are no( exclusive of pthers and the reader 1s commendced to scek
his own. These definitions will pravide a framework from which we can
cxamine the nature of financial accomuting,
“The central purpose of {inancial accounting 1s 1o make possible (he
penodic matching  of  costs  (cfforts)  and revenues
(accomplishments).”

“Accounting is the art of recording, classifying and summarising
. in terms of money ... events ... of a financial characier.”

“The process of identifying, mecasuring and communicating
economic information to permi mformed judgements and decisions
by the users of the information.”

Whatever the definition, implicit in them al) is the exchange of value and
the provision of snformation.

Information

In today's fast moving business climate, managers at all levels require
information. Such information is nceded, amongst other 1hings, for
planning and decision making. Whatever the nature of rthe business,
whatever the environment within which it aperates, the business’
elfectiveness can be frequently assessed by the guality of its information
base. This 1s an aspect which we will deal with in mare detail lacer,

Exchange of Value

The recording of business transactions has cxisted for a leng time.
Evidence is 10 be found in the crumbling ¢lay tablets of 1he Pharanhs,
Lacer, recordings were made on papyrus, the Greek word upon which our
word “paper” is based. Many years laier, the Romans recorded the wiitien
word on parchment vellum and in South East Asia, the Buddhist Monks
engraved 1the daly accounts of the revenues and expenses of their
monasieries.

The modern 1erminglogy for this sysicmonc recocding of transacnions is
called Book-keeping. Jn s correct formy, it is known as Double-Entry, a
process which has been generally aitnibuted to 15th century [tahans,

Book-kecping, which may be defined as the scicnce of correctly recording
business transactions that result in the transfer of cash or moncy’s worth
in the books of account is clearly a concept that is nol new, and 1he
prinrcipies of handling such a process in a snull busipess are no different
from those applicd in the multi-nauonal conplomeiate. ladeed, in the
light of madern hardware and soliware developments, sophisticated
techniques are now available fa the small husinessiman, theeeby assisting



him (o muke cllecuve decisions. Despite this, many accounting systems
i the oider nwre tradmonal business often remain cumbersome und
unwieldy Cenuinly, specialisation, decentralisation and
internatniiglisation of many businesses have led 1o the mechanisation of
accounuing systeins and 1oday, the main-frame compuler, the miai-
compuier and the micro have meant that the needs of the book-keeper and
the accouniant are more easily met. Indeed the latest equipment is no
longer our ot the reach and the purse of the small businessntan.

It 15 clear that book-kecping, as a means of recording business fransactions
in terms of'a monetary unit, is well praciiced. Flexibility is 2 key to {15
success. Rigidity 10 any system is likely to be a recipe for failure but
nevertheless it must be subject 1o certain fundamental principles,
principles 10 which this rext will soon turn.

Clearly, the volume of information which is required by a business
depends much upon irs size and its needs but one fearure which muse be
closely watched is (hat of the benefits accruing 1o an organisation from
system implementation. Costs must not be excessive in relation to the
information obtained. Whatever the organisation, whatcver the {unction,
the ¢larity of che painting can only be observed if the artist applies the
brush with some precision. [f monetary movements are commsited 1o
paper then st any momenl in lsme 2 businessman should be able (o assess
the value of that which he owes and the things that he owns.

The maus purpose ol being 0 business is 1o make 3 profit and it is esential
that accounuing systems are designed to ensure that this figure is easily
determined. [n addhion, it is important to see how final profiability is
established, in other words, evidence must be given <oacerning the
camponent paris of profit and their cumulative effect upon an
Orgamisanon.

Records are important not only 1o the owners of a business but 10 others
who may weil have vested interests. Creduors show)d be happy with 1he
risk 1hey are 1aking; bankers with theirs. The [nland Revenue will base
thewr evaluanon of tax liabitities on the accounts and prospective
purchasers of a business will requice justification of the price thar is being
mked In the mstance of Limied Companies, fecords must be kept in
accordzgnce with statutory reguirements. Other types of Organisations will
do so 1o protegt their internal interesis (for example Parinesships and thetr
partices, Socal Clubs and their members), What is clear is that even
though there may be no legal requirement, the prudent businessman will
be well advised (0 maintain an adequatle book-keeping systermn.

Personality and Status

Lot us baefly exaimiage the nawuce of legal personality. The law recognises
‘persenality’ as moving beyond the behavioural consideranons which mosi
of us apprecuwie. The nature of these personalities will be more
thoroughly cxamined elsewhere and for Lhis reason only passing corament
will be made here,

1.2.1

1.3

1.3.1

Incorporated Associations

Corporations iake a3 varicty of forms but, once estublinhed, acquire 2
‘personality’ that is separait from those who huve coliccovely lormed u
Thus oae would ceasonably expect the luw 10 recognise that the lew (for
example, the Board of Directors) who represent the many (say the
Sharcholders) will have a special cesponsibihicy. This 1s in fact (he cuse
Statutory corporations derive their enure existence frem some stanory
authority which clearly delineates {or a1 least ought o} thar werms vl
reference, their powers and the extent of their authonty. There are o
onumber of impertant statules, particularly The Compames’ Act 1985,
which we will have 10 consider. Al this stage, sulTice 11 10 say thur record-
keeping or these Organisations which Rl wuhin such statutory remiis is,
1o a certain extent, predetermined.

Unincorporated Associations

These do nor boast o legal personality of their own, They extend 1o
inclode The Sole Trader, Pacinecships, Trade Unions, Clubs aad
Societies and ather similar Grganisutions which ulthough not having the
same legal oblgations as their Corporate counterparts nevertheless have
moral obligattons (0 their members,

The importance of these aspects will become clear fater, tor thoueh the
basic book-keyping principlkes are much the same, the treament ol the
financig]l accounts as between them 13 subject o some vananon
Specifically, we will fiest consider Financnd accounting within
framework of the Sote Trader and later move 1o Partnenships and i1he
accounts of Carporations. In the meantime, however, let us consider 1he
nature of the accounting profession.

The Accounting 'rofession

The patere of business is such that the managemene of the accaanting
process is divided into 1wo broad divisiens. The reader should clearly
differentiate between 1the financial occountant and the managentem
accounant.

The Financial Accountant

Let us, for a mamient, examine the book keeper. §le s e persun who
mokes the vanous entries 1o the “note bosks” ol the busimess us cach
business event occurs. These subsidiary’ aoks are the ase Trom which
the ledpger is created. This latter docunient s Gt the permsuen revord
of the Orgamsunion and it, in yurn, serves as the bosis or strecturing the
tioal accounts.

As will be seen, the linal preparation of such DHinal Business scosunts s
the Manufacturing, Trading and lProne & lLuss and Appropounoen
accounts, and the Balunce Sheet depends upon these subsidiary books
being accurately completed. The noture of 1hese books vary from ong
Organisanion (0 another, each choosing what it needs. Ulhe mam fypes e

3



1.3.2

1.4

(a) Sales Book Contains details of 1he credit sales ol the
business

Conlains details of the credit purchases
of the business

Containg details of goods thar have been
returned by customers (o the business
Here, details of goods returned by the
business to suppliers are recorded

A general purposes book in which each
transaction is emered, with s12iements
a5 {0 the accounts 10 which it s 10 be
cntered.

Contains details of cash transactions

{b) Purchases Book
{c) Sales Returns
{d) Purchases Returns

(¢) Journal

{7 Cash Book

In general it 1s the role of the book-keeper 10 kecp these books.......but
slways under the waichful eye of the Accouniant whose Tesponsibilities
may be summarised as:

(a} The maintenance of adequate records

{b) The mainienance of 1he daily business transactions

(¢} The maimenance of the accounts

{(d} The preparation of the (inal accounts

{¢) The necessary handling of money

(N Authorisation of necessary information

(ry The provision of necessary information to assist management in
their decistan making

¢h) The maintenance of records according 1o statutory
reguirements

The Management Accountant

The mansgement accountant is less concermed with the physical
completion of the documents that aid formation of the final accounts of
an Orgamisation than with such matiers as:

(2} lmplementing the ncccssary controls to assist clficicncy and
peevent fraud

(b} Praviding 1he back-up for profit planning and budgetnry
planning,

{c) The determination of smarginal costs.

This dichergmy into Financial Accounting and Management Accounting
serves 1o gdlastrate the manner of approach thar s text woll ke, s,
wu will deal with 1he principles of financial accounting und then turn to
a pumber of sspects which tymify the role of the aranagement accountant,

The Balance Shcet

Earlicr in this chapter refesence was made 16 1he ledger as vhe basis of the
lino) accoumts and the balsnce sheat 95 one document (hat was dernived
fram them, et us then start with the end product namely 1the Balance
Sheer It has v be emphasised thao this documient i NOT an acceunt, it

15 but 2 financial snapshor at a2 pant in time, [t exhibus the finanoial
health of the Organisation it represenis and 1s one method available 10 1he
accountant by which significant facts about an Organisation are
represented. Clearly, in undersianding 2 balance sheey, the reader will be
beiter ablc 10 see the financial positon of a business and 1o assess the
eflect alterations will have.

One useful framework in which 10 introduce the ideca of a balance sheel
is 10 ask the reader to assume the role of 2 rich benefacior who meets 3
penniless pauper. Bearing in mind that the accouniant measures wealth
in financial terms then the pauper must be perceived as having none. The
pauper 15 hungry and he seeks help. The ‘kindly* benefacior provides 1he
funds but his magnanimity is clouded by tus demands thar the money s
later returned to him.

One effect is that the pauper has gained an asset. In addition to having
gained an assct, the pauper has also gained a liabwhiy. He owes money 1o
the rich benefactor. Let us differentiate between these two terms. In
business 1erms, an asstt may be morc appropriately defined as the
property or possessions belonging to the Orgamisation, including money
owed to them by customers {(in other words, debtors). These assets of a
business are ysed to generate income. On the other hand the Liabihties of
a business comprise the obligations and debis owing for 1he goods
supplied, or 1he services rendered.

I will be noticed thar what the panper owns and what he owes are
fiancially the same. If we were to place these on either side of o set ol
scales they would be in equilibrium. Thus ules of equidibonn i che
balance is important. What is owed by an Orpamsation musi ¢quale (0
what is owned. Try it for yourself. Cquate what you own agawnst what you
owe, For example, you may, 1oday, start by owning

L
(3a) A bouse (cost) 50,000
(n) Furniture (cost} 10,000
{c) A Car (cost) 4,000
(d) Cash 6,000
70,000

and owing: L
{1} BRuilding-Socicty 20,000
(Y The Tharniture Fum .0
{(¢) Bank l.oan _ 2,000
23,000
Yet this does not balance. You own £ ' 74180 bur anly awe £23.000, Why?

the answer lies in the fact that the balauce sheer will also show whai you
“owe™ 10 yourself; namely £30.000 of the house, 9,600 of the Turpiture,
£2,000 of the car and all of the cash. In other words, £17,000 it owed (o
yourself and £23,000 1o orthers, This andebiedness 1o yourselt s tcomed



Captal Fram o business point of view it cepresenis what has been
wvested inthe business by the owner. Be sure to be clear in your mind
thar Capital 1s 4 habiley, the money usell is, of course, an assel.

This s a most imporiant (eature and it must be seen that the business ang
the awners are «onsidered 10 be separate cntities,

In balance sheet formar then this information would be as follows:

Balance Sheet, Myself as at -/-/-

L L

Cupital 47,000 House 50,000
Car 4,000
Building Suciety 20,000 Furniture 10,000
Hank Loun 2,000 Cash 6,000

Furnuure Firm 1,000
70,000 70,000

Fig. 1.1

Note the farmat. lo this ‘traditional’ style of presentation the assets are
shown on the nght hand side and the liabilities on the left. Thas this is
the ¢ase 1s simply tradition {a more modern approach will be considered
later) Indeed, in 1the United States the habit is the reverse. Whatever the
cuse, 1t does serve 1o show the nature of the equilibrium.

The Lffects of Change

L.t us now cxamine what happens if changes in circumsiances take place.
Lut us assume the following transactions at the end of each day:

Day 1+ Transicr 10 Building Society £5,000

Day 20 Sale of Car lor £4000. Moncy 10 be paid Day 4.
Day 3:; Buy 2 boa for £2000. Pay on Day 5.

Duy 4: Cur mongy 15 received

Day 5. Pay lur the boat.

Considur the ¢fTect wpon 1he balance sheet outlined in Figure 1.1, In Day
I the ¢ash is reduced by £5,000 and the building society s increased by
the same amount, Flere an asset is reduced and another one is incressed.
Thus the balance sheet ar the end of Day 1, would be as lollows:

Balance Sheet, Myself as at Day |

L L
Capital 47,000 Housc 50,000
Cur 4,000
Buldding Socny 20,000 IFueniure 10,000
Bank J.oan 2,000 (lonh 1,000
Furniuse s 1,000 Ruiding Socicty 5,000
70,000 70,000

3

On Day 2 the car item is reduced by 4,000 and anather asset (u debror)
is increased ... also by £4,000. Here is the balance sheet ac the ead of
that day:

Balance Sheet, Myself as ar Day 2

£ L
Capital 47,000 House 50,000
Debror 4,000
Building Society 20,000 Furniwure 10,000
Bank Loan 2,000 Cash 1,000
Furniture Firm 1,000 Building Society 5,000
70,000 70,000

On the third day, a boat was bought (hus an assct incceascs but no money
has changed hands. Nevertheless there are two chaages; lirs( 2 new assel
at valuation (in this instance its cost) and a new liabilily {u creditor}) in the
same amounl.

