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Bookkeeping for Small Businesses


Andy Lymer




Introduction


The aim of this book is to provide a concise introductory text which is both readable and interesting, and clearly relevant to the routine recording of business transactions, while at the same time covering the main syllabus requirements of elementary examinations in bookkeeping.


There is a difference between bookkeeping and accountancy. Bookkeeping is concerned with the initial recording of financial transactions rather than their detailed interpretation or use as a decision-making aid. It is on the process of bookkeeping, rather than the use of its output, that this book focuses. The second chapter introduces some common business documents. These often provide the basic raw material from which the subsequent bookkeeping entries and financial statements are prepared. The use of computers in keeping business books may lead to the elimination of some of these documents, but the accurate recording of each business transaction remains essential. These records provide an important part of the material which is used and interpreted by the accountant and the manager.


This edition includes an introductory chapter on the use of computers in support of the bookkeeping activity. Information technology is playing an increasing role in the collection, recording and processing of accounting data and therefore some appreciation of its impact is necessary. However, the basic principles of bookkeeping remain unchanged and it continues to be important that bookkeepers understand these principles.


In this text the style which has proved so successful in earlier editions has been retained where appropriate, and the guidance provided by previous authors is gratefully acknowledged.


This edition also includes ‘Objectives’ at the beginning and ‘Focus Points’ at the end of each chapter. The ‘Objectives’ provide an overview of each chapter and after completion you should review the ‘Focus Points’ before going on to the next chapter. The ‘Taking it further’ section offers various suggestions for further improvement of your bookkeeping skills after you have worked through this guide. It also suggests ways for you to gain qualifications in this area to illustrate your skills.


Bookkeeping is not mysterious: indeed its ‘rules’ are logical and straightforward, and readily mastered with practice. Thus the text includes many worked examples, carefully graded questions and three complete examination papers with fully worked solutions. To gain the most from this support you should always prepare your own solutions to each question and then compare them with the ones provided in the text.


The permanent VAT rate at the time of writing of 20% has been used in some examples but the principles of recording VAT remain the same whatever its rate.


A. Lymer May 2015
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What is bookkeeping?
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In this chapter you will learn:


•  About Books of Prime Entry


•  About double entry bookkeeping


•  That detailed records are essential
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Objective


This chapter introduces you to the basics of bookkeeping in the form of a conversation between two people, one of whom is familiar with the process of Double Entry bookkeeping.
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Question What is bookkeeping?


Answer The process of correctly recording in Books of Account cash, credit and other transactions.


Question What are Books of Account?


Answer The primary Book of Account is called the Ledger, so called because all transactions, after first being recorded in subsidiary books, are afterwards grouped or summarized in Accounts in the Ledger.


Question Why should goods or services be bought or sold on ‘credit’?


Answer Almost all business dealings are conducted on a credit basis to avoid the inconvenience and danger of carrying large amounts of cash. The supplier of goods or services is usually content to accept payment at some future date. The main exception is the retail trade for a private individual.


Question Why is it necessary to record these transactions?


Answer Even in the smallest business the proprietor or manager will want to have accurate and up-to-date information about how much has been bought and sold, how much money has been received for sales, how much has been paid away for purchases, etc. Private individuals often find it convenient to have the same information for their cash receipts and payments. You can imagine that with a very large business, chaos would quickly result without this information.


Question So bookkeeping really involves analysing in some way or another these various transactions?


Answer You could say it involves recording these transactions so as to permit analysis in a systematic fashion, in a way that can be applied to all businesses of whatever kind, and that is intelligible not only now but at any future time.


Question Do you mean by this ‘the Double Entry System of bookkeeping’?


Answer Yes.


Question Why is it called ‘Double Entry’.


Answer Every transaction has at least two effects, or aspects. We describe one aspect as a debit and one aspect as a credit.


Question So it does not mean recording the same transaction twice?


