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Introduction


This book has been written for students studying the Cambridge IGCSE® Accounting (0452) and Cambridge O Level Accounting (7707) syllabuses. It carefully and precisely follows the syllabus structure from Cambridge Assessment International Education. It provides the detail and guidance that are needed throughout the course and to help you prepare for your examinations. It will also prove to be of great use to anyone who wants to learn more about the key concepts of accounting.


This book will prove to be valuable to students of Accounting whether you are:





•  studying the subject for the first time through your school or college and need a comprehensive and clearly written textbook



•  revising the subject before your examinations and need a study guide to help you with key definitions, techniques and examination support



•  learning the subject on your own through distance or open learning and need a complete programme of supportive questions, activities and suggested answers to these.





This new edition has been written specifically for the latest syllabus, and contains up-to-date examples of applications of accounting in the real world.


How to use this book


To make your study of Accounting as rewarding and successful as possible, this Cambridge International endorsed textbook offers the following important features:


Learning objectives


Each chapter starts with the objectives from the syllabus to be covered in that chapter and ends with a checklist summarising the important points covered.


Organisation


The content is in the same order as the syllabus: chapter titles and chapter section headings match the headings in the syllabus.


Approach


The subject material is written in an informative yet lively way that allows for complete understanding of each topic to be gained.





[image: ]





Exam preparation and technique


Revision


You should be able to perform to the best of your ability if you:





•  ensure that you have worked through all of the activities and examination-style questions in this book



•  revise thoroughly before the examination – allow plenty of time for this and avoid leaving it until the last minute.





You can also help yourself greatly if you take the following steps:





•  Obtain a copy of the syllabus. You could use the syllabus content as a checklist for your revision. You should also be able to obtain past examination papers.



•  Make sure that you know the number and length of each of the examination papers you will have to sit. The style and nature of the questions often differ between papers so you must be quite clear about the type of questions likely to appear on each paper.





For Cambridge IGCSE® and O Level Accounting the examination papers are:
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In the examination


Make sure you check the instructions on the question paper, the length of the paper and the number of questions you have to answer. In the case of Cambridge IGCSE® and O Level Accounting examinations you will have to answer every question as there will be no choice.


Allocate your time sensibly between each question. Good students may let themselves down by spending too long on some questions and too little time (or no time at all) on others. You will be expected to spend longer writing an answer to a question worth 12 marks than you would when writing an answer worth 8 marks.


Key command words you need to know


Advise: write down a suggested course of action in a given situation


Analyse: examine in detail to show meaning, identify elements and the relationship between them


Assess: make an informed judgement


Calculate: work out from given facts, figures or information


Comment: give an informed opinion


Compare: identify/comment on similarities and/or differences


Consider: review and respond to given information


Contrast: identify/comment on differences


Define: give precise meaning


Demonstrate: show how or give an example


Describe: state the points of a topic/give characteristics and main features


Develop: take forward to a more advanced stage or build upon given information


Discuss: write about issue(s) or topic(s) in depth in a structured way


Evaluate: judge or calculate the quality, importance, amount or value of something


Examine: investigate closely, in detail


Explain: set out purposes or reasons/make the relationships between things evident/provide why and/or how and support with relevant evidence


Give: produce an answer from a given source or recall/memory


Identify: name/select/recognise


Justify: support a case with evidence/argument


Outline: set out main points


Predict: suggest what may happen based on available information


Prepare: present information in a suitable format


State: express in clear terms


Suggest: apply knowledge and understanding to situations where there are a range of valid responses in order to make proposals


Summarise: select and present the main points, without detail


From the author


As long as money makes the world go round, accountants will be needed. No matter where you live, businesses, not-for-profit organisations and individuals will need accountants to manage their taxes and budgets and help with financial decision making and reporting … the list goes on. This textbook will not only guide you through your Cambridge course, but will also give you the knowledge and skills to help you take your first step towards playing an important role in assisting those in need of accounting services, in your country and perhaps internationally. The textbook will, hopefully, ignite a passion for this very useful, lucrative and vital body of knowledge that fuels the business world. We are confident that this book will give you all the support you will need for the duration of your course and beyond.


June Baptista
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SECTION 1 The fundamentals of accounting


Chapters




1  The purpose of accounting


2  The accounting equation





This section of the syllabus introduces you to what accounting is, the purpose it serves and the important role it plays in the world of business and finance. Accounting is also the foundation on which modern-day record keeping – the double-entry system – is based. This section explains how book-keeping is different from accounting and the accounting equation.
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1 The purpose of accounting
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By the end of this chapter you will be able to:




•  understand and explain the difference between book-keeping and accounting


•  state the purposes of measuring business profit and loss


•  explain the role of accounting in providing information for monitoring progress and decision making.
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The difference between book-keeping and accounting


Book-keeping is largely concerned with the development and maintenance of accounting records. It involves the detailed recording of all the financial transactions that have taken place over a period in a business. Every transaction of economic value should be recorded otherwise it could get forgotten and omitted. Book-keeping is important as it ensures the records of all financial transactions that a business has undertaken are accurate, up-to-date and comprehensive.


Accounting involves collecting, recording, classifying, summarising, analysing and interpreting financial data. Accountants use book-keeping records to prepare financial statements at regular intervals. These statements are then analysed and interpreted to aid decision making.



Definition of accounting


Accounting is a process of:





a  collecting and recording financial data




b  classifying financial data



c  summarising financial data



d  analysing financial data



e  interpreting financial data



f  communicating financial data.
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Key terms


Book-keeping involves the collection, recording, storage and retrieval of financial transactions of a business.


Accounting is the process of collecting, recording, classifying, summarising, analysing, interpreting and communicating financial data in order to allow the users of accounting information to make informed judgements and decisions.


Financial statements are made up of an income statement and a statement of financial position.