Balance Sheet, Myself as ai Day 3

£ L

Capital 47,000 House 50,000
Boas 2,000

Creditor 2,000 Debior Hoow
Bwiiding Society 20,000 Furniture 10,000
Bank Loean 2,000 Cash 1,000
Furniture Firm 1,000 Building Soviely 5,000
72,000 72,000

IU's the fourth day now. The debior is removed because he pavs what s
due 10 you and at the same time your cash in¢reases by an cqual amount,
this dual effect is recognised in the balance sheet prepared at 1he end of
that day:

Balance Sheet, Myself as a1 Day 4

L L
Capiral 47,000 House 50,000
Boeat 2,000
Crednor 2,000
Building Socicty 20,000 Farmuure 10,000
Rank l.oan 2,000 Cash 5,000
Furnirere Firm 1,000 Bunding Secwety 5,000
72,000 72,000

On 1he Ioal day, Day S, you pay omt some cash; the credicor e s o
loager there and your cash wem falls by the yeme smount

9



Balance Sheet, Myrelf as at Day §

L L
Capital 47,000 House 50,000
Boal 2,000
Building Secicty 20,000 Furniture 10,000
Bank Loan 2,000 Cash 3,000
Furniture Firm 1,000 Building Society 5,000
70,000 70,000

Ttis dual aspect of change in vhe Balance Sheet is fundamental and the
resder must be sute 10 understand ils basic principles.

The ollowing table outlines the range of change possibilities and how
they will aflect the balance sheet.

Change 1 Change 2
[ Assel in¢reascs Assct decreases
2. Asset decreascs Asset Icreases
§ Asset In¢reases Liability increases
4, Asset decreases Liability decreases
5. [.iability increases Liability decreases
6. Liability decreases Liability increases
7. Liahility increases Assel increascs
8 Liabilivy decreases Asset decreases

1 is important (o understand that cach change affects the balance sheer
10 two ways and the balance sheet always maintains equilibrium.

We have already iniroduced the nature of assets and labilities. These can
be further broken down as follows:

Assets:

The following is essentiaily a scale ol permanency. In other words 1he Nirsi
shown represents the least liquid asscis. The last shown are more casily
converied ino cash.

I. Fixed Acquired for continuous use, (for example buildings)

2. VWorking Fixed in aaturc but gradually consumed (for example coal
In a coal mine)

3. Current  Cash and goods acquired lor the purposes of sale {that is,
asscts In various stages of conversion o cash)

It should be noted that even within cach asset type there exisis a scale of
permanency. TFor example, the fixed asset of land is clearly morce
permanent than the fixed asset of 2 motar car; the current asset of stock
1Is more permanent than that of cash.

Liabilities:

These are not so casi}y broken dawn bin sradivianaiie rheu Mafl inea-

1. Current That s, those of a <hori term nature (in other words are
fess thun one yem und which mie usuoally met g of
current assets)

2. Long Term shose that exceed onc year.

Yet again, there exists a scale of permanency. For example, a2 bank
averdraft 1s clearly a short-term method of funding and hence 18 less
permanent than its bank-loan counterpart. This in urn is less permanent
than a mortgage.

The reader should clearly differentiare beiween these labilities that are
endogenous 1o the Organisation and those thal are exogenous. What we
have discussed so far ace liabilities that Ii¢ “outside™ the Organisation. The
“inside liability we have already discussed and, of course, it 1akes the (orm
of Capual.

Given this general owline, an interesting feature materialises namely,
CAPITAL + EXTERNAL LIABILITIES = ASSETS.

In ather words, in the knowledpe of uny (wo, the thurd can be deduced.

Finally, the reader must realise that the layout ol these elemens in the

traditional format of a balance sheet should be as follows. It will be seen

both between and within the elements ol the balance shecr, 1that the most

permanent aspects are shown first with the Jeast, lasi. This siruciure

within elements remnains cven when the bataace sheet 1§ in 3 more modern
form.

Balance Sheet of “Organisation” as at “Date”

Capital XXX Fixed Assets
Most Permanem XXX
XXX
Liabilities [.east permanent XXX
greater than B XXX
one Year
Most Permanent KXX
XXX
Least Permancnt XXX
XXX
Current Assets
Muost Permanent XXX
AXX
Liabilities Peast permanent XXX
less than XXX
one Year
Most Permanent XXX
b 9.8.4
[.cast Permunent XXX
XXX
XXX XXX

Frg 1.2



Using the wformarion (rom the balance sheet of Day 5 (see page 10) we
mMday restcucture it m accordance with this format. Thus we have:

Balance Sheet, Myself as at Day 5

£ L L L

Fixed Asseus
Capital 47,000 House 50,000

Boa 2,000
Liabilities Furpiture 10,000 62,000
greater than
one Year
Building Society 20,000

Liatilities Current Assels
less than
Unec yoar

Furniture Fim 1,000 Building Socicty 5,000

Hank l.oun 2,000 3,000 Cash 3,600 8,000
70,000 70,000

There 1% an alternate, form of presemation which the reader will come
acress. In essence 11 shows how the business 15 financed. Thinking about
the obove bulunce sheet, we see that if the business were 1o be closed then
the immediate liabilites could be paid off by realising the current assers.
The Songer-term habilities would require disposal of some of ihe fixed
asse1s. A picture of this may be obtained by equating whai is known as
the net worth of the business (o its capital. Clearly, these 1oo should
balance. The bulance sheet overleal is a re-formarted version of that
outhned sbove and it shows the natvre of this relanonship:

1.5

Balance Sheet, Myself as at Day 5
L L L L

Fixed Assets

House 50,000
Boat 2,000
Furniware 10,000
62,000
Add

Current Assels

Building Socieiy 5,000

Cash 3,000 8,000

Less

Liabilities less than one year
Furaiture Fiem 1,000
Bank Loan 2,000

| s
Fo
p=4
=3

9

=

v

X

Total Net Assets 67.0U0
Less
Liabilities greater than one yecar
Building Society 20,000
NET WORTH 47,000

Financed by:

CAPITAL EMPLOYED 47}002

Conclusion

In 1hus chapler we have introduced the reader o the wature and role off
accoumisncy. Some of the basic Jongudge has been vonsidered and belore
moving {urther the reader should be funmliar with the basic tencty ol
balunce sheet siructure. This document is in some ways the ¢nd praduct
of financial accounting but it must be realised thai W is bur y statenent
Indeed by the time the accountant has presented the document it s
already out of date. It changes with great regulanty and the reader must
realise the dual effect that these changes precipiats,
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Chapter Two
DOUBLE ENTRY AND THE TRIAL BALANCE

Introduction

In 1he last chapier we considercd. amongst oiher things. (he basic
structure of the balance sheet and we sow that every iime a change took
place there were two diemensioas ta the eunsaction. This, of course,
simply reflects the reality of business where there 15 ¢xchange of value.
Whatever the case, the exchange of cash loc goods, or services, indicates
thar one element of the balance sheel benefits and the other loses. This
duality is fundamental in that it docs NOT mean 1hai in the ledger the
same entry is made 1wice but rather thar two independent eniries resul.
In fact, the terminology is 1hat one eniry is 2 “Debin” cniry and the other
a ‘Credit’ entry. As will be seen you cannot have ane without the ather.

The balance sheer as a smapshot in time does have its limitations, For
example, it does not el us who are the debtors or the creditors. Neither
does it 1¢]] us the age of the assets. Certainly, we have cxamined the two-
fold nature of change in the balance sheer and this has served 10 introduce
the ider of debit 2nd credit eniries. However, the balance sheel uself is
ncither debited or credited though i fing o be sawl thad ic will refleet the
consequences of such entries. Where then ace they ntade? The answer is
in the Ledger, the document 10 which we referred earhigr and from which
the final accounts are created. It is the ledger that hosts the transactions
and which provides:

1. The information that the balance sheet Tacks.
and
2. The place for debiting and creditng the financial consequences
of a business transaclion.

The Structure of the Ledger

Before Jurning to a small example it is appropriale now 1o consider how
the ledger itsell is divided.Cleacly, in the small business where there are
a minimal number of transactions, keeping track of the various accourits
that the lcdger houses is not (oo diflicule o vusk. This cannat be said of
the larger Organisation. In order to overcomwe (his problom the ledger is
traditionally sub-divided as follows.

I, Personaf
This section of the ledger houses those accovms of & personal
nature, aamely the Debuors and Crediors of the business.

2, Dnpersonal
fa) Reafl
These accounts are concerned with those things of a business that
are more 1angible. They contain records of aquisitien and disposal
of objects of possession, namoly, the Assets. They also contain
details of the Liabilities.
(b} Nowninal frnon-reai)
Here will be found the accounts that relawe 1o the expenses or the
income of the busincss.

15
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Clearly, the vontent of the Jedger vanes from one Organisation 10 anolher
and accounts are only opened according to the needs of the business.
However, the broad structure is cormmon and is applied equally in manyal
systems us in those that are mechanically or clectronically processed.

The Ledger Accounts and Double-entry

The voluminous nalure of financial, accounting is such that it is
unreasonabic tr expect every (rarsaction 10 be posted (o the mata ledger,
For this reason the subsidiary books (to which reference was made earlicr)
host the daily (ransactions. The Sales, Sales Returns, Purchases and
Purchases Returns Books are clearly concerned with the trading aspecis
of 3 business For example, it would be inappropriaie 10 use 1hese for such
things as Plant and Machioery, or Furniture because these are used for
running a business; they are not generally purchased with a view 10 resale,
The journsl, on the ather hand, s wsed 10 handle any transaciion for
which there is no special book. L is nor normally used for cash or bank
items Lach of these books 15 used before the ledger eatries aad is ceally
the mcans by which notes of the various business transacuions are kept.
They are sometimes called the day books and are totalled a1 various
intervols (say daly) and emiered (or ‘posted’) 10 1he Jedger in a fashion 1ha
emyures campluance with the principles of double entry. However, we will
not cxplore this avenue any further.

The double entry principle staies thar all business transaciions have a
double aspect, o other words the taking and giving of benreftt. Borh these
aspedts are recorded in the ledger accounts, one on the right-hznd side
(Credit) of the account; the other, on the left (Debit) side.

Whai then does 2 ledgee account look Jike? Tt can 13ke one of two forms.
The first form s frequently abbreviated, (or convenience, 10 what is
known as a 71" aceuunt, In this instance, 1the appropriale entrics are made
with the balunce of the account being obtained as and when required. A
second version exists. [t is known as the ruaning dbalance account. The
prinuiples of ¢ntry are the same but it does have a disinel advantage,
namely; thal al any one time, the balance in the account can be easily
ascertained.

An example wall help 1o make these various issues clear, Consider that you
are 1n business for yoursell and that you decide to purchase some
{urniture. You postpone payment unntl a lawer date. ln accordance with
the expectations of the principles of dovble-entry, 1wo accounis must be
considesed:

1. The Furniture Account (A Real Account)

2 An Account in the name of the person to whom you owe money
(A Presenol Account ... specifically & Creditor)

1lustration of a T’ Account

Daie frem L Daute Iiem L

L ]

Left (Debit) Side Right (Credit) Side

IHustration of a ‘Running Balance' Account

T

Dr. Cr

Daie Iiem Dr. Cr.

Fig. 2.1

The relevant entrigs, assuming 2 purchase cost of L7,000 woukd ook a»
follows. To mainiain simpliciiy these and lurther ledger entries are shown
in 3 moze bricl format and the reader §3 left 1o assume the correct dates
of the transactions and (0 deduce coatra=<niry details:

{a) (b)

Furniture afc Namwed person afe

7,000 | ' 7,000
>

In oiber words, sccount (3) has been debied, accouns (B} huy been
credited.

17
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Let us now assume that the creditor s paid. Yet again, two accounts have
10 be considered this time the creiditor’s personal account (which already
hos a credit enrry of £7,000) and the cash account. The entries will now
be.

(a) {b) c)
Furniture alc Named person alc Cash alc
7,000 ’ 7,000 ; 7,000 7,000
w .

What has been said? The Furniture account has ‘received value' of £7,000,
1hat value having been obtained from 2 credit item clsewhere in the ledger;
specifically a personal accouni. Notice the pattern, Fiest, ane account
fuves value then another receives. This principle was repeated in the
second transaction whereby the cash account lost value and the creditor
gained value. Again, the credit items and the debit items are co-equal.