Answer No, not at all. If I have bought goods worth £100 from Smith which are payable in 30 days’ time, the first part of the transaction is that my business has received goods which it hopes to resell at a profit; the second part of the transaction is that Smith, my supplier, has become my creditor, and has a claim on me for £100.


Question Would it be the same if you had bought the goods and paid for them at once, instead of getting them on credit?


Answer Yes, that would be a cash purchase. But instead of Smith becoming my creditor, I would have to record the £100 reduction in cash held by the business.


Question What is the real advantage of the Double Entry System?


Answer For the reason that every transaction can be looked at from its twofold aspect; the record made is complete instead of being only partial.


The practical advantage is that you put the whole of the facts on record. These are:


•  The business has gained £100 worth of goods (this is described as a debit).


•  Smith has a claim on you for £100 (this is described as a credit).


Obviously, to know these facts is of importance in any business.


Question Well, does this hold good with situations other than buying transactions? Would the same state of affairs exist with the selling of goods?


Answer In exactly the same way. The first aspect in the selling transaction is that your business has given up £100 worth of goods as an ordinary sale. The second is that the person who has received them has become your debtor, i.e. they are indebted to you, on the assumption that you, in this case, are giving credit, because you are the supplier.


Question Does the Double Entry System stop at this?


Answer No. It goes much further. Because of this twofold aspect I have been talking about, it enables you to compare the proceeds of the sales you have made with the cost to you of the goods you have bought, and so obtain your profit or loss on trading.


Similarly, as it shows the claims other people have on you (your creditors or accounts payable), and the claims you have on other people (your debtors or accounts receivable) you can tell very quickly what is the position of affairs of your business at any particular date so far as these people are concerned.


Question Is this important?


Answer Yes. If the amount of accounts payable of the business exceed its accounts receivable, any goods which it hopes to sell and the ‘ready’ money it has available, it may be insolvent, that is to say, it cannot pay its debts as they become due.


Question When we began talking, you said the Ledger was the Book of Account, and that all transactions were first recorded in what you called ‘Subsidiary Books’. What are these Subsidiary Books, and why are they kept in addition to the Ledger?


Answer The Subsidiary Books are termed Journals or Day Books because, very much like a journal or diary, they are completed daily (or should be).


They are designed to relieve the various accounts in the Ledger of a great amount of detail which, while indispensable to the business, can better be given in a subsidiary book than in the Ledger itself.


If you take, for example, the purchasing side of a business, a very great amount of detail may have to be recorded as to the supplier, the quantity, quality and price per unit of the goods, total amount payable and so on.


But, so far as the double entry or twofold aspect of all the buying transactions is concerned, they are all in the first place purchases of goods for the business. In the second place, credit must be given to all the various suppliers from whom the purchases have been made. Thus there will be one account in the Ledger for incoming goods, or purchases, and other accounts, also in the Ledger, for the individual suppliers.


Question So the Journals or Day Books do not form part of the Double Entry System at all?


Answer Correct. These Subsidiary Books are outside the Double Entry System. Their function is to provide the information from which the Ledger Accounts are written up.


That is why they are often referred to as Books of Prime or First Entry. With very few exceptions it is a well-recognized rule in bookkeeping that no transaction should be recorded in a Ledger Account unless it has first been recorded in a subsidiary book, or a book of first entry or a computer-based substitute.
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Focus points








You should now appreciate some of the basic facts about Double Entry bookkeeping as a process.


✽  All transactions are fully recorded in a Book of Prime Entry.


✽  Two entries in the Ledger, one debit and one credit, are needed in respect of each transaction.


✽  Detailed records are essential to enable you to manage a business.
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Testing Yourself








  1  Explain briefly the theory of ‘Double Entry’, and of ‘debit and credit’.


  2  What do you understand by the term Double Entry, as applied to a system of account keeping? Give examples to illustrate.


  3  ‘Bookkeeping by Double Entry means recording the same transaction twice.’ Is this correct?