Financial data refers to any aspect of a business that can be measured in terms of money, for example, sold goods for $400 cash.
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Let us now examine each step of the accounting process more closely.





a  Collecting and recording financial data – Every business needs to collect financial data and then record this data. The data comes from the transactions which a business undertakes daily, for example, sold goods to Amigo Ltd for $400 on credit. The financial data that would be recorded from this transaction would be an increase in the total sales and an increase in the amount owed by customers to the business.



b  Classifying financial data – After the financial data has been recorded, it is then classified into groups, for example, assets or liabilities, income or expenses. To continue with the previous example, an increase in total sales would be classified as ‘revenue’ and an increase in the amount owed by customers would be an asset called ‘trade receivables’.



c  Summarising financial data – Once financial data has been recorded and classified, it is summarised for the benefit of the people who are interested in the business – people who are often referred to as interested parties. One example of a summary is the income statement which calculates the profit that a business has made.



d  Analysing financial data – Analysing means examining something in detail with the intention of explaining and interpreting it. For example, on their own, figures in the form of profit or loss are not as useful as analysis using these figures and accounting ratios (see more in Chapter 21). Analysis allows comparisons between years and between competing businesses, for instance. Based on these comparisons, important decisions can be made and business strategies can be planned.
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Think about it!


What if a business has valuable, highly-trained employees? The employees are not part of the ‘financial data’ and therefore get overlooked. Do you agree? If you agree, how important is this omission?
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Key term


Interested parties are all those people or groups of people who have a special interest in a business. They may be internal or external to the business, for example, prospective investors, the government, trade payables, managers.


Income statement calculates the profit made by a business. Along with the statement of financial position, it makes up the financial statements of a business.
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Think about it!


Ian scored 10 marks in his accounting test while Yagmur scored 50 marks in her test. Who performed better? It may appear that Yagmur has done better. However, Ian’s test had a maximum mark of 10, while Yagmur’s test had a maximum mark of 100. Converted to a percentage, we can see that Ian has done better with a 100 per cent score, while Yagmur only scored 50 per cent. This shows us that stand-alone figures do not give us all the important information. The figures need to be converted into ratios or percentages, in this example, in order to fully make sense.


Work with a partner to answer the following questions:




•  Ian Toys made a profit of $50 000 and Yagmur Toys made a profit of $150 000. Which business is more profitable?



•  Do you have enough information to answer this question? If not, what additional information do you need?
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e  Interpreting financial data – Once the data has been analysed, the interested parties need to interpret the data. Interpreting is deciding what the intended meaning of something is. For example, a manager will use information from the analysis of figures in the income statement to make important decisions. If the business has been consistently profitable over the past few years, they may decide to expand the business’ operations (see more in Chapter 22).



f  Communicating financial data – The summarised data is then made available to the users of accounting, also called the interested parties. For example, in the case of limited companies (see Chapter 17), shareholders can use the information to monitor how well their investment is doing.
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Think about it!


In pairs, decide who would interpret the financial data of a soft drinks company.
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Activity 1





1  State whether or not each item is financial data:







    a  Cash that a customer pays for services received


    b  Well-trained employees


    c  A government tax proposal on fizzy drinks


    d  The purchase of a motor van


    e  The sale of equipment


    f  The location of a restaurant which brings in more customers than its competitors


    g  Good suppliers who deliver quality goods on time.








2  Copy and complete the table below and place a tick ([image: ]) in the appropriate column to indicate what each activity represents.
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Purpose of accounting


The purpose of accounting is to provide important financial information that helps interested parties to monitor progress. Managers can use financial data to analyse the opportunities and challenges that a business faces.
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Key info


It is the purpose of accounting to take financial data and convert it to a form that can be used for good decision making.
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Accounting also helps with good decision making. For example, if profits have been falling, the income statement reveals the reasons why. Perhaps expenses have increased. In which case, managers will want to make important decisions about which expenses to decrease and how.


Accounting can also inform interested parties what a business is worth. The statement of financial position (see Chapter 2) keeps interested parties informed about the assets, liabilities and net worth of a business.



Purpose of measuring business profit and loss


One of the main aims of a business is to make a profit. Businesses need to be able to measure this profit. It can then be compared with profits of previous years. If it is falling, owners and managers will want to either decrease expenses or increase revenue. Because the income statement records the various expenses incurred, managers can analyse them to look for cost-cutting measures.


If a business has been consistently making a good profit, managers may want to grow the business by expanding its operations into other markets or by increasing the product range.


Business profit can also be used to compare with a competitor’s profit. If a business is making a good profit but not as much as its competitors, this gives managers a reason to take steps to reduce expenses or increase revenue in some way, so that profitability improves. They could also increase income by advertising more widely for instance.


The financial statements also help to measure a business’ ability to pay the highest returns to its owners relative to its competitors.
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Think about it!


Would you compare a vegetable vendor’s accounts with those of an appliance retailer? Give reasons for your answer.
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Activity 2
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Read the following case study and then answer the questions below:


Amrita is a baker who is opening her first shop. In order to keep records of her transactions she plans to employ a book-keeper.





1  Explain why it is important for Amrita to keep financial records of her business transactions.



2  Explain why a book-keeper may be willing to work for a lower salary than an accountant.



3  Advise Amrita whether she should employ a book-keeper or an accountant. Give reasons for your answer.
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Role of accounting in monitoring progress and decision making
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Study tip


If a question asks you to list three interested parties, read the context in which the question is asked and choose the most relevant of the five interested parties listed on this page and the next. If a business is a sole trader business, for example, that does not want to expand, then it will not have any prospective owners.
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Users of accounting information – interested parties


Every business has interested parties. Interested parties are the people or firms who use the accounting information to monitor the progress of the business. This helps them to make important economic decisions. Examples of interested parties are:





•  Owner(s) of a business – They will want to know how well their investment in the business is doing. Is the business profitable enough? The owner(s) will also want to know what the net worth of the business is.



•  Prospective investors – They like to know how well their investment will do in the future by studying present and past accounting records of the business they are intending to invest in. Good profitability and increasing net worth are strong signs that a business will be a good investment.



•  Bank manager – A bank manager will ask for and use past and present accounting records before granting a loan or an overdraft. A business may not have enough money or cash flow to pay the interest and this could be reason for a bank to not grant a loan. Also, if a business has a lot of existing long-terms loans, banks will not be very willing to lend them money.



•  Trade payables (creditors) – A lot of transactions are on a credit basis. This means that payments are made some time after the transaction has taken place. As a result, a business could have a number of people or businesses that it owes money to – called trade payables. Suppliers and other creditors of the business will want to know whether they will be paid on time, if at all. Financial statements give them this information.