In summary, we see that the various ledger accounts host the principles
ol double entry, one account is always debited, the other credited.

This simpie example has served 1o show 1he fundamentals and the reader
should (ry further 1o understand its basic tenets by endeavouring 10
structure some ledger accounts {or himsetf, from the following series of
transacyons which commence, as seems natural, with a business
capitalisation of £25,000 by the owner.

Day Transactions

1 (a) 125,000 placed by the proprietor into a business bank account
{b) Taid £10,000 premuum (by cheque) for premises.
{¢} Paid £2,500 (by cheque) for plant and machinery.
{dy Transferred £250 from 1he bank to cash.

2. Purchased, on credit, goods for resalc:
(a) L300 stcel bars from Bars pic.
(h) £500 me1a) goods rom Metals plc.
{¢) £400 ocrher materials from Suppliers plc.

3. [urchased, by cheque, £1,000 goods {rom Factars Co.
1 Boupht Office furniture for cash £150.

The first cransaction would be as lollows:

Camial Aceount
| 25,000

[The full, worked cxample, is 10 be lound on page 32)

Bank Account

25,000

Capital and Revenue Expenditure

Al businesses are not like our pauper. I they are to move forward they
will reguire in the first instance 1o be capirtalised. Cons:der fosr a momcnl
a business cntreprencur who decides 1o set vp a business selling craft toys.

2.4.1

2.4.2

He complies with the approptiate requirements and makes a capital
contribution of £10,000. Our businessman keeps a simple cash record of
his 1ransactions, let us say it is as follows:

L

Starting Cash 10,000
Less: Purchase of Wood 2,000

Premises purchase 5,000 7,000

3,000

Cash from Sales 5,000

Cash at the week end 8,000

Having started with {10,000, it appears to be the case 1hat a loss has
resulted. The business is £2,000 cash down on what it staried with. The
fault of this conclusion lies in the fact 1hat no account has been taken of
the difference between Capital expenditure and Revenue expenditure! two
concepts which are of fundamental importance in the determination of
profits. What then is the difference?

Capital Expenditure

This is expenditure by a business on those items which last longer than
2 year and which therefore have gn enduning influence on the profit
making capacity of a business. [n this example, the premises will continue
10 be used for a long time before they require 10 be replaced. Indeed, if
the decision was taken not to trade any more then the premises couid
easily be sold. Remember, the purpose of an assel is to gencrate incoms
and if there were no premises thea there would be doulx s 10 the
likelihood of trade. Examples of capital expenditure include expenditure
on land and buildings, plant and machinery, fixtures and fitings, maoter
vthicles and so on. Such expendiure appears in the Balance Sheel as
Fixed Assers.

Revenue Expenditure.

On the other hond, tevepue expeaditure is on those nems than are
consumable in therr nature, be it goods or setvices, These are steme which
do not last a long time but are used quickly by the business for its benefit
and are then lost for all tme. Examples would include, for example,
postage charges, telephone charges, wages, salaries, overdralt imterest,
stationery. This 1ype of expenditure appears in ihe Prohr and Loss
Account.

Is then, our earlier view of a £2,000 loss rrue? [n the light of what has
begn said regarding the nature of expendiure, the accoumtant would
consider that the premises purchase shavld be spread over several years
ang would rake this view:

L
Sales (Cash) 5,000
Purchases 2,000
Cost of Goods Seld ] 2,000
PROFIT 3,000
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account would receive value and the cash account (or bank account, if the
transaction involved setiiement by cheque} would give valuc away, On the
other hand, where there are revenue receipts by the Organisation, the
entrics would be the converse. Consider three examples. Suppose the firm
pays £1500 for wages, £200 for rates and receives £2000 rent in respect
of part of us building that it is letting. The first two are expenses, the last
a revenue and the entries in the edger accounts would be:

Cash Wages Rares Rent received

2,000 | 1,500 1,500 200 2,000
200

Clearly, these transactions will affect ultimate profitability. In fact n
would increase by £300 thus:

L
Gross Profit 2,000
Rent received 2,000
4,000
Wages 1,500
Rates 200
1,700
Profit 2,300

Whal we have row deduced is the business' final profit after we have
considered the expenses and revenues of the business. This profit too has
a special name. It is Net Profit and is the Gross I'rofu adjusted positively
fnr “non-sales™ revenue and negatively for those other costs that have been
incurred in running the business. This remaining profit has been
penerated by the business and s a liability of the business 10 the owner,
hence i is an addition to Coapiial.

Theie is one particular expense that we must consider in a little depth.
I+ is the expense of carriage. A business may well incur the cost of
delivering the goods it has sold 1o its customers and clearly this is an
expense that will be carried afice net profit. On the other hand a separate
charge may be incurred with respect 1o the goods that the business
purchases. In other words il has to pay carriage on 1hose goods it obtains
prior o resale These two Lypes af carriage are distinguished in the ledger
accounts as “Carciage Qut” {when with respect 10 sales) and "Carriage In®
{whco with respect 10 purchases).

Lt us briefly deal wath the problem of “Carriage In”. In erder rhal a
proper comparison may be made between purchases with carnage alrcady
ncluded in the price of purchase and those where it is not, “Carriage Ta” is
always added 1o Purchases; Lhat is 1 appears before Net Peofit is catculated.

A simple example will help 1o make this point ¢lear. Imagine you have
deaided Lo purchase (rom two supphiers, 1wo identical items. These are for
resale, The first supplier will deliver the item (o you and the enire

transaction will cost you £120. Carriage it included in the price. The
second supplier charges you £100, but on the basis that you uplift the itemn
fram his premises. In other words geiting the item 1o your premuses i3
going to cost you something, Now imagine you were to scll each of these
items gt £200 each. Consider the first {200 Yess {120 would produce 9 net
profit on that item of £80. Not bad! Now the second £200 less {100 makes
the net profit on the second tem £100. Betrer, but wha if 1he cost of
uplifiing was £60? The reality is thay the cost of goods (rem the second
supplier was really £160 and heace the (cue net profu £40. Clearly, not
such a good performance as the first.

Such matters should Le properly reflected in the accounts.

For example, we might have a statement as follows [rom which 1he reader
will noie:

I.  That a cost of *Carciage En™ (£150) has been added 10 the purchases
and an expense ‘Carriage Out” ({500) is carried efrer net profi,

2. That as a result of the Nrst entry, the Cost of Gooeds Sold has risen
and Gross Prafit is thereby reduced by {150.

£ £ £
Sales 5,000
less returns 1,000
4,000
Opening S1ock 1,500
Add Purchases 2,000
Add Carriage In _ 150
2,154
less returns 500
1,650
Goods available for sale 3,150
less Clostng Stock 1,000
Cost of goods Sold 2,150
Gross Profit 1,850
Rent received 2,000
. 3,850
Carrlage out 500
Wages 1,500
Rates 200
2,200
Net Profit 1,650
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At this stape s as well 1o remind the reader that we arg concerned with
the costs incurred wn running the business. Sometimes, the proprictor ol
2 business will wish to draw money from the business for his own use.
These are termied Personal Drawings and are accommodated in the ledgee
in an account entitled “Drawiags”, where the history can be easily seen.
Because deawings are not part of the business they are not considered a
revenue ¢xpense and hence must be irgated as a reduction in the Lability
of the business 10 the owner {1.e. 25 g reduction in his Capiral).

‘The net effect of Capital + Profir, less' Drawings is sometimes known as
the “Owner’s Equity” and is the Dlability of the business 1o (he
propricior(s) alicr all other liabibiies of the business have been met.

Towards the Trading and Profit and Loss Account and the
Balance Sheet

fn cfMect, what wi have done so far, is to derive in a “conversational’
manner, the basic structure of (wo important revenue accounts namely:

t. The Trading Account: Which determines Gross Profit

2 The Prolit & Loss Account Which determines Net Profu

Whal we must now consider s how (hese final two accounts and the
balance shect are denived from the various ledger accounss that lie bekind
them. In (he knowledge of the principles of double entry and given the
background 1o the Ninal accounts which we have just considered let us now
reconsider che matter but within a methodological framework,

We wall start with 1he following serics of business transactions dusing,
say, 1the month of January for 2 byporheuical Organisation called R.M.
Lnterprises:

Day Details of transactions.

1 Starred business with casb ol £5,000.

2. Transferred £3,000 to the bank,

3. Boughi goods for re-sale ... £200. Paid in cash.
4 Bought goods for re-sale, on credit from:

(o) Wallach £460,
by Kogan £520.
(¢} Burt L£200.
{d} Smith £420.
4 Hought stutionery, on credil from:
(a) DBl £225.
& Sold goeds on credit to:
{2} Wipan L1890
by  Jashiul £24Q,
(¢} Huppy L£250.
{d)y Puiers £240.

“ ad msurance charges, by cheque ... L1640,
10.  Bought Fixtures and Fittings, on credil from:
{(a) Mutheras £560.

24
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1. Salaries paid, by cheque ... L160.
12.  Returned goods 10:
{a) Kogan Y Y
(b) Bun . £95.
5. Bought a motor van, by cheque ... £950.
16. Received 3 loan from Hawkes. Paid in 2 cheque .
18. Goods returaed 0 us by:
(a) Wigan .. f40.
(b} Happy ... L60.
21. Cash Sales £120.
24.  Credit Sales to:

1950,

{1) Bashlul £150.
(b) Pearson £370.
{c) Singlkton ... E£{I9

26. Ve paid the following, by cheque:

{s) Kogan £3%0.

(b) Bun ... L70.
27. We recewved cheques from:

{a} Singleton LL15.

(b) Bashful £190.
28. Reccived z lurther Joan from Hawkes, by cash, £300.
29. The proprictor effects a cash withdrawal of £400 for his own use.
30. Carriage is paid {cash):

(a) £200 on goods purchased by 1he business.

(b} £600 an goods seold by the business.

Structuring the ledger accounts

The first thing we will do is structure the ledger accounts bul befose dong
sa, let it be said (hat by design, a number ol errors huve becn made a the
given answers, (sce figuce 2.2} The ceason for this will become ¢lear saon
but in the meantime readers are well advised to create for themselves cach
ledger account ¢niry and 1o follow the given responscs carcfully and
1hereby locaie where these errors lie. To do so will wid understanding.

If at close of business we wish 1o consider the tinancial state ol the
business then the ledger accounts may be balanced-oll. The 1erm
“Balance” is ah accounting term that means the difference belween thy
two sides of an account and il is easily cuwablished by independendy
summing the two sides and adding 10 the lowest the amount regunred 1o
make both sides equal. In keeping with the principles of double-catry, this
amount is then careied down to the other side of the account that is being
balanced and hence the closing balunce today 1s the opemiag balance lor
tomorrow. [t will be scen from the various vxamples thal the accounts
have been balanced-off on the assumpuon af ¢fose of business on the 30Uh
day, the day on which we wish o obtain our “snupshot” of the business.
The “carsied down™ figures represent the openg balances a the various
ledger accounts for the 1s1 of February the day on which a new sct af
iransactions will 1ake place,
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Capnal Account

Cash Account

W Ral cfd 5000 I Cash 5000 I Capital 5000 | 2 Bank 3000
5000 SO0 21 Sales 120 | 3 Purch 200
28 Hawkes o0
29 Drawings 400
30 Batb/g 5000
3} Bal <fd 2620
3820 5820
30 Ralbrd 2620
Bank Account Sales Account
& Wipan 190
¥ (Lash W00 | B Insur. 155 & Bashiul 240
1A Hawkes 930 | 11 Satzries 160 & Happy 250
27 Singleton 115 | 15 Van 950 6 Perers 240
2% Rashlul 130 | 26 Kopan 3%0 21 Cash 120
26 Burl 0 24 Bashful 150
24 Pearson 310
30 Bal c/d 2530 24 Singleron 115
' 3 Bal ¢/d 1675
4255 425%%
1 1l hid 2530 1675 1675
30 Bal b/d 1675
Purchases Accoum Sales Reiurns Account
3 Cash 200 1R Wigan 40
4 Wallach 460 18 Happy 60
4 Kogan 520
4 Kun 200 30 Bal cfd 100
4 Smunh 20 o o
160 _10e
30 Ral c/d 1800 10 Bal bid 140
1800 1800
1 Jizl bid 1800
Purchases Rewwrns Account Wallach Accouni
12 Kogan 75 30 Bal c/d 460 4 luechases 460
12 Buer 95 o
_340 _a60
10 Bal c/d l_'r'O _ 10 Ral bid 460
1% 1
30 Bal bid 170
Hurt Account Smith Account
12 Purchase 30 Bal cid 420 4 Murchases 420
eluns 95 | 4 Purchases 200
2 Rank H 424 420
W Ral ¢id 35 30 Bal hid 420
204 2003
30 Hal cid 15