  4  What are the advantages to be derived from keeping a set of books using the Double Entry System?
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Business documents
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In this chapter you will learn:


•  About common business documents


•  How to recognize each document and what should be in it


•  How to complete these documents
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Objective


This chapter describes several business documents. It is from these documents that you obtain most of the information you need to write up the Books of Prime Entry. It is important that you can recognize these documents and the data they contain.
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Financial documents


An invoice is the primary document which records details of a sale to a customer or the purchase from a supplier. An example follows, and in many systems the advice and delivery notes are produced at the same time. The data on them is very similar and provision is made for appropriate signatures to verify the details shown on each particular document.
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Remember this









In this book we will express years as xxx1 rather than as a specific year. Therefore, the next year will be xxx2 and so on. Use a specific year in any examples you do however, if it helps you link this book to the reality of what is happening in your business.
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•  Example 2.1


E Whitham sells floor covering at discount prices. On 1 May xxx1, M Lowbridge was supplied with one piece of brown kitchen floor covering measuring 6 metres long by 2 metres wide, with a recommended retail price of £10 per square metre.


E Whitham gives M Lowbridge a discount of 25%, and makes a standard delivery charge of £5. Delivery to 69 Markbrook Drive, Marktown, Yorkshire. All transactions are subject to Value Added Tax of 10%.


A completed invoice would look something like this.
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Remember this









Note the inclusion of VAT in the example above. Value added tax is something you will have to pay on many things you buy as a business – and you may even have to charge it. We will not include VAT in the first part of this book as you learn the basics of bookkeeping, but will bring this back into our accounts later to show you how to account for it if this applies to you.
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A statement in the accounting context refers to the summary of the purchase or creditor ledger account that is sent to a customer, or by a supplier to your business, at regular intervals, usually monthly, requesting payment of the amount due. Some businesses produce it at the same time as the ledger account is updated. In a very simple bookkeeping system it may have to be copied from the personal ledger.


When a statement is received it should be compared with the records kept by the recipient. Sometimes the amount requested by the statement will agree with your own records, sometimes there will be a difference. This can arise for a number of reasons; for example, clerical errors, goods or services invoiced but not yet received, cheques paid, items in dispute, goods returned and credit notes not yet issued, and discounts or other allowances not recorded. After the necessary adjustments have been made the two balances should reconcile, i.e. show the same amount. The statement can then be signed by the person who has been authorized to certify the amount that can be paid.


The statement sent by the bank is known as a Bank Statement and the reconciliation process is described in Chapter 6.


A cheque is a common way in which payment is made to a supplier. The cheques used by small businesses are like personal ones and are illustrated below.


The counterfoil or ‘stub’ (not shown here) and the cheque are pre-numbered, e.g. 397. The other numbers are used by the bank. Generally, pre-printed cheques will also show the number of the bank account and the name of the business or person who will be writing the cheque.
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•  Example 2.2


Mary Smith has received goods to the total net value of £346 for her flower shop from Growmore Nurseries Ltd. Complete the cheque for full settlement of this amount on 31 July xxx1.
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The size of the counterfoil or stub restricts the amount of information that can be recorded. Therefore, when paying a supplier, an account reference could be included and will be adequate. When paying other, sundry items it would be appropriate to include a reference to the invoice or other document supporting the payment. Any cash discount allowed by the supplier should also be recorded here so that a record is available to ensure that the double entry record is written up correctly.


Many organizations now use a computer to print cheques and a copy can be used as the cheque payments record, called a cheque list or sheet. This list, or the counterfoil if cheques are written by hand, is then used to write up the Cash Book.


An alternative form of payment is the Bank-giro system or other forms of electronic funds transfer (EFT) which allows payment to be made directly from your bank to any other bank. Service utilities such as gas, electricity, etc, send a prepared form with the invoice for this purpose. When regular payments of the same amount will be due the standing order (STO or S/O) can be used. This is an instruction by the debtor to their bank to make a transfer to the creditor. It is also possible for the debtor, or potential debtor, to authorize the creditor to initiate the transfer; this is known as a direct debit (DD or D/D).