•  The government – The government likes to know what profit a business has made in order to calculate the amount of tax that the business has to pay.
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Key term


Trade payables represent businesses or individuals to whom money is due for services or goods supplied to the business.
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The purpose of accounting
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Activity 3





1  Explain why financial information needs to be communicated to the interested parties of a business. List at least four interested parties in your answer.



2  Amenco Ltd is a business which sells ready-made clothes. It has been in business for ten years. Most of its customers pay by cash or credit card. However, its suppliers allow one month’s credit. Apart from trade payables, the business owes its bank for a loan it took five years ago. Being a limited company, Amenco Ltd must pay tax which is calculated on the amount of profit the business has made. List at least four interested parties of Amenco Ltd.
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Exam-style questions


The following multiple-choice questions should be completed within five minutes. Four possible answers are given for each question and you must choose the one most appropriate answer.





1  What is accounting?







    A  A chore


    B  A process


    C  A system


    D  A task.


[1]








2  Which is the correct order for the steps in the accounting process?







    A  Collecting, summarising, analysing, interpreting, communicating


    B  Collecting, summarising, interpreting, communicating, analysing


    C  Summarising, collecting, analysing, communicating, interpreting


    D  Summarising, collecting, interpreting, analysing, communicating


[1]








3  Which value is not included in financial data?







    A  The good location of a café which has a high volume of foot traffic


    B  The payment of an invoice totaling $400


    C  The sales for the month of June of $5 000


    D  The value of a motor vehicle that a company owns


[1]








4  Which statement is true?







    A  Accounting is part of book-keeping.


    B  Accounting requires the skills of an expert accountant.


    C  Book-keeping includes activities such as analysing and interpreting financial data.


    D  Book-keeping requires the skills of an expert accountant.


[1]








5  What is not a purpose of measuring business profit or loss?







    A  To compare a business’ profit with the profits of its competitors.


    B  To compare a business’ profit with those of any other business.


    C  To take steps to reduce losses.


    D  To compare the current year’s profit with last year’s profit.


[1]





The mark allotted to the structured question below is a guide to the length of time that should be taken to complete it.





6  Andrew McDonald is a sole trader. The following people are interested in the accounts of his business:







    A  Andrew McDonald (owner)


    B  Potential partner


    C  Loan creditor


    D  Bank manager


    E  Trade creditor







Copy and complete the following table to show which people would be especially interested in the different features of the accounting records of the business. Each of the five interested parties listed above should not appear in the table more than twice.


[6]









	Features of the accounting records

	Interested parties






	Whether the business can pay interest when it is due

	1 ____________________
2 ____________________






	The market value of the assets that the business owns

	1 ____________________
2 ____________________






	Whether the business is profitable

	1 ____________________
2 ____________________






	Whether the business has enough liquidity

	1 ____________________
2 ____________________
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Chapter review questions





1  State what is meant by the term ‘accounting‘.



2  Explain the difference between book-keeping and accounting.



3  State the purpose of accounting.



4  State one purpose of measuring business profit or loss.



5  Complete the sentences below, using the following words: recording; book-keeping; financial; classifying; owners; interpreting; trade payables; analysing; decision making; bankers; communicating







    a  ____________________ is concerned with the maintenance of accounting records.


    b  ____________________, ____________________, ____________________, ____________________ and ____________________ make up the process that is called accounting.


    c  ____________________, ____________________ and ____________________ are possible interested parties in a business.


    d  The purpose of accounting is to take ____________________ data and convert it to a form that can be used for good ____________________ ____________________.








6  List at least three interested parties of an internet provider and explain why accounting is important to each of them.



7  Copy and complete the following table by entering ‘true’ or ‘false’ for each statement.






	Statement

	True/False






	

1  There is no difference between accounting and book-keeping.




	 






	

2  Accounting is only carried out at the end of a financial year.




	 






	

3  Managers can use financial data to define and analyse the opportunities and challenges that a business faces.




	 






	

4  The statement of financial position is used to calculate the profit of a business.




	 






	

5  Business profit is often compared with a competitor’s profit.
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Revision checklist


In this chapter, you have learnt:





[image: ]  the definition of accounting



[image: ]  the purpose of accounting



[image: ]  the difference between book-keeping and accounting



[image: ]  the purpose of measuring business profit and loss



[image: ]  what financial data is and what financial data is not



[image: ]  the importance of accounting to a business and its interested parties.
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2 The accounting equation
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By the end of this chapter you will be able to:




•  explain the meaning of assets, liabilities and owner’s equity


•  explain and apply the accounting equation


•  outline the double entry system of book-keeping.
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Assets, liabilities and owner’s equity


Accounting records of a business will often start with the owner supplying resources, for example, cash and motor vehicles. From an accounting point of view, the owner is regarded as a separate entity from the business. Therefore, when the owner supplies a business with resources, the business now owes the owner for these resources. This is the owner’s equity (or capital) and is represented by resources of monetary value (or assets) that the business now owns. The business benefits from the ownership of assets by using them to generate income.


We can show this in the form of an equation:


[image: ]


Often, people other than the owner (the bank, for instance) supply resources to the business. These are the liabilities of a business. A liability is a debt or obligation owed to lenders or suppliers.


The accounting equation


When the business acquires a liability, the equation is altered to:


[image: ]


This is called the accounting equation.
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Key terms


Owner’s equity, in accounting, is usually what the business owes the owner. It can refer to funds raised by the owner to fund a business idea.


Assets are resources of monetary value that a business owns or are owed to the business. Examples of assets are cash, motor vehicles, trade receivables and property.


Liabilities are amounts that the business owes people for resources supplied to the business. Examples of liabilities are trade payables, overdraft and loans.


Accounting equation is a formula that is used to illustrate the relationship between the assets, liabilities and owner’s equity of a business. It shows that all the assets of a business are provided or funded either by the owner or the trade payables or other creditors of the business.
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As this is an equation, both sides of it should have the same value. This makes sense as one side of the equation represents the value of the owner’s investment in the business, and the other side represents the net value of what is owned by the business.