Bell Account

Kogan Account

30 Bal cMd 225 S Stajonery 225 12 Purchases 4 Puichaves 520
relyrng 75
T225 225 26 Bank 390
o T 0Balcd __ss .
30 Bal bid 225 520 _sw
| 30 Bal b 5
Metheray Account Wigan Account
30 Bal cid sH0 | 10 laawures 6 Sales 120 | 18 Sales
& fus, 560 uurns 40
30 Bal ¢fd _ 150
560 560 190 180
T |l soBsibid 560 0 Badd 150
 Bashful Account Happy Account
6 Sales 240 | 27 Benk 190 6 Sales 250 18 Sates rewyrny 60
24 Salex 150 | Y0 Bal </d 200 = Balcrd 190
390 %0 e 250
30 Bal b/d 200 T W0Bad 10
Peters Account Pearson Account
& Sales _240 | 30 Bal cfd 240 24 Sales _ 310 ) 30 Bal cid 170
240 "0 o 310
130 Bal cid 240 3¢ Bal hid 370
Singleton Accaunt Statianery Account
24 Sales 115 | 27 Bank 115 $ Reld _225 | 30 Bal ¢id _225
- 215 225
J0Balbid 225
Fixtures and Futings Accoum Insuance Chorges Accounr
10 Mathers 560 | 30 Bal o/d 560 8 Bank 1SS [ w0 Bl g LSS
369 580 155 158
3¢ Ral bid 560 0 Ral b3 15%
Motar Van Account Sataries Account
15 Rank . 950 | 30 Bal cid _ 950 1l Bank _E:-_(_) 0 Bl erd _l6_0
950 _9s0 _t60 160
10 Bal bid 950 30 Hal bid 160
Hawkes Loan Account Nrawingy Account
16 Bank 950 30 Ratcid 400 | 29 Drawsngs 409
Y0 Aal oid 1250 | 28 Cash 00 o _
1250 1250 400 _400
T |l w0 Rl Mg 1250 T I sgana 400

Fug 2.2
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Structuring the trial balance

Heeauwe we have always adbered (0 the prinoples of doublecoiry it
shauld be the case that the sum of the credis will be egual 10 the sum
of the debus. Logically, then, the sum of the credit balances will also equal
the sum of 1the debit balances. We can test this by using 2 mechanism
known as the Trial Balance. This document is simply a listing of 8)} the
accaunts showing what their balances are and is the first step (owards
complenion of the final accounts. Using the various balances from the
example we have just considered, its formn would be as in Figure 2.3.

Trial Balance R.M. Enterprises 31st January 19--

Account Debii Credit
£ L
Capiral S000
Cash 2620
Bank 2530
Purschases 1800
Sales 1675
Sales Rewurns 100
Purchases Returns 170
Wallach 460
Kogan 55
Burt 35
Smnh 420
Bell 225
Mautheras 560
Wigan 150
Bashlul 200
Happy 190
Petery 240
Pearson 370
Stationery 225
Fixtures and Fitings 560
Insurance Charges 155
Motor Van 950
Salanes 160
Hawkes Loan 1250
Drawings 400
10250 10250
Fig. 2.3

Noiee that the document is in equilibrium thereby implying that our
credi and deby eateics are in order. However, the systern is aot perfect
tur it dues not trace all errors, typical ¢rrors which will not affect the
cquihbrium of the 1rial balance are as follows:

2%

Error Type
Oission:
Commssion:
Principle:

W L Ny =

Compensation:
Original entry:

Naturc of Error

Where transactions are completely missed o
Correct amounts bur the wiong way round,
Correcl amounts but in the wrong accaunlis.
Two or more ercors that cancel each other out.

Double-entry 10 order bul original amounts afv
Wwrong.

6. Complete reversal: Correct entries huve begn made but (0 the wrong

sides of an account.

In the ledger accounts that we comptlered garlicr (sce figure 2.2} thaie wore
a2 number of designed errocrs. Where were they?

1. Two transactions were wrong (Drawiogs and Insurance)

Drawings : Hare, the Drawings Account bad been credited snd tike
cash account debited. Thus of course should have been
the other wuy round, namely the Drawings Avcount
dcbited and 1he Cash Account credited.

Insurance - This transaction had the entries 10 the correct places but
they were simply the wrong amounts; they should have

been £160 and not L155!

7. Two transactions were nussed out {(Carrizge [nand Cutriage Dut). In
other words, no entries were made to any atvount.

The accounts, in corrected form, and the entries that reguire 1o be
cocrected in the trial balance are as shuwn i fgure 2.4, (Thp Veest
Balance totals should be £9850). The reader must be clear ia his mind that
despite these errors, the trial balance was still in cymlibrium and that the
picture given in figure 2.3 was in eflect wrong.

Cash Agcount 1350 mps Aot

B9 Drawings 400 3 Cash 1LY W Had ot ot
W Carcioge ouidmy
W Carnage in AW
3 Bal ¢ 1020

5420 Si Y i
310 Rl bid 1020 T B o o
Carnage Ouw Acooun Cartie 1 At
3 Cash 60U | 10 Bal <l aild Ml Lash VN BRI | _
600 6u0 2w _wa
10 Bal bl 000 T g dw

Lpiance Aocoam
# MHank tol | 30 Hal JAD )
1ol Lall
W Rul bid Loy

29



2.7.3

The Corrected Balances of R.M.

Enterprises 31 January 19--

Account Debit Credit
Cash 1020
Drawings 400
Carriage Qut 600
Carriage In 200
Insurance Y60
Bank 2525

31 January 18-.

Sales
Less Sales Returns

Purchases
Plus Carriage In

Fig. 24

Struciuring the Final Accounts and the Balance Shect

Cne final point concerns adjusiments that may arise. We have already
discussed 1he adjusiments for opening and closing stocks.... there are
athers and we will be discussing these soon but in the meantime let us
assume thar there is in this first period of business £790 of stock left on
the shelves at the end of the period. Using this information and the tria)
balance wet zre now in a position 1o start constructing the Trading
Accouni, The Profit and Loss Account and the Balance Sheet, but firsy,
here are some hints on dealing with this type of problem:

I.
2

Each item thal appears in 2 (riat balance sheet is used ONCE.

I€ the trial balance tells you that an item is a “debit” then 1t js entered
in the (inal accounts. It will either be:
(a) An expense in the revenue accounts

OR

(b)Y An asset to be shown in the balance sheer.

I( 1he 1rial balance Lells you it is 2 “credit” then ic is entered in the
final accounts as:

(a) An income in 1he revenue accounis.
OR
{b) A Liability in the balance sheet.

If there are any notcs as to the adjustments that require 10 be made
rhen these will be required 10 be used TWICE thereby mecting the
requirements of double-encey.

Decide where a particular item in the trial balance should go and mark
il accordingly, say “T™ for Trading Account, “P" for Profit and Loss
Account and “B” {ar Balance Sheet.

Prepare the accounts by picking out the relative jiems from the trial
balance, be sure 10 tick the ttem as you use it

Once you have done this you should end up with a set of final revenue
accounts and a balance sheet as follows:

Less Purchase Returns

Goods Awvailable for Sale

Less Closing Stock
Cost of Geods Sold

GROSS PROFIT

Selling Expenses

Carriage

Qut

Administration

Salarics

Insurance
Stationery

NET LOSS

Balance Sheet.

Capital
Less Drawings

Less Net I_,oss

Long Term
Liabilities
Hawkes Loan
Account

Current Llabilities
Creditors

1800
200

2000
170

1830

750

600

160
160
225
545

L
1675
100

1575

1080

495

1145

(650)

..R.M. Enterprises 31 January 19--

L
5000
400

4600
650
3850

1250

Fixed Asscts

IFixtures
Motor Vaos

Current Assets

Stock
Debiors
Bank
Cash

L

560
50

750
150
2525
1020

Trading and Profit and Loss Account R.M. Enterprises

1510

5445
6955



Complered answer for example on page 18

Capnal Account
25000

Povueats Mcvum

100y

Cash Account

Bank Accouni

25000

Plam and

10000
2500
250
1500

Machinery

Aoaun

2500

Goods Account

250 150 300
500
400
1000
Bars ple ale Meuls ple alc Suppluers plc afe

300

Othee Furaiiwe
Aveaung

159

00

460

3.1

Chapter Three
STOCK AND CREDIT SALES

Stock Valuation

Probably, the largest lem in the working capita) group of most 1rading
organisations is stock, an item, as we have seen, that 1s used to gencrate
the Cost of Goods Sold. The fact thot stocks are o real assel presenis
problems not onty of physical control but alyo of financial cenirol and onu
problem that faces the accountant is the determination of the value ol
remaimng stock. Clearly an inappropriate assessment will fesuit m the
cost of goods sold (which invariably, is the Jargest deduciion [Tom sales)
being cither over, or wndersiated with the inevitable results being an
inaccurate picture of prafitabilicy.

Insofar as closing stock is concerned the effects of improper valuation will
become self-evident.

An example wil! kelp 10 make this issue clear.

Let wus first deal with the broad issue of the eflect ol valuation on
profitability by returning 10 the data of R. M. Eucerprises. The reader will
recall being asked 1o essume that the closing stocks were valued au 750
(see Section 2.7.3) Ob the assumption that this was correctly valoed, then
the Gross Profit {and hence Net Profi) is realisue, But whao ! the elosing
balance was over-valued by £250% 1f this was 50, then the relevant parts
of the trading account would be as lollows:

£ L
Sates tess rerurns 1575
Goods availsbzle for sale 1830
Less Closing Stock LOQ0
COST OF GOODSs SOLDh 210
Gross Profit 715

Notice gross profit has risen by £250

[Mt were the case that the closing siock had heen under-valued by £250,
then the Cost of Goods Sold item would be L1330 with the mevuabie
reduction in proficadilucy,

£ L
Sutes less raurns 1575
Goods availoble for sale 1830
Lesy Closing Stock 500
COST OF GCODS SOLD 1330
Gross Profit 245
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The reader will, of course, realise that the closing stock valuation of today,
is the opening valuation of temorrow Clearly, an erroneous valuation
vesterday will have a ‘knack-on' effect in later periods, Andther example
will help to make this ¢lear; an example in which all elements used to
calculate 1he cost of goods sold remain constant except for one, Across (he
three cages that follow purchases and closing stocks are all the same ., .
the only thing that varies are the opening stocks.

Nature of Opening Stock Valuation

Quver  Correct Under

L L {

Opening Stocks 1000 750 500
Add purchases 1000 1000 1000
Goods available for sale 2000 1750 1500

Less Closing Stocks 200 200 200
Cost of Goods Scld 1800 1550 1300

On the basis that sales are £1900 then the relative Gross Profits of £100,
£350 and £600 can be deduced by subtracting from the sales figure, the
various ¢osts of goods sold. The ‘knock-or’ effect may be summarised as
follows:

L. I the opening valuation 1 overstaced Profit is understated.
2. If the opening valuation is understated Profit is overstated.

Cleacly, accurate vatuation of stock is esseatial if profieability is to be
correctly recorded. At best, an accountant would value an item of stock
i accordance with its particular cost but whilst this is reasonably easy
with low valume, high cast items which may be specifically identified (for
example motor cars) it is easy with items that ace high volume low cost,

Imagine that an orgaaisation has just completed its first monthly {inancial
period and is about 1o value its stock. Its record of transactions might be
as lollows:

Purchases Sales
Week  Volume Unii Cost Week Volume Unit Cost
Price Price
£ £ £
1 100 3.00 3.00
2 100 3.40 3.40
3 30 5.00 400
4 200 4.00 800
3 240 6.00 1400
400 144Q 329 14800

You will sce that eighty irems of stock remain. In other words (400 - 320).
The probliem thae cemains 10 be solved is just what cighiy stems of stock
remain? Inthe abscnce of any logical approach it could be thosc purchased
i the firsy week. On the other hand it could be those purchased last or

e
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any combination of weeks 1, 2 and 4. {n tlus instance aliernative methods
of valuing stock have to be considered among them the LIFO and FIFO
methods; methods 1o which we will now turn

Last in Flrst Out

By this merhod, 3s cach item of stack is sold w15 deemed ta be fram the
last lot of goods received prior to that date. 1f he latest addition 1o stock
is insufficient 10 meet demand then 1he balance, for the purpeses ol
accounting, is considered to have come from the next previous tot which
is sull availabie.

Let vs now consider the matter from the point of view of LIFO. The
following ﬁ%'ure outlines the nature of the calculations involved from
which it wi)] be seen that the closing slock valuation is £240.