Credit cards are also very commonly used by businesses. These are very like payment by cheque in that the receiver gets their money almost straight away. However, as the payer, you get ‘credit’ for these sums until you choose to settle the bill with your credit card provider. To track what is owed they will send you a monthly statement (or give you access to one online) and you can choose when to settle this bill (within certain limits).


For small transactions businesses can also use bank debit cards. These are like instant cheques in effect and money leaves your account, as the payer, and enters the recipient’s account almost instantaneously.


A ‘banker’s draft’ is similar to a cheque but is issued by the bank at the request of the debtor and as it is guaranteed by the bank it is accepted immediately as cash.




These are rarely used in paper form these days however, and larger transactions for which drafts would have been used are usually transferred electronically now.


The Paying-in Book provides details of items paid into the bank. The form used for personal accounts and small business transactions is shown below and space for recording details of the separate cheques is on the reverse.


The form is perforated and the bank will retain the larger right-hand portion and leave the left-hand portion in the book after stamping it to acknowledge receipt of the amount paid in.
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•  Example 2.3


You are employed by Benyon and Walkley Ltd as a cashier. Your employers keep a current account (16271763) at Selbury Bank. On 1 April xxx1, you pay the following items into the bank on behalf of your employer:














	19

	£20 notes






	33

	  £5 notes







	128

	  £1 coins







	1

	 50p coin







	3

	20p coins






	17

	bags of £5 in each bag







plus cheques payable to Benyon and Walkley Ltd from:














	C Tootill

	£189.56






	S Fowler

	£165.45







You are required to complete all parts of the paying-in slip shown above. (Make your own entries before comparing with the solution.)


This example asks you to enter several items which in practice might be pre-printed on the paying-in slip, and if they are there will be no need to enter them by hand.


The counterfoil may be used as a prime document to write up the cash received sheet, and used to check the receipts shown on the bank statement.
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The Receipt Book is a memorandum book, usually in duplicate or triplicate, which is used to provide a record of money (cash or cheques) received. They are usually pre-printed and pre-numbered and will show the date, amount received, person/company it is received from, nature of payments, i.e. cash or cheque, any discount allowed and the signature of the person who made out the receipt.


•  Example 2.4


Micklethwaite Electrics keep a cash receipt book and retain two copies of each receipt issued. Prepare the document that you would issue to Keith Miller acknowledging receipt of his cheque payment.


On 23 February xxx1 you received a cheque on behalf of Micklethwaite Electrics, 85 Leeds Road, Ripon from Keith Miller, 10 Halstead Road, Pannal Ash in full settlement of Sales Invoice No B 973 dated 6 February xxx1. The amount of the invoice was £230. Keith Miller is entitled to a cash discount of 5% if settlement is made during February.
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Some systems might require the full description of the debtor and if Keith Miller is not sufficient to ensure correct identification then his address could be included, as could the invoice number and description of the items involved.


Nowadays it is less common to issue receipts for payments made by cheque or transfers through the banking system.


The Bank Cash Book is a book or sheet in which payments into the bank and withdrawals from the bank are recorded.
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•  Example 2.5


Pauline Weldon operated a small mail-order company. All her receipts were paid immediately into the bank and all her payments were made by cheque. Her Cash Book showed a balance in hand of £748.24 on 1 October xxx1.


You are provided with the above proforma and are required to enter the following transactions and balance.


During October she made the following deposits into the bank:


Paying-in Book counterfoils:
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Her payments for October showed the following details:


Cheque Book counterfoils:
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Prepare your own Bank Cash Book and enter the transactions, then check with the following solution. Note: Receipts are entered on the left-hand side and payments on the right.


There may also be a ‘folio’, or reference, column for the cheque numbers.
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The Cash Book will usually record both bank and cash transactions as described in Chapter 5, but there may be separate cash sheets and/or a Petty Cash Book as described in Chapter 7.


Wages documents


A clock card is the original document on which employees record the date and the time at which they arrive and leave work or when they start and finish particular jobs. A typical example of a clock card is given below.
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A piece-work card is the original document on which the employee records the amount or the number of units produced. It is used when payment is ‘per unit’.