If we modify the equation:
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OR


[image: ]


This equation, which is the foundation of accounting, shows that all the assets are financed either with the money invested by the owner or the money received from borrowings.
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Key info


Resources owned by the business = resources supplied to the business.
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Study tip


Remember the equation merely states:


What the business owns = what the business owes.
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Activity 1





1  Define owner’s equity.



2  Define liability.



3  Explain why ‘owner’s equity is a liability.’



4  Complete the following table:
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Study tip


If two of the three components of the accounting equation are given, you can use the equation to calculate the third.


[image: ]





The double entry system of book-keeping


Every economic or business event will have a dual effect on the accounting equation. This can be seen in the statement of financial position, which reflects the accounting equation. One side of the equation represents all the assets and the other side represents the liabilities and owner’s equity. Both sides should be equal.




[image: ]


Key term


The statement of financial position of a business is a statement listing the assets, liabilities and owner’s equity (or capital) at a specific point of time. It is one of the financial statements prepared at the end of the financial years.


It records the assets, liabilities and capital of the business.
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On 1 January 2018 Anita Goswell decided to start a business. Her accounting equation will be:
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1  Introduction of owner’s equity






On 2 January 2018 Anita opened a bank account for the business named Anita Goswell Trading. She deposited $56 000 cash into this account.


Her accounting equation will be:
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The statement of financial position will look like this:
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2  Purchase of an asset – paying by cheque






On 5 January 2018, Anita purchased inventory for $5 000, paying by cheque.
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Key term


Inventory refers to goods that a business purchases for resale.
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The statement of financial position will look like this:
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3  Purchase of an asset on credit – a liability is created






On 6 January 2018, Anita Goswell Trading bought a motor vehicle costing $6 000 from Salient Motors on credit. Salient Motors is now a creditor and must be paid back at some later date.
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The statement of financial position will look like this:
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4  Payment of a liability






On 25 January 2018, Anita paid Salient Motors $5 000 by cheque in part payment of debt owing.
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The statement of financial position will look like this:
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5  Sale of asset for cash






On 29 January 2018, Anita sold inventory for cash $3 000.
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The statement of financial position will look like this:
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6  Owner withdraws assets from the business for personal use






On 30 January 2018, Anita withdrew $3 000 from the bank for her own personal use.


When the owner withdraws resources from the business for personal use, it is referred to as drawings. This is recorded as a decrease in owner’s equity and a decrease in the asset withdrawn.
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Key term


Drawings is the term given to the value of assets in the form of cash or inventory withdrawn from a business by the owners for personal use. Drawings reduce the owner’s equity.
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The statement of financial position will look like this:
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7  Payment of a business debt by the owner from personal funds






On 31 January 2018, Anita paid Salient Motors $1 000 cash from her own personal funds.


This will have the same effect as an injection of fresh equity into the business by the owner; therefore, owner’s equity will increase by the amount of $1 000.
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The statement of financial position will look like this:
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Here is a summary of the effect of transactions on the assets, liabilities and owner’s equity in an accounting equation:





•  If an asset increases, then either a liability or owner’s equity will also increase.



•  If an asset decreases, then either a liability or owner’s equity will also decrease.



•  If an asset increases, then another asset involved in the transaction will decrease.



•  If an asset decreases, then another asset involved in the transaction will increase.



•  If a liability or owner’s equity increases, then another liability involved in the transaction will decrease.



•  If a liability or owner’s equity decreases, then another liability involved in the transaction will increase.
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Think about it!


The accounting equation can serve as an error detection tool. Do you agree? Give examples in support of your answer.
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Activity 2


Copy and complete the following table with the words ‘decreases’ or ‘increases’ to show which effect each transaction would have on the assets, liabilities and owner’s equity of a business:
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Types of assets


There are two types of assets: current assets and non-current assets. Current assets include cash and other liquid or near liquid assets. Trade receivables and inventory are some other examples of current assets. If an asset can reasonably be expected to be converted into cash within one year, then it is a current asset. For example, the value of inventory increases or decreases as it is bought or sold. The value of trade receivables also fluctuates when more goods are sold on credit or trade receivables pay off amounts owing for goods received. The cash at bank will also change with multiple deposits and withdrawals made during the year.
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Key terms


Current assets are assets that can be sold, used up or consumed through the normal workings of a business within no more than a year from the date of the statement of financial position.


Non-current assets are those assets that the business has bought with the intention of using them for a period of more than a year, such as machinery, motor vehicles and premises.


Liquid assets are those assets that can be quickly converted to cash with no loss in value.


Trade receivables are businesses or individuals who have received goods or a sevice from the business on credit, with the understanding that payment is due within the credit period.
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Non-current assets are those assets purchased with the intention of keeping them for their entire economic life, which is always more than a year. They are not bought for resale but for use within the business to generate revenue; for example, motor vehicles, machinery and premises.


Types of liabilities


Current liabilities, as the name suggests, are those debts that must be paid within one year. Trade payables are a good example of a current liability. They represent suppliers from whom a good or a service has been purchased. These trade payables will normally expect to be paid within a specified period, and are known to give discounts for early payment. Another example of a current liability is a bank overdraft.


Non-current liabilities are those amounts owed by a business which are not due to be repaid within 12 months of the statement of financial position date, for example, a long-term bank loan.
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Key terms


Current liabilities are those debts that must be paid within a year from the date of the statement of financial position, for example, trade payables and overdraft.


Non–current liabilities are those debts that do not need to be paid within a year from the date of the statement of financial position, for example a long-term bank loan or lease.
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Here is a more detailed version of Anita Goswell’s statement of financial position as at 30 January 2018:
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Activity 3


State how each item would be classified as an asset or liability.





a  Buildings and property



b  Machinery



c  Trade receivables



d  Trade payables



e  Overdraft



f  Cash in hand



g  Loan from M. Apple (a friend)



h  Inventory



i  Motor vehicle



j  Equipment
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Think about it!


‘Every business transaction results in two changes in the statement of financial position.’


Do you agree? Work with a partner to decide your answer.
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We have seen that every business transaction has an equal and opposite effect on at least two of the components of the accounting equation. It is impossible to prepare a statement of financial position after every business transaction. Therefore, the two effects of every transaction are recorded as a part of book-keeping in the books of account. An account is a physical place where information concerning an asset or liability, or owner’s equity is recorded. The books in which accounts are recorded are called ledgers.