Last in First Out (LIPQ)

Day Recelved Issued Stock at the end of the Transaction
Summzey of Value Total Valuc
1 100 ar L3.00 HEL 3 £300 Wn W0
2 100 at L3.40 1IN0 a1 L2100 wg
100 2t £3.40 0 G4Q
3 80 at 340 100 21 {100 300
200w {140 KR InB
4 200 at £4.00 1ad at LU0 M
Wyan L1390 )
g ay [4 0 ‘00 1168
§ 200 a1 £4.00 30 a1 LI an 240
0a £3.40
20 a1 £3,OU__J
Fig. 3.1
First in First Out :

Then thete is FIFO. As will be scen from the Tollowing figure, by this
method, the first goods received are issued firy and as the reader will see

First in First Qut (FIFQ)

Day Reeclved [sened St1ock al the end of the Tramactlon
Sumeaiary ol Valuy Foral Valpe
1 100 21 £3 00 100 at £3 00 p 00
2 100 at (3 40 L300 FIL
N W {3 40 ;ﬂ 640
3 B0 ar L340 RILIETRN N3] 60
R Ter a0 £3 0 3 S
4 200 m £34,00 MY st 300 h0
i 300 in
A0 g Lo Bw 12010
5 20 ar (3.00 HO oLt 3,00 |
100 a1 L340
| 126 9 {400 [
Frg. 3.2
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4 ditferent valuanion of the closing stock emerges
somewhat higher at £320.

indeed it 1s

learly the choice of method does have a bearing on the nature of the final
valualion and both have 1heir advantages and disadvantages. LIFQ, for
cxample, refllects 2 ‘true’ cost of goods sold and hence gives a good
measure of revenue. On the other hand, it might not represent the best
valuation for the purposes of the balange sheet, panicularly where there
have been long periods of price increases (or decreascs), an aspect which
LIFO avercomes.

Bad Debts and their Provision

We have scen how stock turnover is the usual basis of irading. A
businessnwn, i order o encourage sales, invariably will give credit to
selected customers; indeed, it is arguable that the majority of business
transachiens these days 2re on a credit basis. In other words, they arc part
of an understaoding berween the parties that payment lor the goods which
have been puichased will be made at a larer date. Clearly, there i5 a risk
4ssocizied with o policy of giving credit and managemcant bave 1o “trade-
of” the profit advantages of increased sales with the disadvantages of some
of these dubts 1hereby incurred becoming uncollectable by the Organisarion.

Known Bad Debts

I will be recalled 1hal at 1he end of any one financial periad, the total
value of 1he balances on the various debtor accoums (sometimes known
as accounts receivable) and which are yer 10 be paid, must be shown as
an asset m the balance sheet. The question that remains open is whether
or not the total of the balances of rhese various personal accounts reflect
therr tolal worth, It would not if, for example, the business knew that
some of their debrors will fail to settle, be it due to bankruptcy, liquidation
or even the inability to pay through cash-flow problems. Such a failing on
the pan of the chents, means that the business has 1o carry the cost.

Let us 1ake an cxample. Assume that R.M. Enterprises (see section 2.7)
have excried poor control over their credit arrangemens znd that two of
theic remaining debtors' (Happy and Peters) balances will not be paid. It
should be clear that 1the value of the asseis shown in 1the balance sheet
(L1130} »s nol rcpresentative of 1hewr 1rue worth.

How then, 1s this problem resolved? In this example, the two debrior
accounts would be credited with the remaining balances and these then
written ofl to 2 new account known as the “Bag Debts” account; an
account which gradually accumulates these losses as they occur during the
linancial yeor and which in wurn, at the year end, is written-off 1o the
Profit and Loss Account, thus:

Heppy afe Bad Debus wic

l:il Es‘-(_l 190

o | 1e

1M ters afg 1" & L. af¢
:’-:Il'l _2_41: ,,,,,,,, » 2_49 ﬂ_) ......... p AW
NIt a0 | 1
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(NB For illustrative purposes, the P & L account has been treuted rather
Like a ‘T afc)

The readec should satis{y himself as 1o the effect of this upoa the balance
sheet. 1y is:

[.  Total expenses (currenty £1145) would rise (0 £1575 with the Net
Loss now L1080 and the owner’s equity in the business ([ormerly
£3950) now standing at £3520.

2. The other change in the balance sheel, of course, is the debrors
which would now be ceduced by £430 0 £720.

In addition, the reader should also note 1hat 11 35 possible for 1he accoun)
which was treated as bad 10 suddenly become recoverable. 11 this s the
case then a “Bad Debis Recovered” account is opened and ns balance al
the year end is either transferred as & revenuce 10 the Profit and t.oss
account or as u credut to the “Bad Debts” account.

Provision for Unknown Bad Dcbts

So fur, we have cenired upon the idea that a debr is KNOWN 10 be bod.
There are, however, many instances where a business hiem thinks thor a
debt MIGHT be bad. In the first instance 1here i certainty, tn the second,
uncertainty. In the former the problem is manzged, as we have seen, via
the bad debis account. But what of the latter? It certainly would be unwise
of an organisation 1o ignore !

Clearly, 1n dealing with potential bad debts, there is a long-to] etlect in
setdement and 3t s important that this is recognised in the accounts,
Suppose, (or example, a debt arose rowards the end ot year 1; ar the ¢nd
of 1hat year, the business thinks the debt to be bad and imuales methoeds
to recover. During the course of year 2, they are stll trying o ctlegt
recovery and by year 3, the business ultimately fails in its endeavours. The
debt becomes bad for certain and the accounsant writes ofT the debt io the
bad debts account. The Tailing of that method 15 that the Profit and Loss
account for the third year of business is “penalised™ for a debt that was
incurred from sales in its first year of operaion. I seems more equitable
that the ficst year profits should have been adyusted to cater for this
polential indebiedness 10 the firm. In oither words, 1 s reasonable (o
supgest that if a bad debt atises as part of the process of genesaung sules,
then the debt should be charged against the income 1hat these sales create,
To overcome this problem, the accountant provides, out of CURRENT
profits an amount which satisfies his expectations. This amount 15 carried
in a contra-account called the “Provision for Bad Debts” accoun).

Let us put this in perspective by reconsidering R.M. Loterprises’
position. Assume now that there are no KNOWN bad debis but that seme
MIGHT become bad. In other words the status que remaing bul now
there is the addition ol uncertainty as to the likelihood of some ol 1he
debtors paying their accounts. If he accountant were to expect £115 of
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this period’s accounts te become bad then he would provide £115 ourt of
this year's profis, thus:

Peavision lar

P&L alc Bad Debus afc
s l | 1149
) A |

The following points should be noted:

], The batance of the provisions account appears in the trial balance.
2. The balance of the provisions account is shown in the balance sheet
as 3 REDUCTION in the value of the debtors.

The relevant portion of R.M. Enterprises’ balance sheet would now be as
follows:

Current Asscts

L £

Stack 750
Debrors 1150
Less Provision for Bad Debts 115

1935

Bank 2525

Cash 1020

This reduction in the value of the assets will, of course, be reflected by
a similar reduction in Net Profit (and bence, the owner’s equity in the
business).

Determining Expectations

We have seen that the matter of providing for bad debes is one of
cxpectalions. How then does the accountam arrive at his figure? There
are two methods that they tend 1o use, both ol which we will now
consider.

Percentage of Sum Method

Onc method available, is to provide for a pre-determined proportign of the
year end sales; that proportion based upon past experience, If, for
example, the sales and bad debts incutred in 2 business during the past
five years were:

Year Net Sales Bad Debts

L {
! 623100 7477
2 725250 10153
3 843475 143139
4 926432 21308
5 952423 28137

Total 4070680 81414 2.0 per cent

then it will be seen that ar the end of the §th year, 1 sales were £975432
thal the provision should be 2 per cent of that value namely, £19509.

Agclng Method

This method considers the age of all suistanding accounts. The process
involves listing cach overdue debior in accordance with the date of the
account. Cleerly, the more distant the due date, the less hkely the
oulstanding account is to be paid.

Consider the follawing table:

Overduc period (in rnonths)

Debtor Total Not yet >3 3I>6 6>09 9 >
due
A 1275 1120 155
B 827 . . 600 227
C 4004 1937 1342 725
D 1464 522 : 542 . )
E 794 . . . 347 427
Other 18261 9372 4372 2763 1234 520
Tota) 26625 11831 6834 5030 1756 1174
To 100 44 26 19 7 4

Past experience has shown that the proporuon of accounts that become
bad varies according to how old they are. The following rable expresses
this experience and shows how the ultimatc provision of £1569 is derived.

Overduc Period Total % value Amount
L L

Not yet due 11831 2 237
> 3 months 6834 4 273
3 > 6 months 5030 8 402
6 > 0 months 1756 16 281
9 months and over 1174 32 376
26625 1569

It must be noted that an accountani’s expectations of indebtedness change
from year 1o yesr and hence his concern is with the inereases and decreases
in provisions that are required. This 15 inevilable as credn sales and
expected losses are never static, hence the provision account s
ADJUSTED to bring it into line with expectanons. 11, for example, the
provision carried forward from the previous lnaacial peciod was (975 and
the required provision this period was estumated by the ageing method,
then the various entries in the Jedger accounis would be as foilows with
the incvitablt effect on the balance sheel

& 1. ake Provessii for Bad golvis afe
T I Bal hid 4935
PR e e
Increase in Provisinn 594 4 0.
Wal o1 1569 .
S 15pa

Bal bod Eves
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Accrued expenses

In addition to unrecorded revenues it is equally possible 10 have expenses
that are not yct recorded. One 1ypical example which is invariably paid |
“in arrears” is salasies. Let us return to R.M, Enterprises. We see that |
L£160 salaries have been paid but now let us assume that £100 is snll due
1o be paid. Cicarly, these are not yet refllected in the accounts yet the
business has benefited from the effort that they represent. This liability
of the business 19 their employees may be represenied in the financial
accounts thus:

Salincs Salaries Psofit and Loss
payable alc Expense afc account
150
IO? ......... ,’II’JO 26? “““““““ o 260

Notice that the salaries expense account has been increased by the amount
duc with the Liability of the Organisation being recognised in the salaries
payablc account. When settlement is actually made the double entries will
he belweea the cash account and the salaries payable account.

Delcrrals

What then of deferrals? Let us {iest deal with the concept af deferred
re¥cnues.

Deferred Revenues

Imagine that R.M. Enterprises, in addition to trading goods, is providing
s consultancy service and that the contracival arrangements are such that
the fees must be paid in advance. Let us say that the fee {or one contracl
is £100 and is to be paid ro R.M. Enterprises on 1he 315t January. This
being the case, then the temptation would be 10 carry the revenue in the
current profit and loss account. However, it has not yet been earned for
thc work has yet to be done. It has simply been paid in advance.

To overcome this problem, two accounts are used. First, an “Unearned

Commission™ account and second, an “Earned Commission™ Account,
1hus:

Unearned Eacned Commission
Cash Account Commission account account
too | [ 100 [
b |

* - Double Catry when “Earned™ -

The "Unearned™” commission is treated as a liability and appears as such
in the balance sheet, afier all, if R.M. Eaterprises failed (o carry out its
contractual obligalion then, at the least, the cantracting party is entitled
10 s money back!

Delerred Expenses

The second type of deferral we will consider is the pre-payment of costs
and expenses. The accounting systems vsed are designed 10 ensure that
that proporuon of the expenditure that has benefited the current inancial

4.4

peried is charged as an expense in that period with the remaining
proportion considered as an asset of the Qrganisation; an asset available
for consumption in the following period.

1 will be recailed that R.M. Enterprises pad £160 insurance on the 8th
January. Let us now assume that the policy falls due far renewal on the
Y&t January, annually. This being the case, it scems unreasonable that the
emire amount paid should be carried to the Profit and Loss account, alter
adl, 11/12ths of the premium that has been paid provides insurance cover
from 1he st February uwntil the next policy anniversary.

Let us now reconsider R.M. Enterpeises position. The entries peeviously
show that the balance carried to the profu and loss account was £160.
With some retrospective wisdom it secms more reasonable (o charge
against profit, not £160 but £13 (i.e. 1/12th of £160). That bcmg_ the case,
then one way to cope with the problem would be 10 rename the insurance
account as the “insurance pre-paid” account and to carry from 1hat
account the true amount of ihe expense for 1he peried. Thus:

Insurance Insursnce Piofn and Loss
Prepaid a/c Expense afe account
160 | 13-+ r-nn B I B R | J B

147
160 | 160
147

Notice the effect. At the end of the financial period, these accounts will
be closed with only £13 being catcied to the Profit and Loss account and
£147 balance o the pre-paid account which will remain as an asset for
consumption in later periods.

Depreciation

Let us Hinally dea) with depreciation, a defersal that is asguably the most
important. For this reason we will examine this matter in somewhat
greater depth.

If you were to purchase a motor car in carly January, would you expect
to receive the price you paid for it a1 the end of ihe year should you decide
to sell it? Whatever your cxpectations, it is unlikely that you would reccive
what you paid; undoubtedly, a financial cost would be incurred. 1t 1s clear
that as the vehicle grows older, its value becomes tess and less until spme
years hence it 5 almost worthless. This gradual loss is caused by a number
of factors, principally wear-and-tear and obsolescence.