The time at work, and the work produced, multiplied by the appropriate rates will enable the gross wages to be calculated.


There are usually deductions to be made from this gross amount, for example tax, national insurance and other compulsory items. There may also be voluntary deductions, such as trade union subscriptions, Save As You Earn, etc., to complete the calculation of the net amount which will be paid to the employee.


•  Example 2.6


Jenny Stone works in the goods inwards department of Fenwold Electrical. Her clock card number is 100. She is paid £5.20 per hour for a 35-hour week. She is paid time and a quarter for any weekday overtime and time and a half for overtime worked on a Saturday.


Hours worked week ending 27 February:
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Deductions for the week:














	National Insurance contributions

	13.8% of gross wage over £111 per week






	Income Tax

	20% of all earnings over £192 per week






	Save As You Earn Scheme

	£5.00 per week






	Trade Union Subscriptions

	£1.00 per week







Note: Employers’ National insurance contribution is the same amount as the employee’s contribution in this example, although this is not usually the case in reality.


You are required to calculate Jenny Stone’s net pay for the week ending 27 February xxx1.
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GROSS PAY


Hours worked: 40 hours 0 minutes during normal working hours
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DEDUCTIONS
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These calculations for all employees should be entered into a Wages Book, or more likely onto a Payroll Sheet, for the week. In a computer system the details for each employee could automatically be added to their records and be used to provide the equivalent of the Payroll Sheet. A typical Wages Book (Payroll Sheet) is shown below.
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This data for Jenny Stone, calculated above, would be entered as shown below.
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This particular payroll requires the total hours paid at basic rate (43) and the premium overtime hours 5 at time and a quarter (1.25) plus 3 at time and a half (1.5), a total of 2.75 hours, to be shown. Note the column for Employers’ National Insurance.


There are rules and regulations governing the calculation of this amount in practice but at this stage of your studies a simple rule was provided. That said, treat this as the same as the employee’s NI.


NOTE AND COIN ANALYSIS


When employees are paid in cash it is essential that the exact amount of their net pay can be put into individual pay packets to ensure rapid payment at the appropriate time. This requires the analysis of each net amount into the notes and coins required. It is usual to use the minimum number but sometimes it has been agreed that there will always be, say, at least four one pound coins in a packet. In this situation the usual analysis, shown below, would have to be modified to reflect the particular constraint.
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Naturally, computer programs are available to provide this analysis as a by-product from the payroll work. Sometimes the net wage or salary will be rounded up to the nearest pound each week and the difference carried forward to be adjusted the next week or month. There has also been some pressure from employers for employees to have a bank account into which direct payments could be made and this is now common in most businesses. One obvious reason for this is the avoidance of large cash amounts in transit or being held at the point of payment; also less likelihood of paying the wrong person. The process of operating the payroll remains the same however, and payslips are still issued (usually still in paper form).


Inventory records


Inventory (sometimes called stock) is defined as those goods which the business intends to resell, perhaps after conversion or assembly. It is often a significant asset of an enterprise and records should be kept showing receipts, issues and the amount of inventory. Some bookkeeping systems will also record orders and although some records will show the quantity others may show the value as well. The procedures may be integrated into an overall system that provides the justification for paying purchase invoices, issuing sales invoices and means of controlling the amount of stock being held.


An advice note from a supplier is notification that goods will be delivered in response to an order. It may be used as confirmation that their request for supplies has been processed.


The delivery note (sometimes the advice note) from a supplier comes with the goods when they are delivered to your business. It may be used for subsequent processing, e.g. recording the receipt of the goods, or to compare with a goods received note made by your business when the goods were received.


A stores requisition note is, as its name suggests, a request to issue goods from inventory, authorized by an agreed procedure. It is used to record the issue of inventory on the bin card or stores record and for crediting the stock account and debiting the recipient if the system has been designed for that purpose, usually in manufacturing enterprises.