When a transaction takes place, we enter the data relating to that transaction in the relevant accounts, making sure that only the accounts affected by the transaction are used. Hence, the balances on these accounts are either increased or decreased. Therefore, for every business transaction, there will be two entries, made in two accounts, hence the term double entry book-keeping. Regardless of which accounts are affected by a transaction, the accounting equation will always hold and the equation will always balance.
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Exam-style questions


The following multiple choice questions should be completed within five minutes. Four possible answers are given for each question and you must choose the one most appropriate answer.





1  What is the accounting equation?







    A  Assets + Liabilities = Owner’s equity


    B  Assets + Owner’s equity = Liabilities


    C  Assets – Liabilities = Owner’s equity


    D  Assets = Liabilities – Owner’s equity


[1]








2  Which definition is not correct?







    A  A liability is what a business owns.


    B  An asset is a resource that a business owns.


    C  Owner’s equity is what the business owes the owner.


    D  The accounting equation is reflected in the statement of financial position.


[1]








3  A business had the following assets and liabilities on 6 June 2016:


Motor vehicle $5 900; bank loan $6 000; cash at bank $49 000; trade payables $800; inventory $2 100; premises $30 000.


What was the value of owner’s equity?







    A  $80 200


    B  $81 200


    C  $81 800


    D  $92 200


[1]








4  Which statement is correct?







    A  Resources owned by the business = Resources supplied to the business


    B  Resources owned by the business = Resources owed to the business


    C  Resources owned by the business = Resources supplied by the business


    D  What the business supplies = What the business owes


[1]









5  Which statement is correct?







    A  When the owner deposits money into the business bank accounts, it is called drawings.


    B  When the owner pays a business expense from personal funds, it is called drawings.


    C  When the owner supplies a motor vehicle to the business, it is called drawings.


    D  When the owner withdraws money from the business bank account, it is called drawings.


[1]





The mark allotted to the structured question below is a guide to the length of time that should be taken to complete it.





6  Aimee’s Frocks has completed its first year of trading which ended on 31 August 2018. Using the information below:







    a  calculate the owner’s equity at 31 August 2018


[3]


    b  prepare Aimee’s Frocks’ statement of financial position as at 31 August 2018.


[5]
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Chapter review questions





1  Simran’s accountant prepared a statement of financial position at the end of her first year of trading on 31 December 2018. Simran was not familiar with some of the terms used in this statement.


State the meaning of each of the following terms:







    a  Drawings


    b  Assets


    c  Trade payables


    d  Current liabilities


    e  Non-current assets.








2  Copy and complete the following sentences, choosing from the words below: fixed; equation; accounting; drawings; current liability; capital







    a  Owner’s equity is also known as ____________________.


    b  The statement of financial position reflects the ____________________.


    c  When the owner withdraws cash from the business bank account for personal use, it is called ____________________.


    d  Non-current assets are also known as ____________________ assets.


    e  Trade payables is an example of a ____________________ ____________________.








3  Explain why owner’s equity is a type of liability.



4  The following statements refer to the effect of transactions on the assets, liabilities and owner’s equity in an accounting equation. Copy and complete the following table by entering ‘true’ or ‘false’ for each statement.






	Statement

	True/False






	If an asset increases, then either a liability or owner’s equity will also increase.

	 






	If an asset increases, then another asset involved in the transaction will also increase.

	 






	If an asset decreases, then either a liability or owner’s equity will also decrease.

	 






	If a liability or owner’s equity increases, then another liability involved in the transaction will increase.

	 






	If a liability or owner’s equity decreases, then another liability involved in the transaction will increase.

	 








5  Copy and complete the table below and place a tick ([image: ]) against those items which are correctly classified:
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6  Lazarus Trading started business on 1 January 2018. The transactions shown below took place in the first week.


Calculate Lazarus’ (owner’s) equity after all these transactions have taken place. You are not required to prepare a statement of financial position after each transaction.
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Revision checklist


In this chapter, you have learnt:





[image: ]  what is meant by assets, liabilities and owner’s equity



[image: ]  what the accounting equation is




[image: ]  how to apply the accounting equation




[image: ]  what is meant by the double entry system of book-keeping




[image: ]  that every transaction has a dual effect that affects the accounting equation




[image: ]  how to use the accounting equation to prepare a statement of financial position.
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SECTION 2 Sources and recording of data


Chapters




3  The double entry system of book-keeping


4  Business documents


5  Books of prime entry





This section will show you how to make initial entries from source documents to books of prime entry and then to post these entries to the relevant ledgers – the sales ledger, the purchases ledger and the nominal (general) ledger. You will learn how to post transactions to these ledgers from books of prime entry, balance the accounts within them, and interpret these balances. The origins of entries recorded in these accounts are source documents. You will be introduced to common pro-forma source documents and learn how to use them to make entries in books of prime entry. In addition, you will learn the difference between trade and cash discounts and how the cash book and petty cash books are used. Since the internet plays such an important role in the modern-day banking sector, electronic cash transfers as well as physical cash transfers are dealt with in this section as well.
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3 The double entry system of book-keeping
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By the end of this chapter you will be able to:




•  outline the double entry system of book-keeping


•  process accounting data using the double entry system


•  prepare ledger accounts


•  post transactions to the ledger accounts


•  balance ledger accounts as required and make transfers to financial statements


•  interpret ledger accounts and their balances


•  recognise the division of the ledger into the sales ledger, the purchases ledger and the nominal (general) ledger.
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Double entry system of book-keeping


In Chapter 2, you saw that business transactions had two effects on the accounting equation and the statement of financial position. It is impossible to prepare a statement of financial position after every transaction as the number of transactions a business undertakes in one financial year are too numerous to make this possible. This is where the double entry system of book-keeping is used.


The very first stage of the accounting process is collecting and recording financial data. Data, after being collected from source documents such as invoices (you will learn more about these in Chapter 4), will then be recorded using the double entry system. The system requires that each transaction is recorded in two different accounts. The act of using one book to transfer entries into accounts in another book, in order to complete double entry, is known as posting. This ensures that the accounting equation always balances after the recording of a transaction.