I is no different in a business. It purchases assets for the purposes of
production and the initigl costs are gradually ‘consumed” as the
production process continues. For example, a printer may purchase a
printing press for £100,000. This item is clearly a capital expenditure and
as already discussed it would not appear in the revenue accounts. Indeed,
if the total amount were to zppear as an expense then this would mean
that the current peniod’s profits would be unduly penalised. Clearly, the
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assut has been putchased with 3 view 10 refention over a long period. O
problem the accountant has 1o face is how 1o apporiion the initial cost of
purchase over the expected Jife of the asset. Clearly, the asset will be uged
to creale revenue for a number of years and it seems reasonable (o suggest
that this ininal cost will be distributed over its years of expected service
in other words, an allocation sheuld be made for that cost in each period
duting which the business benefits from using the asset. I this is done,
then o number of important feature§ arise:

{1) T'he profit for each year is more cquitable.

{2)  The value of the asset is not overstated in the balance sheet.

(3)  As the value lessens, the proprictors of the business are not giving
a false picture of the financial state of the organisation.

Thus aliocation is called depreciation.

{t is warth emphasising that deprecianion 1s an allocation of a cost thart has
alseady been incurced. 1t is NOT (25 many believe it 10 be) the seuting
asude of lunds o cater for re-purchase whenever ihat may be considered
necessary T he accountant views the marter as the gradual conversion ol
a known cosl in1o 2n expense. This 2llocation is not a matter of valuation,
and though it is technically possible that in purchasing the asset tha
changes in the market place will result in an asset’s value increasing, (his
increase has no bearing on the distribution of a cost that has already 1aken
place.

There are three [actors to depreciation:

i The original {or historic) ¢osl
2. The estimated useful life.
3. The estimated scrap value.

Let us reconsider the printer's purchasc. The machine cost £100,000. Let
us now assume its estimated useful Life {to the printer) is 5 years and he
expecis 10 be able 10 sell it for £10,000. The net depreciable cost, then,
15 £90,000. The question that remains open is this.

“Glven the et depreciable cose, how 15 1t 1o be allocated over the periodh
uf " rese?”

There are a number of methods but 1the most popular are:

I. The Straighi Line Method.
2. The Diminishing {(or reducing) Balance method.

The Straight Line Mecthod

In this system, a fixed proportion of the original capital expenditure is
writien-off annually in order te reduce the asset 10 zero, or its residual
value. The formula is:
Annual depreciation Charge = Cost_— Scrap Value
Estimated Life

44
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i Jocanon s one 1uth of
the formula we cstablish that our yearly Jl :
g;(;ngOD namely £18,000. The following table wentifies [or each penod,
Ihe accummulated depreciation and 1he residua) value

Period Yearly Accumuliied Residual _‘
Allocation Depreciation Value
L £ L N
! 18000 18000 82000
2 18000 36000 o-ulo
3 18000 54000 46000
4 L8000 72000 28000
L 5 18000 920000 10000 |

Now consider figure 4.1 following in which the residual values are
graphed.

The straight tine natce of the graph secves to identily the reasan bcrhatr;:i
the meihod's title. The constaal natues of both the amo_umd O[Tenn
depreciation and the increase in the accumulation rcsullsdm ‘lod lhgc,
residual values in each period until at the end of 1he estimated period,

scrap value is reached.

100 —-—/j
80 1
60 |
Residual
Value x 107 40
200
0 - } —— = "

Peciods
Fig. 4.1

The Diminishing Balance Method ‘ )

By this method, a fixed rate per cem ol ihe RI:DUL]NGhbaImccfl?
wrilien off 10 the revenue accounts cach period. There ar¢ tec nnq?T]s 0[
establishing the required annual ra[e_updcr this mrlhm:l‘bul‘w‘c_ ,“.] no

discuss them here. For our purposes, 1t 13 suflicient 10 ugcepla %’.“.m rale.
Indeed, we will base our gxample vpon 2 rate of 36.% per cent p;:](.;m:\‘lemﬁ
The allocation for period 1 is 36.9% of L1 10,000, nam;ly‘L‘}bl ' ‘63111)10

this latier amount now “written-ofl”, the r_cs;dua\o value 1s t.lt.'.llf YL -
In period 2 the amount of depreciation is 3¢.9% ol that valx‘mr, irltam_c)
£23284. The process is repeated for each period and the table [ollowing
shows the results of the various calculations.
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Period Yearly Accumulared Residual
Allocation Depreciation Value
£ £ L
| 36900 36900 63100 |
2 23284 60184 39816
3 14692 74876 25124
q 927) 84147 15853
5 5853 20000 10000

Turning to figure 4.2, which graphs these residual values, we see the
diminishing natuce of the periodic balances,

70

60 |
50 |
40 |

30 1

Residual
Value x 10!

<

0 t 2 3 4 5 6

) Periods
Fig. 4.2

The difference between the two methods should be clearly understood and

the advantages of one over the other carefully considered. For example,

the straight Jine method provides for an ezsily calcuimed disiribution ol

cost whereas the diminishing balance method allows for a2 more equitable ;
dstribution in that as depreciation charpes reduce, expected repair costs

will increase, the net effect is reasonable stabiliry.

Whal then of recording depreciation in the final accounts?

There are two basic styles of book-keeping. The first method which is
frequently adopied uses the following double entries:

I. Debit the profit and loss account.
2. Credit the asser account.

The second and mare popular style is:

I. Debit the profit and loss account
2. Credh 2 “Provision lor Depreciation™ account.

Let us return to the example in chaplec two and embellish this daig 1o
help make this difference mare clear,

Assume the R.M. Enterprises now buys a new machine (or {16,000 on
credit. Lets say its useful life was estimated by the accountant [0 be 8
years and its expected break-up value was caleulated 10 be £2000. Let us
also assume that the straight Jine mcthod of depreciation was used and
that the accountant recorded the transactions in accardance with the first
method. Assuming there to be no other transactions, then in one year's
time the relevant accounts in the Jedger would be as follows:

Creditor alc Machine afc Trofit and Loss afc
10000 10000 1000 yo00
9000
10000 10000
9000

Notice that the closing balance in the asset account is £9000...an amount
which would be shown in the balance sheet. As cach period comes and
goes so this balance would ger smalier and smaller until eveatually the
preak-up value is reached. This recording is much in keeping with 1he
principles of the data ia the carlier graphs.

Now et us use the second method.

Machine Account Provisian [or Trofit and Loss
Depreciation Account Accauny
P
10000 | 10000 2000 | 100
10000 | 10000 1000 | 1050
10030 1000

la this instance it will be seen that the amount of the annual charge for
depreciation is the same, but it never appears in the asset account, For this
reason, the assel account balance is always maintained at original cost.
The annual charge ccrtainly appears as a debit in the Profit and Loss
Account but the credit entry is carried in the provision account where the
amoum gradually accumulates.

Notice at the end of the year when the accounis are balanced ofl that the
historical cost of the asset is re1ained and this value would appear in the
balance sheet. Indeed, it would remawn 10 this state until the asset 15
disposed of. Notice also that there is a constantly increasing balance in the
provisions account, which balance i shewn in the balance sheetl as a
reduction to the vajue of the asset.

Assuming no furiher business transaciions by R.M. Enterprises then the
revelane part of the batance shects front these two differing methods of
presentation would now read:
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Mecthod 1 Method 2
Flaed Assers £ Fixed Asseis £ i
Machine 9000 Machine 10000
Less accumulaced
depreciation 1000 9000

What are the advantages of one style over the other? Consider the
following extracis from balance sheets of two separate companies:

{2) )
Fixed Assets £ Fixed Assers L
I’lam 1000 Plant 1000

Which is the oldest asset? You just can't tell. Indeed, you are not even sure
as 10 the ayset's original cost! This is one failing of the first method we
have just considered. If these were represented in accordance with the
secomd mechod thea an enticely different piciuce might emerge, For
example:

(c) (d)
Fixed Assets £ Fixed Assets £
I"Yant 10000 Plant 1100
Less accumulaicd Less accumnulzied
depreciation 9000 depreciation _109
1000 1000

Styles (¢} and (d) now tell us something. Clearly, the latter method is 10
be preferred; in fact, for Companies falling withio the statulory remn of
The Companies Acis, it is essential that 1his method is adopled.

Disposal of Asscts

Assets are clearly not retained in perpetuily. Sometime in their life cycle
they sre disposed of, and more frequently than not, at a profit or at a Joss.
That 1his is the case or not depends on whether the proceeds obtained on
disposal exceed the book value of the asset (namely, ihe original cost less
the accumolated depreciation provided for that particular asser since it
was purchased).

Disposal is usually carried out via 8 “Disposal of Asset” account and the
accounung is accomplished by:

I.  Crediting the asse1 account and debiting the disposal accoum with
the cost af the asset {in effect closing the aciginal asset account and
ieanslerring the cost). .

2. Debinng the “Provision for Depreciation™ account with the amount
of deprecwation that has been charged to date and crediting the
“Disposal of Asset” account.

3 Completing the double entry for any cash transaction that may take
place as a conseguence of disposal.

4. Passing to the Profit and Loss account, either the profit on disposal
(as a revenue) or the loss on disposal (as an expense).

Let us now do a little “crysta} ball” gazing and predict that al the ;nd ol
8 years, R.M. Enterprises sclls its machine for more than its anticipated
scrap value of £2000. A deal is struck at £4000. What is 1he efTect on ihe

ledger accounis?

Disposal of
1. The asscl has been Asscl agcount Asset account
dispescd of. The asse L0GO0 | 10000 - - - - - -
account 15 closed, the
balance s transferred to Proviswn for
the disposal afc

deprecsznan 45
L 8000
2. The wotal depreciation 4000 [

.................. 8000
o date is LBOOO.
Caxb afc
3. L4000 cash has been ———1———4000 ................. 1000

recewved, the cash
account benelits and the
dispgsal account is

credised. Praiiv and Loss
4. There 13, by delinition h““”;““m e
wo ussel. The balance of 2000 o

the disposal »ccaunt
thus represents <ithet 7
prafit or loss...in this
instance a profit on
disposal...which amoun
is shown as a revenuc in
the ProhL end Toss
sccount for year 8.

1 20 | Jowo

It would be a wosthwhile exercise for the readec Lo re-construct these
accounts on the basis of a cash seitlement of _LIOOD and to show c\car}\‘y
the loss on disposal that would be incurred in year 8 In ﬂddl‘llon,]lbc:
reader should reconsider 1he entire matter of depreciation and dlbpus'a_ h}
now assuming thal the depreciation has been calculaied not by the slr.:‘:lg t
line methad but by the reducing batance method choosing for themsclves
an appropriate scrap value, time period and annual peccentage.

i ader must always bear in mind, that disposal can take place
ftu;at;l;yt’i::; r;m assel may wgi last Jonger than jls expecied llll—(‘ or 1l ma();
be replaced carlier than anticipated. If s1ill rerained beyond its esiirg.u;:\
life, no funher depreciation should be Fhargcd aganst profus and the
accumulated depreciation should be retained.

Whatever the case, neither should the asset be writen off nor lhg
accumulated depreciation transferred until the asset i sctuaily dinposed ot

4%



5.1

5.2

Chapter Five
MANUFACTURING ACCOUNTS

Introduction

It seems a natural progression for an Qrganesation to move from simply
purchasing goods for the purposes of rc-sale to actually manufacturing a
finished product for themselves. Having considered the effects of trading
on the financial accounts now les us re-consider the mater within the
framework of an OQrganisation which not only trades bui now
manufactures its own products.

The use of Production Resources

Before dealing with the matter, Jet us examine briefly 1he general manner
in which resources are used in the production process. Figure 5.1
summarises this.

£4000
Raw Matenals

|
£I000 of Raw Moatcrials
requisinoncd far
manufaciore

v

Other production
Produciive Tabour L4000 Raw Materials processed overheads (2000

Frnished Goods
Fig. 5.7

1t will be seen that in the first nstance, raw materials are purchased. They
are then subject 1o a process which converts them 10 a linished good. This
process invariably involves the consumpuon of labour and other
overheads, for cxamptle power. In eflect, the ininal ¢ost ol production
which may be represented by the cost of the raw maicrials, ncreases as
it passes through the production process. In the end, the good is in its
manufaciured form and in financial terms all accessacy costs in its process
of conversion have been incurred. The product is now saleable and it has
10 be sold at a price which is not only sulficient 10 cover manufacturing
costs but those thal will be incuered n the process of product disposal,

Consider figuse 5.1. It will be observed that at the start of this
hypothetical production process £4000 of raw mainal was purchased, of
which [3000 was used in the production process. To this, £6000
additional resources were applied; L1000 wapes {which were directly
carned by productive labour) and L2000 of eiher overheads.

This example serves to illustrate the nature of costs m the produciion
process and it acts as a base lor demonstrating the producnion of 1he
relevam final accounis.
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Strurwring the Manufacturing Accounts

First, let us connider the management of the raw matenals. Some insight
into how this is done may be obtained by considering the position vis-a-vis
the trader. It will be recalled from chapter three, that the Cost of Gaods
Sold was assessed by considering the Goods Available f{or Sale (1.
operung stock valuation 10 which was added the purchases roade ducing
the course of the financial period) and deducting [rom that the closing
stock valuation. The mancr, in esscre, is no different when we constder
the assessment of raw materials; it ig opening valuation of raw materials
plus that which has been purchased-in the course of the financial period
giving the cost of Raw Materials Available for Consumption. By adjusting
for closing stock valuation, we obtain, in cost terms, the material chat
actually has been requisitioned by the production process.