Stock cards are records of a particular item in inventory. If held in bins/racks/trays they may be called bin/rack/tray cards. In principle it is a record kept with the physical inventory and updated at the time of any physical movement. Usually only quantity is recorded. Inventory ledger records are kept in a stores office and/or the accounts department and may record quantity and value.


This record uses the ‘running balance’ format rather than a ‘two-sided’ one, and has the advantage of always showing the up-to-date balance. From time to time the physical inventory should be counted and the amount compared with the bin card and the inventory ledger card. There may be some differences due to transactions not yet recorded but any differences remaining should be investigated, if material, and all records amended to show the actual quantity. Other causes of a difference may be clerical error, unrecorded issue to cover scrap, theft or items stored somewhere else.


Using the form below, write up an inventory record card for Jigsaws, ref no 1610:
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Solution
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This illustration only uses quantities. Some systems also record the value of receipts, issues and the balance. Purchases are usually valued at actual cost, issues at the average cost of the balance immediately before the issue. There are other bases of valuation which are acceptable.
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Focus points









Having completed this chapter you should:


✽  be familiar with many of the common documents you will use when writing up the books of most businesses


✽  now recognize what each document is for and what information it should contain


✽  be able to complete the common business documents: an invoice; a cheque; a paying-in slip (Giro); wages documents; inventory records.
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Testing Yourself









  1  Knox Sawmills have a current account (no 16760272) at Selbury Bank Ltd. On 2 March xx1x the business pays in the following items at the local branch:














	3

	£20 notes






	7

	£10 notes






	12

	£5 notes






	74

	£1 coins






	35

	50p coins






	16

	20p coins






	200

	2p coins







and cheques made payable to Knox Sawmills from














	F Rigton

	£108.25






	A C Killinghall

	£365.12






	Duck and Drake

	  £49.96







You are required to:


a  complete all parts of the paying-in slip given below.


b  describe two possible uses of the counterfoil slip retained in the bank paying-in book.
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  2  Josephine Swift makes all payments over £15 by cheque and pays all receipts into the bank at the end of each day. On Monday 27 February her Bank Cash Book showed a balance of £4960 Dr.


The following information is available for the next week:


Cheques drawn:
















	27 Feb

	R Loftus (creditor) £300

	Cheque No 1610






	27 Feb

	Stock £600

	Cheque No 1611






	28 Feb

	Advertising £150

	Cheque No 1612






	1 March

	Electricity Board £125

	Cheque No 1613






	2 March

	Petrol account £65

	Cheque No 1614






	3 March

	Rover and Waters Garages(deposit on car) £1000

	Cheque No 1615







Bank Lodgements:
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On 5 March she received her bank statement which revealed the following information:
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You are required to:


a  write up and balance the Bank Cash Book for the week beginning 27 February xxx1 (after receipt of the Bank Statement), using the format given below


b  prepare a Bank Reconciliation Statement on 5 March xx1x (after completing Chapter 6).
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  3  C Ponsford manages a small firm employing four workers. During the week ending 31 December xxx1 each worker earned take-home pay as follows:














	L Jennett

	£160.56






	J Smith

	  £90.75






	J Grala

	£100.20






	G Thomas

	£136.40







C Ponsford pays wages at the end of each week in cash using notes and coins of £10, £5, £1, 50p, 20p, 10p, 5p, 2p and 1p. C Ponsford insists that each worker receives at least one £1 coin.


You are required to:


a  rule up and complete a note and coin analysis in table form using the least number of notes and coins permissible


b  reconcile the value of the total notes and coins with the total pay bill.


  4  D Swift maintains manually prepared inventory record cards for the recording of the receipts and issues of various items of stock held in the stores.