Processing accounting data using the double entry system


Accounts are records that are usually represented by an individual page in the ledgers. Every asset, liability, income, expense and capital will have its own individual page. On this page, debit and credit entries are made in date order whenever transactions that affect that asset, liability, income, expense or capital account take place.
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Key terms


The double entry system of book-keeping ensures each business transaction has equal and opposite effects in at least two different accounts in the accounting system.


An account is a record in ledgers, used to collect and store debit and credit amounts relating to an asset, a liability, capital, an income or an expense. For example, every transaction that involves machinery will be recorded in the machinery account.


Posting is the act of using one book to transfer entries into accounts in another book, thereby performing or completing double entry.


Ledgers are books that collect groups of similar accounts.
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To begin the process of setting up a double entry system, a business will need to make a list of all the accounts in which it will be recording transactions. For every transaction, the business can then choose two (or more) accounts to make entries in. Accounts may be added, if needed, or deleted, once closed and not needed anymore. Because of the double entry system, each transaction of a business will affect a combination of two or more accounts from the statement of financial position and/or the income statement.


Table 3.1 shows some of the possible accounts that a business could open.


Table 3.1 Possible accounts a business could open






	Statement of financial position accounts

	Income statement accounts






	Asset accounts: cash, machinery, trade receivables, equipment, inventory, premises, furniture and fixtures

	Income accounts: sales, commission receivables, interest receivable, rent receivable






	Liability accounts: rent payable, trade payables

	Expense accounts: wages, salary, rent, electricity, telephone and internet






	Capital and drawings
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Key info


If an asset increases, it should be debited. If an asset decreases, it should be credited.


If a liability or capital increases, it should be credited. If a liability or capital decreases, it should be debited.
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Double entry records for statement of financial position accounts


As mentioned in Chapter 2, every transaction increases or decreases the value of assets, liabilities or capital in accounts concerned with the statement of financial position.


Preparing ledger accounts


The ‘T’ Account – a graphic representation of a ledger account


Every page of a ledger that bears an account is divided into half. The debits, abbreviated to ‘dr’, are shown on the left and the credits, abbreviated to ‘cr’, on the right. The name of the account is placed above the ‘T’. If an account is to be debited, an entry is made on the left-hand side of the account. If an account is to be credited, an entry is made on the right-hand side.


The layout of an account is shown below:
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Let us now look at how the rules of double entry work for statement of financial position items:
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Try to memorise the accounting equation:
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Memorising the accounting equation will make it easy to remember when to debit or credit an account. If an asset’s value has increased as a result of a transaction, then the left-hand side of the equation increases and the asset is debited (left-hand side of an account). If the value of a liability has increased as a result of a transaction, then the right-hand side of the equation is increased and the liability is credited (right-hand side of an account). Remember, too, for every account debited, another account should be credited with the same amount.
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Activity 1


Copy and complete the following table by entering ‘true’ or ‘false’ for each statement.






	Statement

	True/False






	

1  If an asset increases, the asset account should be debited.





	 






	

2  If a liability increases, the liability account should be debited.





	 






	

3  If an asset decreases, the asset account should be debited.





	 






	

4  If a liability decreases, the liability account should be credited.





	 






	

5  If capital (owner’s equity) increases, the capital account should be debited.
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Posting transactions to the ledger accounts


When making entries, it is important to write the date and the details along with the amount. The entry is not complete if any of this is missing. The detail is the name of the other account involved in the transaction and is mentioned so that a cross-reference can be made.


Remember, once an account is opened, all further entries relating to this asset, liability, etc., are made in this account. It is not necessary to keep opening a new account for every new transaction.
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Key info


If you have a transaction with:





•  cheque – it will always be a bank account that will be debited or credited, and not a ‘cheque’ account.



•  proprietor/owner – the accounts involved are the capital (owner’s equity) account or the drawings account. If the owner is bringing resources into the business, then the capital account is credited. If, however, the owner is withdrawing resources from the business for personal use, then the drawings account is debited.
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Worked example 1


Accounts from the statement of financial position
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Think about it!


Work with a partner to answer these questions:


If a business buys an asset on credit or takes out a loan, an account is opened for each trade payables. Why do you think this is so? Why are all trade payables not grouped together?


Do you think that all trade receivables should also have separate accounts? Why?
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At the end of the year, if all transactions are recorded correctly, the total of all debit entries should be equal to the total of all credit entries.
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Activity 2


A business provides the information shown below. Copy and complete the table by filling in the names of the accounts to be debited and credited.




[image: ]




[image: ]





Double entry records for expenses and income


The rule to be followed is: Debit all expenses and credit all income.
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Think about it!


Revenues increase owner’s equity and expenses decrease it. Owner’s equity is shown on the right-hand side of the accounting equation. Hence, it makes sense that income is credited (when increased) and expenses are debited (when increased). Do you agree?
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Key info


The title of income accounts is always accompanied by the suffix ‘receivable’ or ‘received’ to differentiate it from an expense account. Rent paid as an expense will be a ‘rent account’ and rent received as income will be ‘rent receivable account’.
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Let us now look at how the rules of double entry work for income statement items (expenses and income):
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Worked example 2


Accounts from the business’ income statement and statement of financial position
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Activity 3


A business provides the information shown below. Copy and complete the table.




[image: ]




[image: ]






Accounts linked to inventory


Inventory purchased for resale is normally sold at a price above that of the purchase price. This enables the business to make a profit. However, sometimes the selling price is below the cost price and this will result in a loss. Whether the business makes a profit or a loss, there is a difference in how inventory is valued:





•  Inventory bought will be valued at cost price.



•  Inventory sold (if the business is profitable) will be valued at selling price.





Hence, separate accounts must be opened, as shown in Table 3.2.




Table 3.2 Accounts linked to inventory
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Purchases account


This account is used to record purchases, or goods bought by a trader for resale. The value of the goods will be recorded at cost price as a debit in the purchases account. Table 3.3 gives details of the double entries to be posted for purchases of goods for resale.
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Key terms


Purchases refer to the value of goods bought for resale. For example, to a used car dealer, a car bought for resale.
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Table 3.3 Double entries for purchases






	Type of purchase of goods

	Accounts affected






	Goods purchased for cash

	The purchases account will be debited and the cash account credited with the cost price of the purchases.






	Goods purchased for cheque payment

	The purchases account will be debited and the bank account will be credited with the cost price of the purchases.