We might, therefore, have:

£
Raw MATERIALS :
Opening Stock Valuation 10000
(turchases of raw malerials 7500
Plus carriage 1n 1000
8500
less relurns 1500
7000
Raw Materials Available for use 17000
fess Clasing Stock 7500
Cost of Raw Matcrials Consumed 9500

What this tells us {s that £9500 of raw materials werc requisitioned by
production during the financial peried and that £9500 is currently at
varous stages in the process, Some may be onc-half way through, some
may be hnished, indeed, some may have already been sold.

v will be recalled that as expenses were incurred in the trading process,
these were regisicred in the Profit and Loss account. It might be thought
that this would also be the case with respect ta manufaciuring expenses.
{1 1s not. What then happens to these expenses? Here, we are interested
i obtaiming an indication as 1o what is the 1ota) cost of producing the
goods which we want (0 sell and to carry any of the componceats of
manufaciuring costs in the profit and loss account will result in an
inaccuralc assessment. As a3 consequence, the costs specific 1o the
production process are carried in the manufacturing account and in such
a lashhon 1hat cenain elements of cost may be easily ideatified. One of
ihese costs s known as Prime Cost. This ¢lement of Towal Cost is
represented by the Cost of Raw Materials Consumed and any costs thai
are DIRECTLY associated with the production process. Customarnily,
this includes productive labour but not other, indirect costs, an aspect (0
which we will turn next. In the meantime, if we were (o assume that
L5000 ol labour had been paid 10 date, 1hen the Prime Cost of production
would be.

£1

RAW MATERIALS

Opening Stock Vahation 1Q000
Purchases of raw maienals 7500
plus carriage in 1000
2500
less returns 1500
7000
Raw Materials available for use 170C0
Less Closing Stock 7500
Cost of Raw Materials consumed 9500

DIRECT COSTS

Productive labour SUUg
PRIME COST 1450

Let us now turn to the other €osts of production, nﬁmcly.\he mc‘t‘qeu
costs. In other words, those costs that cannot directly be measured ‘abdm'u:l-
the unit of production. Again, wese are accounted  (or n :‘ ¢
Manufaciuring Account and they follow Prime Cosi. The consequence
may be the following statement:

PRIME COST 14500
FACTORY OVERHEADS
Salaries 2500
Rent and rates ‘5123
Heat 1250

7200
TOTAL COST OF MANUFACTURE 21700

i lled that the purposc is (o establish what the ulnmate ¢ost
}; :;:LS;;ZCdz that have bcfn :'Eanufacmred. In thc process of prc;icucl;?jn
there exist goods that are partially complete. Adjusiments must i‘m hc-
to cater {or such stocks. In other words, account must be ta}l:cn o:j lhw..‘
opening and closing valuations of stock which remain unfinished and the
Total Costs of Manufacture as above would be adjusted lor any 10¢ re.i};,u‘
{or decrease) in Work-in-Progress thai may have matcriah}::ed over ; :l
financial period under consideraton. If Work-in-Progress has :jncrej ;
by, say £2700 then the Total Cost of Manuf‘acllurc must _bc re uced 3
this amount in order that the correct valuation of Dnished %90 s;\ aj
derived, Clearly, il Work-in-Progeess has decreased Il‘!cn the ll[m <
Goods Valuation will be represented by the Total Costs of Mm::lu :u(:;u‘n:_
plus the decrease. The following 1wo examples will hip 1o make ;\;{c ke:.u::
clear. Example A shows what happens when the opening stack of Wor irm.
Progeess is higher than the closing valuation and example B the converse.
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Exaraple A Example B

Total Cost of £ Total Cost of .

Manofacture 21700 Manufacrure 2170

Less incrcase in Add decrease in
Work-in-Progress 2700 Work-in-Progress 130

Cos1 of Production 19G04G Cost of Production 2300

[n previous chapters, the reader will have seen how there always lg
behind the items thet appeared in the trading accouns, the ledge
accounts. It s the same for the mapufaciuring account. Ledger account
are retained for the purposes of handling the purchase of raw material
their returns etc. Accounts exist 19 accommodate the direct and indiree
expenses, The principles by which these various accounts are bandld
remain the same and for this reason unnccessary repetition is avoide

here., 5.4

The relationship between what we have considered and the proccssj
trading should now be more clear, {or instead of purchasing finish

goods, the business is now manufacturing its own. After accounting fo
the various an-costs in the production process, the balance of th
manufacturing account is passed (o the trading account where the sellin
process is noted. By continuing with our simple example this wil) becom
clear. For a momenr, however, let us consider this matter within th
framewaork of a ‘ledger account” format for the manufacturing accounr

Manufacturing Account

Raw Material consumed Cost of Production
Direct costs tif to Trading alc i
Prime costs ‘f
Indirect cosis

Less increase in

Wark-in-Progress <
Cost of Produoction - - --. . ...... ... .

Trading Account

Opening valuation of

finished goods

Cost of Production .
U from Manufacturing o - - ==« v mrreoomnt i aan e .

Goods available for sale

Less Closing valuation
of finished goods

Cont of Goods Sold

It will be seen that the concept of double ¢niry has been maintained with
the balance in the Manufacturing Accoum (sometimes with a margin
added for gross profit on manufactuce) beng translerred o the Trading
Account, this laiter account, of course, being adjusied, as in earlier
chapiees, for any increases (or decreases) in the fimshed goods inventory,
theeeby obtaining the Cost of Goods Available Tor Sule and the Cust of
Goods Sold. Therealier, the data is handled as outlined in Chapers | to
4, namely Gross Profit on Trading is esiablished and eventually, Net
Profit.

The reader wilt have noted that the format of the layout has varied. In
this later example it is more in kecping with the traditional lines of
presentation whereas in the earlier pari of this chapter, that da1z seemced
simply 2 secies of statermenis. Nevertheless, they were in keeping with the
more modern form of presentation which is to set accounting dala n
vertical form.

The Elements of Cost

Another feature worth commenting upon is the relationship betweca this
process and costing, an aspect 10 which we will retarn Imee in this text.
Note that:

Materials
- PRIME COST
Labour 1} * . PRODUCTION COST

Production .

Overheads .

I Selling Costs TOTAL COST
Distribution Costs
Administration Cosis
Financial Conts

and hence:

TOTAL COST + PROFIT = SELLING PRICE

The Concepts and Conventions

Clearly, we are now at the stage of being able 10 carry out some basic
interpretation of accounts. For example, we can comment upon the unit
costs if we krow the volumc produced; we can comment upsn the
proportions of expenses one to the other; we can calculate a number of
imgorcant ratios. Indeed, this is a2 maiier 10 which we will return in a lager
chapter.

For 3 moment consider the following extract from the final ceported
accounts of a well known organisation. Your atiention is directed to the
fact that the auditors commment upoa the accounts giving a “irue and {air
view of the prafig”,
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5.6

Revision

1

What we have now considercd is the creation of the final accounts of an
organisation that is involved in both a Msaufacaturing and a Trading
Function. The ultimate aim, as belore, is che evaluation of profitability. ;
Let us thercfore encapsulate what we have done so far within the
framework of two examples. The first deals with what has been covered
up 10 and including Ch.guer 4. In this instance, however, only the Tria)

Balonce and the Trading and Profit and Loss account and Balance Sheets

are given by way of answer, The second deals, in principle, with the
clements of this chapier and the production of the {inal accounts of a
Manulacturing Organisation. In this example, however, it is only the final
accounus that are presented. The reader’s attention is drawn to the more
modern format of these presentations.

EXAMPLE 1

John Smith started business as 2 sole 1rader on 1 January 1987 with cash

in the bank of £50,000.

the following transactions took place:

jan. 1 Obrained from Mrs Smith a 10 year

interest frec, cash losn 5,000.00
Jan. | Purchased premises by Cash 40,000.00
Jan, 1 Bought Goods on credit from W. Martin 2,500.00
jan. 1 Bought Motor Van by Cash 5,000.00
Jan. 2 Bought Warchouse fixtures and fittings ,

by cash 400.00
Jan. ] Sold Goods ta T. Crown on credit 500.00
Jan. 21 Paid W. Martin by cheque 1,500.00
Feb, | Sold Goods 1o W. Wilson on credii 1,000.00
Feb. 5 Received cheque from T.Crowa 700.00
Feb. 5 Allowed T. Crown 2 discount 20.00
Feb. 6 Paid wages by cheque 700.00
Mar. 18 Bought goads for cash 300.00
Apr9 Sotd Goods to L. Robinson on credit 1,700.00
Apr. 9 T. Crown relurns goods 80.00
May 10 Purchased Goods from F, Pearson on credit 1,300.00
May 1} Paid W Martin in settlement by cheque 950.00
May 11 Discount allowed by W. Martin 50.00 .
June 12 Paid carriage by cash on goods sold 20.0Q
Junc 13 Cheque drawn for wages 700.00 :
July 14 Bought goods from W. Martin on credit 150.00
July 15 Bought goods for cash 40.00
Aug. 16 Sold goods 10 W. Wilson on credit 1,800.00
Sep. 17 W.Wilson paid by cheque 2,000.00
Sep. 18 Purchased goods from H, Wood on credit 850.00
Sep. 19 Sold goods for cash 920.00
Sep. 19 Goods returned 10 H. Wood 160.00
Sep. 20 Cheque drawn to pay wages 700.00

Sep. 21
Sep. N
Qct 22
QOct. 23
Qct 24
Oct 25

Oct 25
Oct 26
Nowv. 27
Dec. 28
Dec. 29
Dec. 30
(a)

(b)

(c)

(d)

Sent cheque fo H. Wood

Discount allowed by H. Wood

Sold goods to T. Crown on credy

Bought goods from W. Maniin on credii

Bought goods for cash

Bought 500 goods by cash from F. Pimms
and paid £50 cartiage charges by cash

Sent cheque to W, Martin

Received cheque from T. Crown

Cheque drewn for wages payment purposes

Paid Electricity Account by cheque

Paid Rates by cheque

John Smith draw by cheque for personal use

Prepare the appropriate ledger accounts

Exiract z Trial Balance as at
315t December, 1987

Preparc appropriate Trading and Profit and
Loss accounis and Balance Sheer as al
31st Decemnber, 1987, subject 10 the
following adjustments:

(i) Wages for the ygac are overpaid
£350.00

() Rent due amounts 1o (10.00

(ii) Electricity due amounts to £15.00

For informstion:

{i) Stock on hand was< valued 2t the yeac
end as £3250.00.

720.00
30.00
1,300.00
2,400.00
730.00

$50.00
2,000.00
1,000.00
700.00
50.00
80.00
150.00



Donacion de AGERS al Centro de Documentacion de FUNDACION MAPFRE



Balance Shegt ). Smith as ar 31 December 1987 EXAMPLE 2
L £ L A. Stewart carmnes on business as 3 manufaciurer The fallowing rrial
Fixed Assels belafice was exisacicd from his ledger on 30th June 1987,
Prenvses . 40000 { s
Mpror Van 000 D Cr,
Fextures and Fittmgs 400 Adveriwng 900
45800 Bank 11560
Currcnt Assels Capinl 19900
Stock (111) 1250 E“h. 700
Debiors 2300 rt!:h:ors PRl
Casn 3730 Delivery Van.
' l. Cout 2000
Prepayments 550 2. Depreciation 400
15130 Drawingz 500
Levs Linhilitics Debrors 8500
less than | Year General Bxpenses 1004
Credicors 1850 Hezat and L[Ehl L&GG
Bank Ovecdralt 1400 Manufaciuring Wages 10000
Accruzls 55 {HTice Salaries ) 2500
— 6105 Srock (Raw Marerizls: 30.4.86) 000
—_— Office Furnitre
Wwarking Capital 8815 1. Cost &00
2 Dwepreciation 240
Total Net Assets 54225 Plant
1. Com 100D
Less Liabilities p L Depreciation 50 3000
greatér than 1 Year ovrer Y
Loan {rem Mrz Smith 2000 g:lorg;:la};:ﬂsl 4009
I. Byw muernals 50000
Net Worth 49225 2. Goods lor ressie 2000
Rates and Tasarance LIl
Financed by: Sales 72000
Capital employed Wark m progress (30.6 86) 1000
Opening: Balance S0000 S10ck (Finished Goods 30.6.86) £Q00
Fesz Net Loss 825 .
59375 The lellowing Infarmation is also available:
L.o55 Drawings 150 I Siocks at 30687 were valued
4922.5 st Mﬂtgliﬂh ;‘;Bﬂm
. Finished Goods L6300
2. Workin progress al 0.6 87
was walucd a1 (4200
3}  Depreciation i 18 be provided
by the straight line meihod
oz Tollows.
Planmi 10%
Oflice Fumiture 5%
Dzlivery Van 20%

Ha



4. Expenses are o be sllocated
thus:
Heat and Light
Geaeral Expenscs
Rates and [nsurance

5. The purchase of 2000 goods
for resale was 3 speeal
1ransaction to enable an order
1o a customer (o bt completed
31 2 ume when the
manufacturer's plunt broke
down.