You are required to:


a  draw up an inventory record card showing the following rulings and headings:
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b  record the following movements of the item of inventory reference number DW/04 for the month of September xxx1. The cost price of each item is £12 and there were 12 items in inventory at 1 September xxx1.
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c  On making a physical inventory check on 30 September xxx1, Swift discovered that there were eight units in inventory. Adjust the inventory record card for this difference and give some possible explanation.
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The business transaction, purchases and sales
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In this chapter you will learn:


•  About purchase and sales journals


•  About purchase and sales returns


•  That complete accuracy is required
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Objective


This chapter describes the process for recording the purchases and sales of a business.
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The business transaction


We are familiar in our daily life with buying articles we want and paying cash for them. But unless we are in business the idea of selling goods is not so familiar, nor is the process of receiving payment for what we have sold. And yet every business is concerned with buying and selling goods or services, usually on a credit basis, so that at some later date it pays for what it has bought and is in turn paid for what it has sold.


These are recurrent transactions in particular goods which the business buys, sells or manufactures.


Merchanted goods are those which it resells in the same condition as when purchased. Manufactured goods are the finished article which, with the assistance of employees, are worked up from the raw materials.


Therefore, from the purely trading standpoint, a kind of trade cycle can be recognized. Goods are bought first of all in sufficient quantity to meet customers’ requirements, either as the finished article or as raw material. They are what is called the Stock, Stock in Trade or, now most commonly, Inventory of the business.


When the goods are sold in the finished state to customers at the selling price, and on credit terms, these customers become the debtors (now more commonly called accounts receivable) of the business; that is, they are indebted to it, and when they in turn make payment the Cash in Hand or Cash at Bank of the business is replenished. From these increased cash resources, the business can buy more goods, and so the cycle repeats itself.
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At any given time a business will possess:


•  Inventory


•  claims on customers, which may be described as Debtors, or Accounts Receivable


•  Cash in Hand and/or Cash at Bank


These forms of property represent the trading resources of the business, which we describe as Assets.


Assets are defined as anything controlled by the business which, it is hoped, will provide some future benefit. For example, we hope to benefit from holding stocks by selling them for a profit at a later date. We hope to benefit from a motor vehicle as it can be used to deliver our goods and services, or transport our employees and assist them in generating orders for our business.


Assets are classified into Non-current (sometimes called Fixed) Assets and Current Assets. Non-current assets, such as an office, factory or warehouse and motor vehicles are expected to generate some benefit for the business beyond one year. Current assets, such as stock, debtors and money in the bank, are expected to provide benefits which will be consumed within the coming year. For example, debtors are generally current assets because the business expects to receive payment from customers (the benefit) within a year.


The distinction between these two kinds of assets is important because our non-current assets have been bought to be retained, while our current assets, as we have seen, are an essential result of the business’s everyday transactions. Indeed, they enter into and form part of these transactions.


In addition to assets, we must also record any resources which we owe to other parties outside the business. We describe these obligations as Liabilities. Those amounts which are due to external parties after more than one year, such as bank loans, are described as Non-current (sometimes called Long-term) Liabilities. Those amounts due within one year, such as creditors or accounts payable to our suppliers, are described as Current Liabilities.


The amount by which the assets of the business are greater than its liabilities is the Capital or Equity of the business. The Capital reflects the resources that have been invested into the business by its proprietor(s) or owner(s) plus any profits that have been generated on that investment over the life of the business to date (but not yet withdrawn by the owners). We can think of capital as a liability to the proprietor(s) – the proprietor invests resources into a business and expects them to be used to generate a Profit thereby providing some return on their investment. The equity capital is the amount of investment and any subsequent profits that are owed to the proprietor by the business.


We measure it by recording what assets have been bought or generated from the proprietors’ investment less any liabilities the business owes to outside parties.


An example will help to make this clear:


•  Example 3.1


Brown begins business on 1 January xxx1, by investing £10 000 in cash. He leases office premises for five years at a cost of £6000, obtains goods on credit from Smith costing £2000, and gets a £5000 three-year loan from the bank. The total assets of his business are:


[image: image]


but this is not the amount of Brown’s Capital invested in the business because £2000 of these assets have been supplied on credit by Smith and £5000 have been supplied by the bank, for which the business is liable. What is owed is, therefore, a liability of the business to outside parties and does not represent what is owed to Brown, as proprietor. We therefore define Capital as corresponding to ‘the excess of the Assets over the Liabilities of a business’: Brown’s Capital = Total Assets £17 000, less Liabilities £7000 = £10 000, or put in another way, Brown’s capital of £10 000 is represented by:
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Remember this









In the Books of Account, the use of brackets or parentheses such as £(2000) generally signifies a negative or minus.