	Goods purchased on credit from a supplier.

	The purchases account will be debited and the supplier’s account will be credited with the cost price of the purchases.







Not all purchases go into a purchases account. The purchase of a non-current asset, for instance, will be debited to the asset account and not the purchases account. It is only when the business purchases goods or inventory for resale that the purchases account is debited. If a car was bought by a cake shop business, the purchases account would not be debited. Car account (a non-current asset account) would be debited.
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Worked example 3


A business’ purchases of goods for resale
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In the example above, the supplier, Bombastic Ltd, is called a trade payable. When the debt is paid, this trade payable’s account will be closed. Here are the ledger accounts for the transaction in Worked example 3.




[image: ]





Sales account


Sales are defined as the sale of goods that were bought for resale by a trader. Though purchases are valued at cost price, sales are valued at selling price. The sales account is credited with the value of the sales revenue earned from the sale of inventory. Table 3.4 gives details of the double entries to be posted for the sale of inventory purchased for resale.
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Think about it!


Will the sale of a non-current asset be credited to the sales account? Give reasons for your answer.
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Table 3.4 Double entries for sales






	Inventory sold for cash

	The cash account will be debited and the sales account will be credited with the selling price of the inventory sold.






	Inventory sold for cheque payment

	The bank account will be debited and the sales account will be credited with the selling price of the inventory sold.






	Inventory sold to a customer, Selwyn Shoes, on credit

	Selwyn Shoes, the customer, will be debited and the sales account will be credited with the selling price of the inventory sold.
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Worked example 4


Sale of goods purchased for resale
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Returns


Inventory purchased is sometimes returned for any of the following reasons:





•  The wrong size of the product was shipped.



•  The product did not match the catalogue description.



•  The customer ordered the wrong product.



•  Customers sometimes order more than they need to take advantage of bulk discounts and therefore may return products surplus to their needs.



•  The product was damaged.



•  The product was not delivered on time.
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Key info


When a return is made, the business to whom the return is made must acknowledge receipt of the return. They also must accept the reason for the return as being a valid reason. A note is sent to the person or business making the return, giving full allowance (refunding the whole amount) for the value of the goods returned.
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The business could return goods to suppliers or a customer of the business could return goods to the business.


When the business returns goods to suppliers, a returns outwards or purchases returns account is opened. As the supplier is a creditor, the liability of the business (trade payables) will be reduced by the value of the goods returned to the supplier. The returns outwards account is credited with the value of the goods returned. The supplier’s account is debited, showing the reduced liability.


Alternatively, customers of the business could return goods to the business. The account opened in this case is called the sales returns account or the returns inwards account. As the customer is a debtor, the debt now owing to the business will be reduced by the value of the goods returned by the customer. The sales return account will be debited. The customer’s (trade receivables) account will be credited with the value of goods returned, therefore showing a reduction in the debt owing by this customer.


Table 3.5 summarises the entries and the accounts involved in a returns inventory.


Table 3.5 Entries for return of inventory






	Returns made

	Account to be debited

	Account to be credited






	by customer

	sales returns/returns inwards

	customer’s account






	to supplier

	supplier’s account

	purchases returns/returns outwards
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Worked example 5


Return of inventory
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Activity 4


A business provides the information shown below. Copy and complete the table, naming the accounts to be debited and credited in the business’ books.
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Balancing ledger accounts and transfers to financial statements


At the end of each accounting period, the debit side of each account is compared with the credit sides.


Let us look at a debtor, Nevlin’s account:




[image: ]
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Think about it!


Work with a partner to answer these questions:


Would you want to compare the debit and credit sides of a debtor’s account more often than at the end of a financial year? Why?
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On inspection, the total debits equal the total credits. This means that Nevlin has paid us for all the goods sold to him on credit and therefore owes us nothing. His account should not appear in the statement of financial position because it is not necessary to show a figure for trade receivables if it is zero. Therefore, Nevlin’s account is closed off. Here is how it is done:
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Closing off an account





If an account has only one entry on each side and they are equal, then there is no need to write the total line. The account is simply ruled off. For example:
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When the debit side is not equal to the credit side, then the difference is entered as a balance.


Here are the steps to follow to balance an account:





1  Total up the debit and credit sides. Write these total in pencil at the top of each column. It should be written in pencil as it is a part of your working.



2  Write the larger total on both sides of the account on the total line, with a single line above and a double line below.



3  Find the difference between the two totals and enter this on the side with the smaller total, just above the total line. This will make the two sides equal.



4  In the date column, enter the last day of the accounting period. In the details column, write the phrase ‘balance carried down’ or ‘balance c/d’.



5  Now bring the balance down by writing the phrase ‘balance brought down’ or ‘balance b/d’. This entry is made on the opposite side of the balance c/d. The entry will be dated the first day of the next accounting period and the amount will be the same as the balance c/d.
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Balancing an account






Interpreting ledger accounts and their balances


If the balance c/d is written on the credit side it is because the debit side of the account is more than the credit side. This is a debit balance. If a personal account has a debit balance, it would show that the person owes money to the business and is therefore a debtor. The totals of all the debit balances of customers will be transferred to the statement of financial position as trade receivables at the end of the financial year.
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Key terms


A balance c/d on the credit side of an account represents a debit balance. It is the result of the total debits being more than the total credits.


A balance c/d on the debit side of an account represents a credit balance. It is the result of the total debits being less than the total credits.


A personal account is the account of a person or business.
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Key info


The credit balance b/d for $2 000 on October 1 in Shaira’s account will start a new account for the month of October. An account usually starts with a balance b/d (if any) and ends with a balance c/d (if any).
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However, if the balance c/d occurs on the debit side, it would mean that the credit side of the account is more than the debit side. This is a credit balance. If a personal account has a credit balance, it would show that the business owes money to the person. This person is therefore a creditor. The totals of all the credit balances of suppliers will be transferred to the statement of financial position as trade payables at the end of the financial year.
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Key info


Accounts should always be balanced and closed off at the end of each accounting period, regardless of the number of entries in the account.
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Activity 5


A business had the transactions shown below for the month of January 2018. Enter these transactions in the personal accounts (trade payables and trade receivables) only. Balance off each personal account at the end of the month, then state which of the balances represent trade receivables and which represent trade payables.
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Division of the ledger


The ledger contains the different accounts where the business transactions are recorded. Their balances are used in preparing financial statements at the end of the financial year.