6. Tinished Goods arc 1ransferred
al cost of production
plus 10%.

Manufacturing Trading and Profit and Loss Account

Factory Office

80% 20%
75% 25%
80% 0%

for A. Stewart, 30.6.87

Sales

Raw Materials
Opening Stock
Purchuases
Raw muicriuls availublc
Less Closing Stock
Raw Muaicrials Consumed

Direct Costs
Direct Wages

PRIME COST

Factory Overheads
General Expenses
Raies and Insurance
Heat and Light
Increase 1n Depreciation (plant)
Power

Work in Progress
Add Opening Stock

Less Closing Stock

Add Gross Margw on Manufacture
Cost of Production

£ £

7000
50000

57000
8000
49000

10000
59000

750
240
1280
1000
1800 5070

64070

3000
67070

4200
62870

6287
69157

£
72000

T e

Cost of Production

Finished Goods
Opening stock 6000
Goods purchased for resale 2000
Goods available for sale
Closing Stock of finished goods

Cost of gooeds sold

Gross Profit on Trading

Grass Profit on Manulacture

Selling and Distribution Expenses:

Heal and Light 320
Rates 60
Advertising 500
Depreciation on Van _400

Administrution Expenses:

General 250
Depreciziion on Office Furniture 40
QOifice Salaries 2500
Total Expecnses
Net Profit

65

1680

69157
8000
77157
6300

70857

1143

6287

7430

4170

2960

|



Balance Sheet A, Stewart as ar 30.8.87

Fixed Assels
Propeny
Many
Furnitare
Van

Current Agsels
Sk
Raw Malenzls
Finished Goods
otk i Progress

Debiors
Cash

Less Liabilities
Less Than | Year

Creditors
Tk gwerdrai

Working Capiral
Net Worth

Financed By:

Capital
2dd Ney Prol

fesa drawings

L i £
CostDeprecation Net Value
4000 ol 4000
1000 4000 5000

800 280 520
2000 800 1200
11 (] SOR0 11720
B000
5300
4200 18500
8500
_700
FTT00
1500
11560 19060
8640
20560
19900
2000
22860
2500
21360

G.1

6.2

Chapter Six
PARTNERSHIF ACCOUNTS
Introduction o Partncoahips

In the process of building & business, there [revuenily atises thie need lor
furiher cxpansion. The sale tradee, far exampie, may reach she peint
where he simply has no further access 10 capinal Porhaps he hay cven
resched the Vimi of his management skill and tmoe hos become 3 severe
constraint. A variery of 1cchmgues @re avsilable wherehy such protlems
may be overcome, not least the formanon of a parenerstup, This weebmique
inroduces others intg the business wha ace prepared (o bring addwonal
capitel {cither in rerms of cosh or other 2sserh. More (requently than not,
geriners take specific robes when they win the orgamsalion bui 3 6ot
necessarily 3 pro-requisine,

The Farinership Actls

Winat is 2 parmnership? According 1o The Parinershep A (LR90), 00 3 0
relationship with & common view 10 profies In accordance with the
statuic, any relatiomship which 18 sulicct 1o the Companies A ot subigel
of 2 Royai Chaner s NOT 2 Partnersfup wirthet the meaning oi' 1he Agi.

Clearly, & partnership cannot comprise Iess than two persons and the
Companies Act, with some exceprions, places an ppper coling, namely
rwenty. Aoy formsiien in excess of this nember cannon be constined 21
a Parinership, The excepuons (o the cule are

I.  Soalicitors,
2. Accoumiants
3. Members of the Stock Exchange.

[n peneral, those who zgree 10 form 2 Parnership may make wha
artzngements they ploase bul the rules and regulationy are more usyaliy
sel oul in a document koown 3t “The Deed of Mannership”, This
decument is a0 importan meens of cxpressing (he relanonshup Berween
pariners and # showld deal with such speeifics a4

b The duration of the partnership {for example, for 1§ years or until
death),

2. The extent of parincrs” Capitzl cammilment

3. The gppervonment of produs {useaily on 2 ‘progorton of capiel
basis but chit is not giways the (asc o sotne miay bring the brawn,
otherg the braing sod others the money!)

1 The exient of wnterest 1o be eharged, Tor example

{a) On drywings (im 2 hope 0 keop these o a runimumy)

{b) On Capital {thercloee ceflecuny the dilTeremn f1sks 1aken),

How Geodwill 18 to be delermingd,

The amount to be pad on death ar teurement.

The duties and cosponsihilines of pariders,

The salarics, F any, 10 be paal

@
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6.3

In the event of there bewng to Deed of Partnership, then, in the even of
a dispute, the relatanship between the panners will be determined by
Setivn 24 of the 1890 At which amongst other things, says:

I. There will be an equal share in capital and profits (and josst).

2 That five prer cont imerest 1s 16 be paid by 1he Partnership on that
porhon of the cupial advance which exceeds the amount which the
pariners agreed (o contribure, )

3. Thatthere s no enlitlement (o interest on capital before profits have
been asceriaimed. §

4. That partners are NOT entitled 10 2 salary in return for services (o
the parincrship

These, ace the princigri provisions of the Act but there are others which
toncern themselves, for example, with the introduction of new partners,
access 1o the books of zccounts and the nature of their policy-making. 1t
has (a be said, however, that tus act is a codifying act and the precise
mature of the redsnenship may 134 have o “fall\back™ o common law.

Clearly, 1the parinership relationship is not perfect, it does have some
disadvantages. First, Pariners may find legal action being 1aken against
their private prossessions in order that credirors may recaver from a
fadding by the partoership o sentle their debis. Second, each parincer is
liable for acuion(s) of his colleagues.

Onc mcans of overcoming these shortcomings is to form the parwership
under the Limuted Partnership Act of 1907, The effect, briefly, is thar
“General” panners are fully liable with those who are *Limited™ not being
lisble beyond the capital they invest.

The Structure of Partnership Accounts

We have seen from our carticr discussions, that the manufaciuring,
Irading and prolil and Ioss accounts were used 1o show rthe profitability
of the operation. L widl be recalied that the profitability of the Sole Trader
resulted in un addition to his capital. In the case of the parinership,
however, there is 8 multipliciy of ownership and clearly there must be
some speaial features in (heir accounts. Essentially, the siructure of the
accounts is no dilTecent rom what we have considered 50 far with the odd
excepions. These arg us {ollows:

I. Capnal Accounts With the sole trader, 3 single capital account
was shown. With a pannership, each
partner has his own.

2. Current Accoums  ©  These accounts teplace the “drawings”
account of \he sole tcader. There is, for cuch
partner, a “current” account which shows
the change in the financial relatdonship
between the parners and the partoership
that bas 1aken place during the current
financial period.

£n

3. Appropriation This account 13 an extension of the prof
and loss account, The net (rading profut of
the partaership is carried dawn as a credu 10
this sccoum, approphale adjustimenis ag
made (such as interest on capual, drawings,
partners’ salaries) and the batance is the linal
profit available for distmbunon 1o the
partners in accordance with the agreement,

The double catry is 16 the curtent accounts.

A simple example will make this clear. Consider example 2 in the last
chapter. Thete, the business concluded wih a profit of £2940; an amount
which ralised the owner’s cquity ia the business to £20,360. Wha,
however, if this business were a partnership comptisiog, say (hrce
partners, no longer would there have been a single capual sceouin
showing a balanee of £19900, There would hove beer theee perhaps as
M) ows.
Pannct A Panncr B I"arinere C
7 s000 [ w000 | 900

Nonce the effecr: threc scparate accounts, therefore three separate
balances in the trial balance and, of course, three sepacate entfics in 1he
balance sheet, Whatever the case, if any dicect capical injeciions {or capital
reductions) are made by 1he pariners, then these will appear 0 the capital
accounts. Beyond that, no oiher eatries are made 1o them.

We have said thar the Current Accounts replace the drawings accounts.
[n the trial balance of that example, o1al drawings were shown as L2500
but this was fos the sole proprietor of that busincss. Conunuwng with our
assuription concermng the presence of three pariners if these drawings
had been made by one pariner alone Lthe entry in the ledger accounts
would not have been:

Diawings Account Current Advaunat

{Puriner A)
2500 [ but, say {0 l

Let us, now continue with our assumption of ilicge pardners and that each
made independent drawings 1otalling £2500 1hus:

Current Accoenl Current Account Current Account
{Partner A) (l'artner B) (Parince O)
1000 | 1000 | 500 |

These accounts are used 1o establish the nature of any change 10 the
partne’s equuty in the business during the finarciul period. They idenuly
the rise and fall in commitment and hence they aie adjusied for such
roatlers as we have slready Considered above.
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Let us now make some lurther assumptions. Let us say that:

}.  Five per cent interest is to be paid by the Partnership on capital in
excess £5000.

2. Ten per cent interest is 10 be paid on cash drawings.

3, A szlary of £500 i to be paid to cach partner.

These are clearly not the expenses of running the Partoership. For this
reason they are considered as an appropriation by the partaers of profits
1hat the business has ¢arned. [n effect the profu is distwributed via the
appropriation account 10 the current accounts, the balances of which are
¢ither an addition or reduction in partners’ equity.

As 2 parincrship, the balances of The Profit and Loss Account will now
be carried to the Appropriation Account, with the various second entries
of adjustments appearing in the pariner’s current accounts thus:

Parinership XYZ Appropristion Account

Net profit ¢/d 2960
Interest on capinad Interest on Drawings
Martner A 50 Pariger A 100
Pariner B 50 Panaec B 100
Pariner € 14% 245 | Pannes C 50 250
Salaries
Partner A 500
Partner B 500
Pariper C 500 1500
Balances of profus
Fariner A 488
Partner B 488
Pariner C 489 1465

£3210 1210

Far the sake of convenience, only one current account has been fully
completed to show 1he double entries. The reader is lefi to complete the rest.

Cutrent Accoum {Parince A)

Mrawings 1000 | Imccest on Capital 50
{nicrest on Drawings 100 | Salaries 500
Prolu appropriatien 488
Balances ¢fd ¥4
£1100 £1300

Balance bid 62

All but two of the sccond entries for rhese accounts have been shown
above. The sccond entries which are missing (rom this example are:

1. That of net profit {which is in the P & L account).
and 2. That of the drawings (which is in the cash account).

Notice 1he effect, the balance in the current accounts now show the
collecrive cffecr of adjustments made during the financial period. They are
not closed off by transferring the bulances 16 partners’ relalive cupital
accosints, "Uhe balance < carsicd forward into the (ollowing peried,

n

6.4

6.5

6.5.1

The Balance Sheet

No sietutory requirement is [sid down with respect 1o the presentation of
either the final accounts or the balance sheet of a partnersiup but in
general they are the same as we have already considered within the {rame-
work of the sole trader. There are one or two exceptions. For the balance
sheet, the exception is that the capital of cach pariner should be clearly
identified as should the balance in their current sccounts. The balances on
these two accounts should not be consolidated into a single, representative
amount {or each partner. Indeed, the practice is sometimes 1o sumrmarise
the content of the current accounrs. For cxample, the relevani capilal
section of a balance sheet for a parinership might fook like:

Balance Sheet of Partnership XYZ as at «-f--/--

Capital Accounts

Pariner A 1000

Partner B 1000

Partner C 1000 3000

Current Accounts

Partner A 500
Pariner B 500
Pastner C 500 1500

As an alternative presentation, the net equuy of each partner may be
identified in the balance sheet by presenting, lor each partner their capital
with that amount either increased or decreased by the balance in their
current account. It is simply 8 matter of convenience.

Changes in the Partnership

Clearly a partnership i an ongoing orpamisation. [t (s created, new
parincrs join, others leave the business ¢ither throuph retirement or death.
The effects of such changes are that the old partnership ceases and 2 new
one 1§ created. To ensure equity, cenain adjusiments have to be made to
ensure that those forming a new partnership or new pariners eniering an
existing business do not obtain an unfair advantage and that exisling
partners who are leaving the partnership do remove [rom 1he busipess that
which is rightfully theirs.

The Creation of a Partnership

Let us firsi consider the case where two sole traders decide 10 form a new
partnership. Clearly, there is a need (o prior agreement as 10 wha
elements of each independent business are to be included in the new
venture. Here is a list of hypothetical asscts and habilities which represent
the independent balances of the two businesses:

Buswmess 4 Bixinrss 8 RYIT

£ L £,

Cash in Bank 2400 - 2400
Cushin hand AT 160 10
Debrers J601) HA00 1OKN0