[image: image]


We have seen that from its start the business must be provided with a certain minimum amount of investment, or Capital.


One purpose of bookkeeping is to enable the business, at any time, to prepare a statement of its position (a Balance Sheet) to show how it has dealt with the Capital invested, that is to say, in what types of assets and liabilities the Capital is now represented.
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Remember this









Capital doesn’t necessarily represent cash. Whilst cash is often invested by the proprietor to start the business, this will be used to buy other assets, borrow money and generate profits from trading. Therefore, capital shows how the proprietor’s investment is represented by different types of assets less any liabilities.


[image: image]


SOURCES OF FUNDS


We classify three sources of funds in bookkeeping:


  1  Equity Capital (E): the proprietor invests their own resources into the business.


  2  Liabilities (L): the business borrows money from someone outside the business.


  3  Revenues (R): the business generates funds from trading.


APPLICATIONS OF FUNDS


We classify two uses of funds in bookkeeping:


  1  Assets (A): we use funds to purchase items which provide benefits for the business both now and in the future.


  2  Expenses (X): we use funds to gain benefits which are used up by the business.


APPLICATIONS OF FUNDS = SOURCES OF FUNDS


[image: image]


Debits = Increases in the Applications of Funds (A + X) or Decreases in the Sources of Funds (E+L+R)


Credits = Increases in the Sources of Funds (E+L+R) or Decreases in the Applications of Funds (A+X).


The Purchase and Sales Journals in the bookkeeping system


As you know, we use a diary to make daily notes of things that happen to us. We enter into it brief but sufficient details of what has taken place. Diaries very often form a useful reference for the future if we want to look back and remember what we did or felt at a particular point in time.


In the early stages of business development it is not difficult for us to imagine the proprietor of the business making a similar record of transactions with people who had become suppliers and customers, narrating what they had bought, and from whom; what they had sold, and to whom. Just as a diary is a daily record, so also is a Journal. It is prepared as soon as possible after the transaction has taken place. It is essentially a primary record, and hence we derive the meaning of the term ‘Journal’ in bookkeeping as a Book of Prime Entry (or first entry). No matter what subsequent use we make of the particulars recorded in it, the desirability of a primary record is obvious as it captures details of what has occurred at, or close to, the point of the transaction, before details are lost or forgotten.


To the extent that the transactions of the business are recurrent, even in the smallest undertaking we should expect to see a record of:


•  purchases


•  sales


•  payments to suppliers


•  receipts from customers.


As soon as the transactions entered into became more numerous, some kind of analysis of the Journal would be imperative if the proprietor at any time wished to know:


•  how much they had purchased


•  how much they had sold


•  the total of the cash payments


•  the total of the cash receipts.


With numerous daily transactions, putting on record the fact that £100 worth of goods had been purchased on credit from Jones, and £100 worth of goods had been sold on credit to Smith, the Journal entries might take the following form:


Business chargeable with incoming goods at cost £100. Jones to be credited with £100.


Smith chargeable with goods £100. Business to be credited with issue of goods at selling price £100.


If, however, we took matters a step further, and used the symbols Dr (debit) instead of ‘chargeable with’ and Cr (credit) instead of ‘to be credited’, the entries could easily be stated in the following way:






	Business

	Dr £100.00

	 






	Jones

	 

	Cr 100.00







and






	Smith

	Dr £100.00

	 






	Business

	 

	Cr 100.00







This would be a much simpler and more concise way of putting the transaction on record, but the repetition of the recurrent entries over a period of time would make detailed analysis always essential to arrive at, for example:
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