As a business grows, the number of ledger accounts will also grow. Therefore, for convenience and good organisation, accounts of the same type are maintained together. Commonly, there are three divisions of the ledger: the sales ledger, the purchases ledger and the nominal (general) ledger.


Sales ledger


The personal accounts of all the credit customers of the business are maintained in the sales ledger. The purpose of this ledger is to provide information about how many trade receivables the business has and the value of the debts owing to the business at any point of time. The total of the closing (debit) balances in all the trade receivables accounts, at the end of the financial year, makes up the trade receivables figure in the statement of financial position.


Purchases ledger


The personal accounts of all the credit suppliers of the business are maintained in the purchases ledger. The purpose of this ledger is to provide information about how many trade payables the business has and the value of the debts owing to them at any point of time. The total of the closing (credit) balances in all the trade payables accounts, at the end of the financial year, makes up the trade payables figure in the statement of financial position.



Nominal (general) ledger


The cash account and all other accounts not contained in the sales and purchases ledgers are maintained in this ledger. The accounts of other assets and other liabilities, income, expenses, capital, sales, purchases and returns can be found in this ledger.
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Activity 6





1  Mia is a trader who maintains a full set of accounting records.







    a  State two reasons why Mia maintains accounts in different divisions of the ledger.


    b  Copy and complete the table and name the division of the ledger in which each account is found.











	Account

	Ledger






	Premises

	 






	Dolores, a credit customer

	 






	Sales

	 






	Purchases

	 






	Return inwards

	 






	Harvey, a credit supplier

	 






	Rent

	 













2  Larry is a trader. His financial year ends on 31 December. Larry maintains a full set of double entry records. He maintains three ledgers: a sales ledger, a purchases ledger and a nominal (general) ledger. Name the division of the ledger in which each of the following accounts would appear.







    a  Sales account


    b  Reilly’s account (a customer)


    c  Purchases account.





[image: ]







[image: ]


Exam-style questions


The following multiple choice questions should be completed within five minutes. Four possible answers are given for each question and you must choose the one most appropriate answer.




  1  B.K. Traders provided the following information:
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What was the value of total assets?







      A  $15 600


      B  $16 500


      C  $17 100


      D  $20 600


[1]







  2  A customer, Neil, pays the business by cheque for goods previously bought by him on credit. Which entries record the payment in the business’ ledgers?


[1]






	 

	Account to be debited

	Account to be credited






	A

	Trade payables

	Bank






	B

	Bank

	Trade payables






	C

	Bank

	Trade receivables






	D

	Trade receivables

	Bank












  3  Kaye returned damaged goods to her supplier, Mungo. Which entries are made in Mungo’s books?


[1]






	 

	Account to be debited

	Account to be credited






	A

	Sales returns

	Kaye






	B

	Purchases returns

	Kaye






	C

	Kaye

	Purchases returns






	D

	Kaye

	Sales returns












  4  Machinery was purchased on credit. Which entries are made to record this?


[1]






	 

	Account to be debited

	Account to be credited






	A

	Machinery expenses

	Trade payables






	B

	Trade payables

	Machinery expenses






	C

	Machinery

	Trade payables






	D

	Machinery

	Cash












  5  Which balance will be recorded as an asset in a statement of financial position?







      A  A credit balance on the bank account


      B  A credit balance on a supplier’s account


      C  A debit balance on the drawings account


      D  A debit balance on a customer’s account


[1]





The marks allotted to the structured questions on the next page are a guide to the length of time that should be taken to complete them.





  6  On 1 August 2018 Nelly had the following transactions:







      •  Paid $100 cash into the bank.


      •  Transferred private computer $500 to the business office for use by the staff.


      •  Took cash, $300, as drawings.


      •  Paid a creditor, Jason, $120 by cheque.


      •  Paid electricity bill $300 for the month of July by credit transfer.







Copy and complete the table below, stating the double entry needed to record each transaction. The first has been completed as an example.


[8]
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  7  Kelsey is a trader who makes both cash purchases and credit purchases. She provided the following information.
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      a  Prepare the following accounts in Kelsey’s ledgers for the year ended 31 December 2018 and balance off the accounts.







          i   Purchases account


          ii  Josh’s account


          iii Rent receivable account


[14]







      b  State whether Josh is a creditor or debtor.


[1]







  8  Sahira Ali is a trader. Her ledger is divided into a sales ledger, a purchases ledger and a nominal (general) ledger.







      a  State two advantages of dividing the ledger into these three sections.


[2]


      b  Name one account which would appear in the nominal (general) ledger.


[1]







On 1 October 2014 Sahira Ali’s trade payables included the following:









[image: ]




Sahira Ali’s transactions for October 2014 included the following:




[image: ]









      c  Prepare the following accounts in the ledger of Sahira Ali for the month of October 2014. Balance the accounts and bring down the balances on 1 November 2014.







          i   Waheed Khan account


          ii  Iqbal Wholesalers account


[9]





(Adapted from Cambridge IGCSE Accounting 0452/21, October/November 2014, Q1)




  9  Imran is a trader. The following information is available about Hannah, a credit customer.




[image: ]




Prepare Hannah’s account for March in the books of Imran. Balance the account on 31 March and bring down the balances on 1 April.


[7]





(Adapted from Cambridge IGCSE Accounting 0452/11, May/June 2013, Q3 a & b)





10  On 1 July 2013 a trader had the following transactions:







      •  Received $800 by cheque from subletting premises.


      •  Took goods costing $200 for his own use.


      •  Received $600 by cheque in full settlement of a debt of $625 from Tabitha, a credit customer.


      •  Sold goods costing $1 000 on credit to Samir for $1 400.







Complete the table below showing how these transactions are recorded. The first one has been completed as an example.
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[7]





(Adapted from Cambridge IGCSE Accounting 0452/13, October/November 2013, Q6)
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Chapter review questions





1  State what is meant by an asset.



2  State the difference between a non-current asset and a current asset.



3  State what is meant by a liability.



4  State the difference between a non-current liability and a current liability.
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